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Modern economic system, all over.the 
[r*Ltrests on Banks which functions Pri

interest. Thus if Banks can be made to function
without the elements of interest, it would mean

that an economic system can also be developed

without the infusion of interest which is strictly
forbidden in Islam. Dr. M' Muslehuddin, ,an
economist of repute, convincingly argues that
interest-free banking conforming to Islamic Tenets

is possible. Coupled with an enlightening resume

of ihe evolution of banking system and how this
system, in different advanced countries, is an

indispensable work for all those interested in
Islamic Economics.
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FORWARD

Modern economy with its high tec[rnological
advancement, growth of industridl and commercial
organizations, and mounting expenditure in public sector
bv almost all Governments, has become so enormous that
it requires special financial agencies for its running. That is
whv present banking is not only expanding repidly but is
also becoming more andmore specialised and sophisticated.
This is as true of Muslim countries as ofothers, but is poses

one difficult_v for the former. Interest has become an

integral element of banking, but it is prohibited in Islam,

and the problem is how we can derive benefits of this
system till we get rid of interest.

Obviously the Muslim countries cannet just do arvay

with banking on account ofthe element ofinterest, because

of the vital role which bartking plays in development. So

the Muslim countries face a dilemma: Whether to keep the

banking system and ttrus keep alive the institution of
interest also or to dispense with it entirely in order to get rid
of interest. Or is there any other solution?

The problem, thoughcomplicated, calls fora solution. If
modem banking operations and their ramifications are

critically examined, it will be found that interest actually
plays rather a sinister role and, so far as the larger interests
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of hurnanity are concerned, it vitiates the benefits ,which
expansion of economv and development are expected to
confer. And, for the matter of that, it hampers economic
progress and economic justice for mankind.

A number of writers have given thought to this lgrave
problem, and suggested measures for interest-free banking
But the literature on the subject is still rather scanty, and the
details remain very much to be thrashed out for a change_
over. The matter requires the attention ofthose experie,nced
and serious bankers who have the interest of humanity at
heart and who could make practical st ggestions for carrying
out the necessary reform.

Although not a practical banker, Dr. Muslehuddin, too,
has tried his hand at this issue, and after giving a readable
account of banking, has presented his views on the subject
in a useful and objective way as to its operations in the light
of Islamic law. ln the hope that his book will be a valuable
addition to the literature and material for thought on interest
free banking, we present it to the public in general and to
students of economics and law in particular.

The Islamic Research Academy is grateful to Dr.
Muslehuddin for giving it the opportunity of publishing
this work.

S. Munawwar Hasan
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INTRODUCTION

Whether banking is possible under Islamic larv is the

problem we are confronted with. There are some who hold

that no banking is possible without interest, for interest

is the basis of banking, while others maintain that interest

is avoidable and banks may be established free of interest.

Clearlv, interest is the crux of the pioblem. Then what is

interest ? Interest or Riba, according to Islamic larv, is an

excess over the principal and as such covers the modern

interest in all its forms. It is a monetary advantage without

a countervalue and, therefore, declared unlaufirl by the

clear text of the Qur'an. ln view of its destructive nature the

Prophet has taken care to strike at its root by adopting

preventive measures against all such possibilities as may

lead to it. So the Jurists draw a mark of distinction between

what is purposely and expressly forbidden and that which

is prohibited by way of preventive measures. This we have

discussed in Chapter 16.

Those rvho are of the opinion that interest-free banks

mav be established, suggest that banking in Islam should
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haveMudaraba orparfrership as its basis. ButMudaraba,
as has been dealt with in Chapter 14, is of a limited scope
and iisky for banking. The question is: rvhat is the
alternative? The ansrver lies in the quality of' our
requirements, because the banking svstem is alrvay,.s geared
to the economic needs of society'. In evolving a banking
system of our own, we have therefore to take into
consideration our economic needs and the present condition
of society, on the one hand and Islam and its larvs on the
other. For this purpose we have to find out what original
avenues Islam can open in this regard, and what methods
will be used to promote banking in Islam. For it can not be
denied that economic needs of Islamic societv have grou,n
in bulk and that we have to keep pace with the man:h of
times or rve perish. See the pressing need for loans anct that
too on interest. Muslim states, though politicallv
independent, are yet economically dependent as they need
interest carryrng loans of the World Ba* and of other
nations for their development, nav, fortheir very subsislence
and survival. These are the hard facts and bare realities that
we have to face.

Under the circumstances it rvill be of no avail if'one
takes shelter under fallacious solutions or is beguiled by
plausible arguments, forthat would be a charming delusion
and nothing more. We are. therefore required to take stock
of the situation and try to knorv rvhat precisely our

2
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requirements are and horv to meet them under Islamic law.
It should first be admitted that we have lagged behind and
our kev problem is economic development to which the
banks contribute largell'. Secondly we have to look for
those guiding factors rvhich can help us to orientate a
s)'stem of banks without violating the fundamentals of
Islam.

A careful sttrdy of Islamic law and its application to
modem requirements is, therefore, of vital importance.
Islam is a universal religion and for all times to come. Its
laws are based upon broad principles that admit of
interpretation to cover all the aspects of life and if there be
anything essential uncovered,recourse may be had to the
Rule of Necessit-v and Need which has been explained in
Chapter 13.

It is in this light that we studied the Islamic [,aw and
have put forward a rvorkable solution in the hope that it may
lead us to success.

The work is a result of comparative study and for the
purpose of better understanding we have divided it into trvo
parts. One, deals with banking, its origin history and
fiurctions, the other with the principles of Islamic Law and
their application to banking. It has to be pointed out, here,

that commercial banks, the creatures of modern age, have

3
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been the subject of our study as they have combined in
themselves the important features of almost all other banks
and it is well said, th:rt the theory of banking has t,c do
primarily with the functions of commercial banks. Fur.ther '

a reference is made of'the relations between Commercial
and Central banks while the purpose and procedure of the
rvorld Bank and its affiliates have also been explainal, so

that a complete picture of banking system may be nresented

to the view.

There is also a bibliography ofthe books thathave been

consulted in writing this work. The citations form the

Qur'an are mainly based or the translations of Mannaduke
Pickthal (Hyderabad Deccan, 1938. A. D.) and Abdullah
Yousuf Ali (Lahore. 1938).

4
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CHAPTER 1

ORIGIN AND NATURE OF BANKIN.,

THE DEFINITION

The word bank is said to have been denved riom thc
Italian rvord bancor the original meaning of rvhich is
'shelf , 'bench'. It rvas extended to that of counter' mone),-
changer's table upon which medieval European
monevlenders and money-changers used to display their
coins, rvhence 'bank.'2 The above version seems to be
correct, for money, changing, in ancient banking rvas
looked upon as the most important function of a banker.
The banco or bench of a medieval barker s,as broken b_v- the
people if he failed in his business and this probabh, is the
ongin of the rvord 'bankrupt'.3

None ofthe statutory definitions of a bank is completell,
general. The Nerv York state banking Law defines a bank
as any domestic moneyed corporation, other then a trust
companv. authorised to discount and negotiate promissory
notes, drafts, bills ofexchange and other evidences ofdebt;
to receive deposits of money and commercial paper. to lend

7
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monev on real or personal securit\", and to buy and sell gold

and silver bullion, foreipp coins or bills of exchange'.'l-he

term 'banker' defined in the Bills of Exchange Act. 1882.

and the Stamp Act. 1891. is anv- person carrying on the

business ofbanking, is not ofan1'value and does not carn'
us very far.{

THE FUNCTIONS

Modern banks perform a variety of functions, some of
rvhich are given belorv:-

l. Various kinds of mone-".' dealings, such as monev

changing, shipnrent of mone-v or bullion, purchase

and sale of bullion.

2. Receiving deposits.

3. Discounting (i.e. purchaiing at present worth)
commercial paper (i.e. bills of exchange and
promissory notes).

4. Granting loans in other rvays either by advances

against securities or by way of overdraft, mortgage
loans, or by the purchase of shares in industrial
companies.

5. Issue of bank notes - this function is now a days

virtualty restricted to the Central Bank of issue,. ln
the eighteenth century it was regarded as an essential

function of all banks.

8
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6. Dealing in foreign exchange.

7. Performing agency functions on behalf of clients.
such as.

(a) Safe custodl'. sale or purchase of securities.

(b) Safe custodl,of other valuables.

(c) Collection of dividends and bills.

(d) Acting as correspondents and clearing agents for
other banks.

(e) Issuing letters of credit.

(0 acting as trustees- executors, attornevs.

G) Serving as bankers to joint stock companies.s

SPECIALIZATION

It must be remembered that all the above functions are

not performed b.v every bank. There is division of labour
and specialization. Commercial banks are formed to accept

deposits-for short periods and lend credit also for short
periods (for the current finance of trade and industry,) in
England and in the U.S.A. In contradistinction to these are

the Industrial or lnvesunent Banks, like those of Japan.

which make advances forlong period to industrial concems

and raise their capital by debentures. But the Credit banks

in Germany, are of tlte mixed tlpe and combine ordinary

commercial banking with investrnent banking. There are,

9
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in addition, certain banks specialised in mortgage banking.
Some in financing of foreign trade or foreign exchia.nges.

All these banks mav be called profit making concerns,
rvhile Central banks are of a specialclass acting as:rgents
to their governments and generalll' empowered to issue
paper currencr'.6

AMALGAMATION

The process of amalgamation behveen private and joint
stock banks as rvell as behveen joint stock banks themselves
has been a striking feature of modern banking. It is all under
the stimulus of a desire to avoid competition and promote
large scale production and in consequence five most
porverful banking institutions or the 'Big Five' (Barclays,
Lloyds. The Midland, National Provincial andWesuninister
banks) have come to the fore in England.

While this amalg:rmation is advantageous in bnnging
about efficient organization, expert management,
centralization of resources, wider and cheaper banking
facilities, it is attended by the evils of monopoly and
becomes unwieldy, cumbersome and excessiively'
centralized (if the pr(rcess of amalgamation is carrird too
far), and leads to the neglect of local interests.?

BRANCH AND UNIT BANKING

Another striking feature of modern bankrng is the

t0
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development ofbranch and unit banking svstems. Thev are,
in fact, the tuo rival svstems. Under the branch banking
svstem, there is a small number of very large banks, each

having numerous branches. This sy'stem has been popular in
England, Canada, South Africa and France. The U.S.A.
retains the same original svstem of unit banking i.e. a great

manv small independent banks. ln the unit banking s]'stem
the bankers' operations are confined in general to a single
offrce, though some ferv are allou'ed to have branches u'ithin
a strictly limited area. This so( ofrestriction is the outcome
of the traditional fear of a 'Mone1'Trust' Even the Central
bank of the Llnited States is a federation of tu'elve banks.
each rvith its ou,n region.

'The branch banking is useful in this respect that it offers
cheap and u'idespread facilities and enables funds to be

transferred from one branch to another according to the
needs of different places u'hile its defect lies in this that it
results in monopolistic control, excessive centralization of
authorit-v at head quarters and neglect of local interests.

Unit banking possesses opposite merits and rveaknesses.

On the rvhole, branch banking is preferable as it minimizes
the risk of failure.s

CLASSIFICATION OF BANKS

The most corrrmon classification of banks is according
to the purpose thev serve. In this respect banks are ofmanv

ll
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kinds. Throughout the rvorld rve find commercial banks,
saving banks. mortgage banks, investment tlanks,
agricultural banks. cooperative banks and many'others that
perform special or general services. So far as their policv in
making advances is concerned, most of them fall into trvo
categories: (l) Commercial banks rvhose deposits are
knorm as demand deposits, and therefore the1,' prefer to
have credit transactions of comparatively' short term.
(2) lnvestment banks rvhose deposits are knorrn as time
deposits and therefore the1, embark upon the policl' of
advancing long term loans. But it has to be admitted that
Commercial banks have combined in them the features of
investment banks in that their short term loans are at times,
extended to hecome long term loans. ,And, therefore, it is
remarked that the thr:ory of banking deals largely rvith the
operations of commercial bank.lo

The above trvo categories do not include Central banks
rvhich are a class in themselves as thev act as fiscal agents
to their govemments and are custodians of treasurl funds,
issue paper currenc)', carry the gold reserves, serve as a
depository for other banks of last resort be:rr the
responsibilit_v of controlling the supplv of creditIt

BANKING SYSTEMS ALL OVE.R THE WORLD

Almost each country in the world has got a central bank
to perform the functions, more or less. similar to those of

t2
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the bank of England rvhich is a central bank itself. But the

United States of America and th6 Union of Soviet Socialist

Republics stand apart rvith distinct banking svstems of
their oun. So rve rest contented with giving- in some detail.

the main features of the Bank of England. u'hose pattern is

follou,ed. rvith some changes, by' most of the countries'

Added to this are the short sketches of the banking svstems

in the United States and in U.S.S.R.

BANKING IN GREAT BRITAIN

Branch Banking is prevalent in England. This is in
sharp contrast to the United States rvhere due to fear ofrvhat

is called a'Monev Trust' Units Banking is continued. The

Bank of England rvas established in 1694.r: and it is the

onll'bank of issue in the country'. The Bank Charter Act of
I 844. divided it into two departments. namelr'. ( I ) the Issue

Department and (2) the Banking Department rvhich is

concerned u'ith normal commercial banking business of
this Bank.r3

The Bank of England is the banker of the Government.

as rvell as the nation, and as such, has accounts of almost

all the principal joint stock banks with it. rvhere all surplus

cash and other monev ofeach ofthese banks is deposited.

It occupies the position ofthc bankers'bank so far a the

London Money Market is concemed though this Bank

discounts bills for a ferv customers. it does not do so for the

l3
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gcneral public. It has ten branchcs: The Western and Lau
Court Branches in London. and branches in Manchester.
Birmingham. Liverpool. Bristol. Lccds. Nervcastle. Huli
and Plrmouth. The Bank docs not acccpt anv new customers
for ordinan banking business rr,hich is rimited to a ferv'rd
connections.l{

It is in 1946. that the Bank of England become
nationalised and its capital stock u,as brought into public
ormership. The management of the bank is in the hands of
Court of Directors composed of the Governor, the Deputv
Governor and l6 Directors of the bank to be appointed bi.
the monarch. The Governor and the Deputv Governor zrre
to hold office for 5 r'ears. The term ofoffrce tf the Directors
is four r,ears. A person rvho has held office as Governor or
Deputy' Governor or Director. is hos.evcr. eligible lbr
reappointment.rs

The Trcasun, has been given the right ofgiving directions
from tinre to time to the Bank u,hich the1. think, affer
consulting the Governor of the Bank. are necessary in t,he
public interest. The Bank has also the right of requiring
information frorn and can make recommendations to bankers
and, rvith the authoritv of Treasun,. can issue directions to
anv banker to secure that cffect'.r6

In the United Kingdr:m. commercial banks do not
usuallv borrou from thc Bank of England to meet the

l.{
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abnormal public demands for cash but the1" call in their

advances to the monev market. The discount houses and

bill-brokers. rvho generalll' handle most of the demand and

supplv of bills of exchange can get cash from this Bank b1-

rediscounting 'first class' eligible bills. Thus, on such

occasions, the Bank of England can influence the discount

market and through that the money' market rvhere short

term loans are handled.

A neu'development. in the banking history of England.

occurred in the middle of 1958. The svstem of special

deposits u'as introduced to control the credit under u'hich

the Bank of England, if so required, mav restrict the

liquiditl' of The Banking system.r?

BANK]NG IN THE UNITED STATES OF AMERICA

Unit banking s]-stem is the outstanding feature of
banking in the United states. Another unique aspect of the

banking sy'stem in U.S.A. is the compulsory insurance by

the Federal Department lnsurance Corporation of deposits

upto $10.000, rvhich was instituted to preserve the unit

banking system after the banking crisis of 193 3 . As a result

of rvhich 98% of all deposits are now insured.r8 The rigidtq'

of legislation and the strict control under rvhich the

commercial banks operate are other features not to be found

in other countries. There are, again, trvelve separate Federal

Reserve Banks, as against a single central bank in Great

Britain.re

15
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The Central Banking Organisation in U.S.A. came into
existence in 1913, w,ith the passing of Federal Reserve Act.
Consequently there are trvelve Federal Reserve Banks and
a coordinating bod-"- called the Federal Reserve Boanl with
head quarters in Washington.2o The vast area ofthe countn
has been divided into tr,velve districts, each having its ou.n
Federal Reserve Bank which acts, with in its area. as a
banker's Bank. The Reserve Banks have the privilege of
note issue against gold reserves, rediscount eligible paper
brought to them by member banks and make advances
against it the security ,tf such paper and thus they act as the
lenders oflast resort.

In short, they perform the function for which the
Central Bank exists, narnelv, to carn, out the countn,,s
monetary policy with the instrument of the Bank Rate,
Open Market operations and the Cash Ratio. Although the
main function of the Federal Reserve Bank is to regulate
the florv of credit and monev, it performs other functions
such as performances of essential services for the member
banks of the Federal Reserve svstem, facilitating the
clearance and collection of cheques, effecting telegraphic
transfers of funds, acting as fiscal agents, custodiins'and
depositories for the Treasury and other Government
agencies.:r

There are two tlpes of commercial banks in the United
States, National banksr and state banks, the former obtain

l6
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charter from the Federal Government rvhile the latter from

a State Government. Not all banks are members of the

Federal Reserve Sy'stem, so they can be classified as

member and non member banks. The credit policy of these

banks is controlled by the Reserve banks but rvhereas in

England there are only a ferv large banks rvith a nation rvide

netrvork of branches, there were in the United States in

Januan' 1959, a total of 13,514 independent commercial

banks, most of rvhich unit banks rvith no branches at all22

Both countries possess mone).- market, but rvhereas the

London money- markct forms the integral part ofthe British

banking system, the Nerv York money market occupics a

much less important position. American member banks

borrorv from their central bank, rvhereas British commercial

banks never do this directl-v, but instead call in some of their

loans to the monel'market therebl'compelling bill brokers

and discount houses to borrorv from the Bank ofEngland'

Urilike the Bank of England rvhich does not compete

against the commercial banks for ordinary banking business,

the Federal Reserve Banks ma.v, if the,v so desire, make

loans directlv to businessmen.23 These are in brief the

differences betrveen central banking in Great Britain and

that of the United States.

BANKING lN U.S.S.R. (UNION OF SoVIET
soclALlsT REPUBLICS).

The rvhole banking system of this countrv- is State

t7
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o\\,ned and is under the rninistn,of finance. The structure
ofthis system consist of three groups namely. ( I ) The Strte
Bank (i,e GoWs. bank)r{ rvhich performs the function of a
central bank such as note issue and acting as fiscal agent
for the govemment (2) net rvork of savings Uants andt.3)
four special banks for agriculture and industry,.:s But in
I 959 the structure u,as streamlined into ( I ) The state barrk,
(2) The industrial bank and, (3) a new Investment bank.26

The Gosbank is for all practical purposes the onlv
commercial bank rvith a net rvork lf 

"or.rrponder,tsabroad. Further, it has the exclusive right to deal in foreign
exchange.2? Its function is closely geared to the budget aid
the national plan. Since virtually, all deposits come from
enterprises controlled bv the state plan, there is no need for
Soviet banking officials to give some attention to liquiditr,
as a lvestern banker does.28

. Personal banking is carried on through the state Saving
bank. Ithas anetrvork ofsome 50,000 .uring, bank usuallv
attached to local finance department offrces, post offices.
or village clubs. Interest is allorved at 3%o on ordinarl:
accounts-rvhich by no means all bank in westem
countries can match.2e The banking service offered is a

and normally makes no provision for loans or
Holever, those rvho are fortunate enough to be
houses and dumble consumer goods are able to

narrow one

overdrafts.
able to buv

This relates prior to the dismemberment of the U.S.S.R

l8



apply for mortgage credits, repayable over a fifteen year
period, and since 1959 installment purchase has also been
available.3o
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CHAPTER 2

HISTORY AND DEVELOPMENT OF BANKING

THE RISE

Banking has come into existence to cirter for the economics
needs ofsociet-v and is, therefore, an offshoot ofcivilization.
Surely' there vvould be no need ofa bank for a savage rvho
lives on wild roots and fruits. It is this increase of human
wants rvhich give rise to the efforts of man. The history of
civilization is. in fact, the historv of man's effort for the
satisfaction ofhis grorving need and he. thus, advances from
stage to stage. The root-grubbing stage is follorved bythat
ofhunting, The Earl1.' Palaeolithic by the new Stone Age the,
the Bronze by the Iron Age and so on. In this way, men
instead of living a precarious life of an animal settled upon
plans, took to agriculture and stored food for him and his
family and here, it seems, that the conception of private
property first arose.

The family was at first a selfsufficient unit and produced

2t
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all it required but gradually this system broke down and a

bod1,'of professional craftsmen came into existence. This

kind of change rvas due to the fact that the family group

took the occasional help ofoutsiders, such as carpenters

and cobblers rvho rverrl supplied u'ith the necessan'materials

by the familv group. These rvorkers in the course of time,

specialized themselves in their professions and, thus, were

formed into autonomous craftsman and began to w'qrk in

their places with their orvn tools and their own matenals and

disposed of their goods in their oun shops. This marks the

stage rvhen wealth began o accumulate in their hands which
necessitated safe keeping and later on, led to lending and

borrowing, the starting point of banking. This stage of the

Guild ftIandicrafts) system was reached in Europe in the

Middle Ages while the banks were already dweloped irr

other parts of the world long before this.r

During this long course of history need must have beert

felt of a medium of exchange to replace the barter svstem

(i.e. direct exchange ofgoods against goods). Exchange by

barter can not occur without the double coincidence of
wants and possessions. What one wants the other must
possess and vice versa. Even when there is this double

courcidence there u"ould be difficulty in deciding how
much of one thing ought to be exchanged for how much of
the other. This diffic:lty is obviated if a common me:rsure

of value is arrived at and that is money. It is a stanrlard of
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value and must have been invented in the past to represent

in a small bulk the large quantities of perishable goods,

grain, cattle, weapons, cloth and other commodities and the

concentration of wealth in small bulk rvould have brought

about a need for some place where it would be protected

against thieves. 'Since only a fool hardy' robber rvould dare

to arouse the wrath of gods, the earliest banks in the ancient
rvere national temples such as the Greek shrines at Delphi,
Delos and Ephesus',2 The Babylonians are known to have

used their temples as banks as earlv as 2000 B.C.3 and the

priests derived their temporal power from their control
over these financial resources.

Banks in ancient times seem to have been confined to
money changing and money lending. No one can tell with
certaint-v rvhen banking and financial institutions were first
started, vet it may be said that extensive banking actually
continued'in the Roman Empire.a TheWestern system of
banking and finance stems directly from the trading
operations carried on by Oriental peoples over the bridge

from India to the near East. The ethnic identity of these

tribes is still obscure, although excavations in the Tigers

and Euphrates valleys, particularly of the ancient cities of
Bobylonia, lead to a belief that a non semitic nation of
probably Indian origin established trade routes between

Asia Minor and the Far East as early as 5000 B.C. They are

known as the Sumerians and are referred to as the inhabitans
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of the land of Shinar in the Old Testament account of the
Babvlonian cities of Bables Erach, Accad and Calneh.
Babvlonian records show that these people rvere cam'ing
on surprisinglv complex s)'stem of lending, borrorving,
holding monev on deposit. and providing letters of credit
long before 2,500 B.C.s

European banking carne to an end rvith the fall of Rome,
although banking continued in other parts ofthe world. But
rudiments of banking wcre retained in Europe, first bv
firms of Jervs rvho braved the discipline of both Church and
State by lending monev at interest, later b1, fraternities of
monks, and still later bv guilds of goldsmiths and
merchants.6

BANKING DURING THE RENAISSANCE

Follorving the capture of Constantinople in 1204, the
goldsmiths of Lombardl,' become specially influential in
financial circles and established banks in many Europ*m
cities.' Among the great {,:ommercial cities of the Middle
Ages, Venice became of outstanding importance because

of her merchant fleet which maintained contact with all
parts of the then known world.

Florence which was the capital of Lombardy, a province
in North ltaly, boasted of a large number of prominent
bankers, the most famous of whom were the Medici. Ther;e
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Lombards lr,ere much troubled in the l3th centun.u.ith
internecine u'ars u,hich Ied to their migration to mqre
settled countries such as Belgium. France and England.
Thev built a street in London and established banking
among other pursuits. thus making the name of Lombard
Street famous.s

A little later, Deposit Banking and Exchange Banking
flourished on the continent of Europe. The Banco di Rialto
u,as the first public bar* started in Venice in the vear 15g4.
rvhich did business both in the deposit and exchange
branches. The bank ofsrveden rvas established in the year
1556. It is now knorut as the state Bank of Srveden. This
Bank has the credit ofhaving invented Bank notes. Exchange
Banks were started in Amsterdam in the vear 1609 and in
Hamburg in 1690, the object of rvhich ri,as to do foreign
exchange business, as n,ell as finance the trade of their
country with foreign countries. Later ther, began to do
deposit banking.e

MODERN BANKING

The commercial revolution of the sixteenth and
seventeenth centuries caused by the discovery of America
and other sea routes, rryas a prelude to the later Industrial
Revolution in England. Industrial Revolution gave a fillip
to the production ofwealth and to the expansion of internal
and external trade. This has ushered in a neu'era in the
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s),stem of banking rvhich reflects the growing dependence of
people in everv countrv- on ever other country for supplies of
tssential materials and communication, which bring the

most remote countries into frequent contactrvith other parts

of the rvorld.

Perhaps the most striking feature in the struclure of
modern FINANCE is the employrnent through credit

institutions of accum.ulated wealth. Loans based on rleposit

funds provide financial support for the varied business and

industrial enterprises in rvhich men engage, Financial

institutions would be severlv limited in the extent of their

services if they macle use only of the capital invested in

their orvn shares. If they could onl.v hold and relpay on

demand the wealth placed in their keeping by depositors,

accepting a fee for such service, wealth would tend to

become static and self consuming. Through crerlit, the

accumulations of v'ealth, represented by bank deposits,

have become a dynzunic force in the Modern world' Elanking

systems not only make the actual value of their deposit

services available lior us, but they have multiplied the

effective use of such funds by a system of discorunt and

reserve which is of a comparatively recent c'rigin'ro

Commercial banks perform all these functions and

areconsidered to be the chiefproduct ofthis age'

It is of significarrce to note that the credit of planLting the
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seed ofmodern banking in England belongs to the goldsmiths.

Thev rvere the first bankers in London. In the davs of civil
u'ar in England, rvhen the Cavaliers and the Round Heads

rrere fighting. people \\ere compclled to deposit for safetr,

thcir valuables rvith goldsmiths u'ho had strong boxes and

other arrangements for this purpose. This developed into a
custom and the merchants also started depositing their cash

u'ith these goldsmiths rvho used to charge a commission for
safe keeping. But rvith the passage of time the goldsmiths

began to use this monev and keep current accounts. Thus it
rs stated that banking in England began to grow someu,here

betu,een 1642 to 1645."

The goldsmiths issued receipts promising to pa1' the
value deposited on demand. Later on these receipts become

mere promises to pay'and rvhen the goldsmiths ultimatell'
began to do banking business, they become full time
professional bankers. The-v began to keep passbooks u,hich
u,ere handed to the depositors rvho could draw drafts on the

banker after being guided by the passbooks. This formed
the first step towards the ultimate use of cheques.rr
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CHAPTER 3

COMMERCIAL BANKS

THE DEFINITION

There is no satisfactorv definition of a bank and the term
bank, as such ma1' appl1,.to an organisation. a financial
institution operated bv an individual as also proprietor. or
it mav be a partnership, a corporation, or other types of
association.r In modem use it is an establishment for the
custodr, of monev received from. or on behalf of. its
customers. rvhose drafts it has to honour and pav.2 The
principal function ofa bank isto bring into a common fund
or pool the idle monev of the general public., for the
purpose of making advances to others, to gain a retum in
the from of interest and dividends.3 Banks are sometimes
classified according to the nature of their ormership. and
sometimes according to the source of their charters. but the
most common classification is according to the purposc
thev serve. In this war, there are manv kinds of banks. If
thev are looked upon essentiallt, as receivers of demand
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deposits then commcrcial banks alone stand distinct frorn

others. A commercial bank is distinguished b1'the fact that

it receives deposits from the general public that are pa1'atrle

on the rvritten demands of the individualdepositors r Unlike
investment banks u'hich re:ceive timc deposits and. therefore,

can give long term loans, commercial banks have to devote

most of their lending capacitv to the giving of short term

loans.

DEMAND DEPOSITS

The dcmand deposits of commercial banks result from:
( I ) cash placed in banks b1' depositors (2) claims to mont:r'.

like cheques, placed in depositors accounts (these cheques

are collected. by depositary banks from debtor banks

through clearing agencies) upon other banking institutions.
(3) giving ofloans, and (4) purchaseof investnent securiti,:s.

It is onll' rvith respect to the latter t\\'o sources of deposits

that rve ma)' sav commerr:ial banks create monev.s for their
lending operations bring into existence neu' demand

deposits, against rvhich the borrower mav drarv chcques, so

they are as good as mone\'.

The first trvo kinds of deposits ma-v be called primary

demand deposits as thel' result from cash and claims to

monev placed in depositrtrs' accounts while the latter two

are derivative or ne\\'den'rand deposits resulting from bank

loan and investment operations. So the outstanding feattrre
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of commercial banks is their abilit-v to create nerv demand

deposits. When the commercial bank makes a loan it places

the funds in the customer's (Borrorver's) deposit account

u'hen thev become available to the Borrower for disbursement

b1' cheque.6 Similarlf if it purchases a securit-v, it pays b1'

ciediting thc seller's account rvith the amount agreed upon'

Such are the dcmand deposits created by commercial banks'

Thev are. so to sav the promises of commercial banks to pay

rvhich count a great deal. This is further illustrated b-v the

follorving examPle:

A businessman. for instamce, ma-,- be unableto purchase

goods on credit because he is not rvell knorrm or because it
i. the established policy of his suppliers to require

rmmediate pa\ment. or a corporation may be unable to

obtain additional credit facilities in direct exchange for its

bonds: but if a bank gives its own promise to pav on

demand in exchange ofthe businessman's promisorv note or

the corporation's bonds, the businessman can gethis goods

and the corporation its credit facilities' The credit of the

businessman and the corporation is, thus, monetized because

the bank's promise to pay on demand, given in exchange

for the note and bonds, is readily accepted as a money

medium or 'bank monev'.

DEMAND DEPOSITS AS MONEY

A thing generallv accepted as a medium of exchange or
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a standard of value may be called money and the bank
demand deposits satrsfr this requirement.T A person, for
instance, mar, . hesitate to accept a cheque drau,n bl. an
unkno*,n parh,, he ordinarilv shorvs no reluctancev,,hatsoever
in accepting a bank demand deposit offered bv a buler or a
debtor. So it seems quite logical to place bank demand
deposit in the category- as monev.EButtime deposits can not
be regarded as monev because thev are not used as mediums
of exchange or as a. standard of value. The difiilrence
betrveen the use of demand deposits and the use of time
deposits may very uell be understood by,. the following
example: A rvho is bul,ing some goods for his shop gires B,
the ou,ner ofgoods, a cheque on his demand deposit ordenng
the bank to pay all or a part of his balance to B. When the
latter presents the cheque let us say to the same bank. the
bank merelv transfers the balance from A,s account to B,s.
The par,rnent B received from A, is included in B,s, deposit
account, and now B, in paying the price of a cai may drarv
a cheque against his deposit account and fonvard it to C, the
or\ner ofthe car. Thus B, employs the bank demand dr:posit
to exchange goods for the car without calling into use any
other kind of money. if A holds a time deposit account, hL
can not rvrite on the bank to transfer all or a portion ,cf his
balance to B as it is necessary for him to visit the bank,
present his passbook and withdrarv his deposit in some type
of moner,.

32



BANKING AND ISLAMIC LAW

Thus. the time deposits of invesfinent banks can not be

transferred from one person to another lvhereas demand

deposits ofcommercial banks can easily be transferred. The

distinction betrveen a commercial bank and an investment

bank is that rvhereas the former can transfer deposits from

one place to another and from one person to another person,

the latter can not. Commercial banks, therefore, perform

important functions through lending monev and providing

the machirrery for transferring deposits.e The-v not only

create mone!' in the from of new deposits but also make

possible palment ofmoney obligations regardless ofsize b.v

mere transfer of slips of paper, and such slips of paper can

be used rv'hether pa1'er and payee occupy adjacent places of
business or whether they are thousands of miles apart.r0

Forthe above reasons, commercial banks occup!'a most

important position in the modern economic rvorld. They are

manufacturies of creditrrrvhich serves the communit-v and

kecps the rvheels of commerce and industry revolving. B,v

offering opportunities for investment and safe custody of
deposits, they stimulate the habit of thrift or saving, and

discourage hoarding or the unproductive use of surplus

rvealth, thus promoting investment and the growth of capital .

A wise banking policy may go a long way towards mitigating

the shocks of an economic crisis, rvhile a banking system, if
badll'constructed or badly handled, is capable of inflicting
great harm on trade and industry and may even upset the

rvhole economr'.
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CHAPTER 4

LOANS AND ADVANCES

THE BUSINESS OF A COMMERCIAL BANK

As we have alreadl' noticed, the first business of a
commercial bank is to receive deposits from public in order

to increase its rvorking capital beyond its ou'n share capital

for the purpose of making loans and investments. It pays a

lower rate of ;nterest on the deposits rvhich it receives than

rvhat it charges in its turn to its customers rvho borrorv from

it. This difference constitutes its profit. It usuallf issues

short term loans because the deposits which it makes

advances are mostly self liquidating so that it may have

liquidity enough to meet the demands at anl' one time.

Short term loan is for a year or less than a year or pavable

on demand. [n theory, deposit banking of commercial

banks rests on the principal that the bank's a^ssets should be

deployed only in forms that can be quickly realized.r Thus'

advances to individuals and firms should desirably be self
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liquidating, fclr examplethrough the financing ofstocks that
rvill be subsequentll,sold. Equallr,, investment should not be
a 'risk'capital such as industrial shares or in real estate, but
as far as possible onlv in short-term commcrcial paper
which can be readily sold rvithout undulv fluctuating in
value. But in practice, these principles are not follorved to
the letter. Short term loans are, at times. converted into those
of long-term according to the needs and requirements ofthe
contracting parties.

TYPES OF LOANS

The loans may be classified

(l) on the basis of the lenght of time,
(a) long-term over five,
(b) intermediate-rerm, one to five years,

(c) short-term, less then a year or pavable on
demand:

(2) on the basis of purpose,

(a) productive- for example, loans for
advancement of trade and industry

(b) unproductive-loans granted to individuals for
purchasing automobiles, television, radio sets
and household furniture etc. These are also
called as consumer loans.
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(3) on the basis ofsecurities,

(a) secured against securities

(b) unsecured or clean - an overdraft allorved by.

a banker to his customer rvithout requiring
some tangible securiq,.

The simplest from of loan is the clean advance on the
personal note of a borrower, called the single-name paper.
When such a note is endorsed by a friend or business
associate of the borrorver it is called a trvo-name paper.
Such endorsements ma1,'be multiplied, thus adding to the
value of securit-r'. As opposed to such loans there are
collateral loans advanced against promissory notes
supported by the pledging of stock or bonds. These are
usually easily marketable bonds. Obviouslv this sort of
loans are more acceptable to banks than rvhere securitv is
only personal.

Discounting of commercial paper, promisson, notes,
and bills of exchange, is the most acceptable form of
invesunent for banks. The essential qualities ofcommercial
paper are: short-term maturity (three or six months),
automatic or self-liquidating nature, and non speculativeness
in origin and purpose of use.2 The term commercial paper
generallyapplies to notes, bills ofexchange and acceptances3
which are negotiable instruments and recognized by law.
This term is also applied to such instruments as bills of
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lading and rvarehouse receipts on the basis of rvhich credit

is often extended to rvholesale merchants. It is sometimes

used loosely for contracts and agreements as s'ell trut this

usage is not strictl-v- correct since theterm is properll'applied

onl1, to instruments used in place of mone]' in business

transactions.a

There is yet another type of loan called cash credit which

suits small merchants, farmers and artisans. This consists of
an arrangement under rvhich a customer is allorved advances

upto a certain limit either on his personal securit.v or on the

guarantee of another person. Here the customer dralvs on the

bank in small instalments and pa1's interest on the amount

actually drann.

On the London monev market some loans are refi:rred to

as 'monev at call'. These are the demand loans repal'able at

the option of the bank. These are also loans for verry short

periods-mone-v at short notice (7 days)rvhich are advanced

to bill brokers and stock brokers.s

A prudent banker making advances takes into
consideration the character and business integritv of the

borrower, his capacitv to borrow, the amount involved and

the purpose for wlaich it is required, the duration of the

advances, the source of repayment and last but not least in

tle securitv offered.
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CHAPTER 5

SECURITIES

THE DEFINITION

Securitv in its real sense is a protection for the creditor

against a partial or total loss if the debtor proves to be a

defaulter or fails to repay the loan. The object of a securit-v

is to give a certain right or interest to a creditor rvhereby he

is able to recover the amount of the debt which is orved to

him more easil-v then an action at larv, if the debtor is in
fault.r

As defined by securities Act of 1933, the term secunt-v

means any note, stock, treasury stock, bond, debenture,

evidence of indebtedness, certificate or participation in any

profit making agreements, collateral trust certificates,

recognization certificate or subscription, transferable share,

invesfinent contract, voting trust certificate, certificate of
interest in property, tangible or intangible, or in general any

instrument commonly known as securiw.2
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CLASSES

There are vanous kinds ofsecurities offered bv borrorvers
to the banker uN cover for advences made to them Some
borrowers tender stocks and shares- others guarantees br,
responsible parties, others title deeds, other life policies'
other again bills of exchange, promissolv notes and
documents of titles to goods. Customers less furtunate ma1,,

have nothrng better to offer then second or even third
mortgages, shares partly paid up, undeveloped building
Iand, bills of sale, mortgages on mines, brick fields and
other wasting properties, and reversions'.3 The latter kjnds
of securities generally fail to attract a banker as they lack
one or other necessary requisites to cover a loan whereas
the first named securities are more valuable from a banker's
point of view. We shall deal with some of the important
kinds of securities.

a) Stock Exchange Securities:

This sort of secunties comprise Debentures, Bonds.
Scrip, stock and Share certificates issued by Joint Stock
and other companies, by public authorities ancl bv
governments.a These are the documents commonly oftbred
to barkers as they are readily marketable, easily transferable
and some of them fully negotiable. Bonds payable to
bearer, scrip payable to bearer, share warrants payable to
bearer, treasury bills are all fully negotiable instruments
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and their deposit u'ith the bearer gives him a complete title.
but it is the practice to take a memorandum of deposit
shorving the purpose ofthe deposit, and containing a clause
giving the banker a power of sale if it should be necessarv

to realize them.

To effect a security ofshare in favour ofa banker, share

certificates are frequently' deposited together rvith blank
transfer forms against the banker's advances. This is the
from of a pledge the underlying idea being that if the
borrorver does not pay the loan in time, the banker can sell
the shares and recover his principal and interest out ofthe
proceeds, handing over the surplus to the borrorver.

(b) Guarantees:

A guarantee is a written promise made by one person to
be collaterallv answerable forthe debt, default or miscarriage
of another person.s The liabilit-v of the guarantor is onlv
collateral,the original debtor by this promise is not released
from his liabiliqv. Guarantee is one of the forms of securitv
and its value as a securit.v largely depends upon the
financial credit and position of the guarantor and also on
the terms and conditions of the guarantee.

(c) Title Deeds:

Title deeds are the documents relating to land or interest
in land. The rvord 'land' as a legal term comprises not onlv
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the surface of the soii. but everything above, including

water, and everything belorv it. The term also comprise,s all

buildings erected on the land, all timber and other vegetable

products growing upon it an all mineral and other dep,csits

embedded in it, and manl' kinds of right connected rvith

land, such as rent charges, rights ofrvay and other easerrrents

and rights of pasturage.6

(d) Documents of Title to Goods:

Goods may be accepted as securiqv for loans. This is

effected by taking actual or constructive possession and b1'

deposits of the documents of title representing them. The

chief Acts regulating these documents are the Factors Act,
1889, andthe Saleof Goods Act, 1893. F'actors Actdeflrnes

documents of title as including any bill of lading. Jock

rvarrant, ware-house keeper's certificate, and warrant or
order for the delivery ofgoods and other documents used

in the ordinary course ofbusiness as proofofthe possession

orcontrol ofgoods, or authorising orpurportingto authorise.

either by endorsement or by delivery, t}re possessor of the

documents to transfer or receive goods therebl"
represented'.7

@ Lfe Policies:

Life policies are often offered to bankers as secunities

and the banker makes advances on the footing of their
'surrender value' u'hich depends on the age of the assrured
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and the duration of the policl', and is greater on policies of
long duration and on lives rvhele the age is considerabll'
advanced than those of short duration and in young lives.

The actual surrender value is ahvavs ascribed from the

companv.

(fl Bills of Exchange and Promissory notes:

These are called conrmercial papers with which rve have

dealt in the preceding chapter. They are securities of self
liquidating nature and therefore most welcome to the
banker.

(g) Debts:

Debts may be assigned to the banker and, thus, mav be

available as securitv in rvhich case the banker rvill have to
give a notice of such assignment to the debtor othenvise he

rvill not be able to sue the debtor in his own name and the

debtor may be at libe$'to make pal.rnent to the assignor.s

th) Bills of Sale:

A bill of sale is a document under seal which, for
consideration, transfer the title to personal chattels from
one person to another. The person given the bill of sale is

called the grantor, and the person to rvhom it is given is
called the grantee. Absolute bills of sale pass the propertl,

to the transferee: conditional bills of sale pass it b1' rva1,' of
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securitv for the pa\.rnent of money. We are concemed, herc,
rvith conditional bills of :sale which are in the nature of'a
mor[agage of personal chattels (goods, animal stock,
household furniture and other articles capable of comple,te
transfer b1' delivery,). See Bills of Sale Act, 1878, S. 4.

Bills of sale are not, as a rule, acceptable to bankers as

securitve and u'hen a bill of sale is registered against one of
his customers. it is regarded by'the bankerthat his customer
is in a financial stringencl'.

In all the cases referred to above even rvhen the document
of charge gives the banker a power to realize securities
without reference to the borrower or the person u'ho has
deposited the securitr, he (the Banker) has to demand.
before selling the securitl', reparment of the loan and glve
reasonable notice that he rvould, othenvise, sell the securitr,.

Banker is accountable for surplus, ifany, after the debt
has been discharged, but he has a right ofset off against
such surplus ifthe borrorver owes him other debts. providr:d
ahvay's that he received no notice ofa second charge upon
the secuntr

Brieflv. a banker making an advance may be secured b1'

either or all of these methods, viz. (l) a mortgage, (2)
pledge. and (3) a lien.
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Mortgage, pledge and lien:

These are, in the main. three methods ofcreating a charge
in favour ofthe banker. In each case the banker does not
become obsolute o\\,rer ofthe propeffy-., but has rights over
the propertv untilthe debt to him is paid.'t

Mortgage:

Mortgage is a charge given by, a borrower to a lender

upon a part or the rvhole of his properry,. There are two
kinds of mortgages: (l) Legal Mortgage, (2) Equitable
Mortgage.

With a legal mortgage a banker has control of the
propertr,, ifthe borrorver fails to repav the advance made to
him. But rvith the equitable mortgage-that is a deposit of
the title deeds rvith, as a rule, a memorandum of deposit-
the banker u'ill, unless the borrorver gives a legal mortgage
rvhen required, or unless a porver ofattornev or a declaration
of trust is incorporated in the memorandum. be at much
trouble and expense before he obtains the sanction ofthe
court to dispose of the properr-v.'2

PropeS'of any kind may be the subject of a mortgage,
but it generall-r- applies to Iand or interest in land rvhich is

to be charged under, rvhile a mortgage of goods is called
Bill of Sale'.r3
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Ihe chief advantage of a legal mortgage is in that the

mortgagee has porver to sell the prope{'' or to appoint a
receiver to collect the rents arising from it, if the debt is not
paid. These po\yers may be exercised without going to a
court.ra On the other hand, a banker is in a much less

porverful position if he takes an equitable mortgage, for he

can neither sell the propeq,'nor appoint a receiver u'ithout
the help of the court. Eut the difficulq.' is that the borrower
usualll,objects to executing a legal mortgage on one of trvo
grounds. First, the ad valorem stamp duty,' on a legal

mortgage is very high compared u,ith that of on equritable

mortgage under hand. Secondly, he is reluctant to do so

because even after the debt is repaid, the mortgage deed,

duly discharged. forms part of his title to the property and
is a clear evidence to any one rvho may purchase frorn him
that he borrorved money upon mortgage. Such is not the case

with equitable mortgage.

Therefore, some oi'the bankers resort to a special type of
equitable mortgage under seal rvhich virtuallv givos the
Bank some powers as does a legal mortgage. [n order to
have the porver to sell the property'and to appoint a receiver
either or both of the fbllowing methods are adopted (l) a
power of attorney u'hereby the mortgager irrevocably
appoints some one (usually an offrcial of the banf) to sell
or grant leases of the property" as his agent or to execute a

legal mortgager thereof, (2) a declaration of trust u,herein
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the mortgagee acknorvledges that he holds the prope{r'' upon

trust forthe bank, and at the same time, empou'ers the bank

to remove hirn from the trust and to appoint some other
person as trustee.rs

Pledge:

A pledge or pa\\n is a delivery ofchattels or choses in
action by a debtor to his creditor as securitv for his debt. It
is to be distinguished from a mortgage in that, rvhilst
possession ofthe thing passes to the pledgee, the propertl'
in the thing (i.e. the legal ownership) remains rvith the
pledger. With a mortgage of things other then land. the
propert-v in the thing passes to the mortgagee rvhilst the
possession of it may' remain with the mortgager.

A pledge gives a right of sale if default is made in
pa\ment of the debt rvithin a reasonable time after demand

if no time for palment is expressed A pledge must be

distinguished from a lien. The former anses from express

agreement; the latter b-v implication.'6

Lien:

Lien is the right to retain properry belonging to another
until a debt from the latter is paid. This is a possessory lien.

A possessory lien is oftwo kinds: particular and general.

A particular lien is the right to retain goods in respect of
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rvhich the debt rvas incurred. For example, a carrier h:rs a
lien on goods entrusted to him for transport, a rvatchmaker
has a lien on articles Ieft for repair in respect of the cost
thereof. A general lien ls a right ofretainer not onlv fi:r a
debt incurred for particular goods but for the general
balance due. Thus bankers, solicitors, stock brokers, in
certain circumstances mav have a lien on clients' securil.ies,
etc; for all moneys due

A banker's lien is a special from of general lien, for it
includes a right of sale after reasonable notice.rT It is a right
of a banker to retain such of his customer's properhr as
comes into his hands in the ordinary course of business as
a banker; it is an implied pledge.

The securities charged and taken in the above marmer
mal,easily.' be realized, in case of default in pal.rnent by the
debtor. The banker is, thus, put in funds to make loans
again and onginate credit. The question is: wlut is credit
and horv it is originated ?
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CHAPTER 6

CREDIT

THE DEFINITION

Credit is a term derived from the latin word 'Credo',r
meaning 'I believe', In other words it is belief in the ability
of a person to pay. To put it more appropriately it is the
weight attached to a person's promise. Thus credit is
sometimes described merely as a promise to pay money or
as permissionto usethe capital ofanother person.2 Abstractll,
it is referred to as 'the power which one person has to
induce another to put economic goods at his disposal, for
a time, on promise of future payrnent'.3 Bank credit,
therefore, relates to the trustworthiness which it enjoys by
reason of its capital structure and deposits as well as to the
credit it procures from other sources. The sources of a Bank
are vast and varied. it may obtain credit from its
correspondent banks, from the central bank, from
government 4gencies and from the open market through
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the sale of acceptances. On this account, the reliance;:laced

in banks is very great so much so that their cheques and

drafts function as currenc,"- and have replaced currencv.

Because of the confidence ofthe public in the soundness

of the bankers, their promises to pay are invested rvith the

qualities of money. The public uses these promises to make

its purchases and to pay its debs. When the banks nnake a

loan, they do so by increasing the number of their promises

to pay in return for the borrower's securities which are, in

fac! the banks' assets and out of which they make profis.
The Loan is, thus, no cash payment but only a promise to
pay or in other words a demand deposit cre:rted in hvour
of the borrower against which he can draw. Briefl.v-, the

bank's credit is comprehensive of all kinds of promises to
pay of banking institutions, including demand deposit,

time deposit, notes, acceptances, letters of credit, bonds

etc'.a

By their promises to pay, the banks collect money from

the public and lend it to enterprisers or businessmen.

Induced by such promises, business firms, government

bodies, ottrer organisations and individuals keep :r large
portion of their money balances with the banks as demand

deposits. Such balances simply represent the obligations of
the banks to pay but the depositors consider them as money
inthe banh to the depositors Ore important condition is that
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the-v- can demand pa\ment, in legal tender mone!', at a short

notice and that b1' uT iting cheques thel' can order the banks

to transfer all or a portion of balances to others.

Here it should be noted that depositors do not drarv their

rvhole amount all at once. They usualll'' drarv it at intervals

as and rvhen it is required. So the banks make it a rule to
keep a portion of these deposits in cash to meet the demands

of their depositors rvhich is called a minimum of reserve in
proportion to their deposit liabilities. Thrs is rvhat the

Central banks insist upon so that the cash of Commercial

banks should not fall belorv a certain proportion of their

deposit liabilities.

A member of a central banking system is, therefore,
required to deposit a fraction of its deposit funds rvith the

central bank as a cash reserve and it is free to lend the

remaining funds Out of these remaining funds they start

lending operations and may create money upto the total of
about twelve afd a half times their cash reserves.s Suppose

a bank holds f,100 in cash and is required to keep 8% of its

cash reserve in the central bank, this will enable the bank

to increase is lending as such as twelve and a half times by

setting apart, on each lending, the required cash ratio of 8o/o

until the effect of the lending of the original f,100 has

petered out.6 This is made possible, since the bank, in

lending does not pay in cash. If it, for instance, grants a loan
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of f 100 to A, it does not pal,A in cash, but simply credits
his account rvith this sum and thus creates demand deposit
for A. against rvhich he can drarv.

The loaning operation is nothing but promises of the
bank to pay in the form of demand deposits rvhich is
described as credit. Such demand deposits are treated ias

mone)' against rvhich cheques ma1, be drarvn . It is therefore,
said that a bank deals in mone)'and instruments of credit.

CREDIT INSTRUMENTS?

The promise to pay.' in the future takes various forms
which include verbal and book credits. Verbal credit is a
long granted on the mere verbal promise of the borrower
to make palrnent at a certain time. 'Book credit' or Book
debits' is the credit granted and entered in the books
(ledger) ofthe creditor. It is, so to sav,credit on account.
The entry in the ledger is evidence of the credit granted.
The principal credit instruments are promissory notes,
cheques and bills ofexchange.

A promissory note is an unconditional promise in
n'riting made by one person to another signed by the
maker. engaging to pay either on demand or at the
expiration of a specified period a certain sum of money to,
or- to the order of, a specified person or to bearer. The payee
can endorse (sign) the note and thus make it negotiabh.
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Another important class of promissory note compnses the

currency notes issued either b1'the govemment or bv some

authorized institution like the Bank of England. These

notes are pa1'able on demand and form part of the regular

legal tender currency of most countries' Promisson' notes

are also extensivell' used in connection rvith the inland or

interland trade of country, and are included in 'cornmercial

paper'.

A cheque is a rvritten order signed by a depositor- an

individual or a firm- on his bank, ordering the bank, on

demand, to pay a certain some ofmonev tc a third person

or to the drawer himself or his order, or to the bearer

Sometimes a cheque is crossed, i. e. hvo lines are dras.t

obliquely across the cheque. Like the ordinary cheque the

".o.i"d 
cheque is also drawn upon a bank, but it can be

paid onl-v- tothe bank to whom it is crossed' The name of
the bank in whose favour it is crossed is sometimes rvritten

betrveen the hvo lines drarvn obliquely across the cheque'

Such a cheque is generally carried to account and is safer

than the ordinary cheque even if it is stolen it is of no use

to the thief since onlythe bank in whose favour it is crosscd

can obtain paltnent on it. A cheque drawn b1'one bank

upon another is known as banker's draft.

A bill of exchange is an unconditional order bv one

pcrson (called the 'drawer') drarvn on another person
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(called the 'drawee') Instructing the latter to pav certain
sum of monev to or to the order of a specified pcrson or to
bearer (called the pay'eq). But unlike a chequc a bill of
exchange is not necessarilr,pavable on demand or at sight.
but at some future date. it mar be after thirtv davs or sL\tv
da1.'s or ninety da1s, but generallv not longei ,fr"n ,i*
months. It is called a 'sight bill, ifthe parment is to be made
as soon as the drau,ee has seen it (r. e. on demand). lf the
pament is to be made at the e:rniretion of a fixed pedod
it is a called a time (usance) bill Ttr pcrson on s,hom the
bill is drarm may either accept thc trill b1. signing it as
'accepted' or decline to make parment (signing .protested')

The acceptor becomes legally liable to makqthe pu1*.nt
due on the bill. If the draser and the drarvee are in the same
country the bill is called a domestic bill: if in different
countries, it is called a foreign bill (an export or import
bilt).

CREDIT TNSTRUMENTS AS A MEDIUM OF
EXCHANGE

Cheques and bills of exchange serye as medium of
exchange as a vast volume of transactions is conducted bv
means ofsuch instruments. They are negotiable instruments
and can be transferred by the payee or the person in whose
favour they are drawn by mere endorsement to another
person. [n the case ofcheques made payable to the bearer,
the transfer is effected merely by delivery from hand to
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hand as in the case ofa bank note. Thus before a cheque or
a bill of exchange is finallv cashed or'retired' it ma1' have

passed i number of times from hand to hand, being used like
mone\'. Cash or use of actual monev is, thus, dispensed rvith

so far as the intermediate transactions are concerned.

FUNCTIONS OF CREDIT

The principal use of credit is that it enables men of
enterprise an initiative to embark upon large scale ventures

on borrorved capital. It mobilizes the existing capital and

makes its more effective use possible.8 It enables

production to be initiated long in advance of demand, i. e.

in advance of the sales of the product to the consumer.

ABUSES OF CREDIT

Expansion of credit, no doubt, helps a great deal to
supplv the needs of businessmen and enterprisers but it if
exceeds the limits there is danger to the economics stabilitl'
of society as speculation is encouraged, over production

ensues. The unrvise use of credit may also enable the

u'eakness of business concems to be concealed for quite

a long time making the inevitable crash all the more

disastrous rvhen it comes. An over expansion of credit and

apparent prosperity ma1' only be followed by a sharp

deflation. Banking and business concerns ma-v* find their
assets frozen rvhenthe business situation slumps.e Hence the

need for Central Banks to regulate credit.
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CHAPTER 7

CENTRAL BANK

THE RISE

As rve have alreadl' noticed, commercial banks grant

loans and buv investment securities and therebv create new

mone), in the from of demand deposits. To the extent that

nervlv created demand deposits are spent in hiring idle

factors of production to increase the output ofthe economic

svstem, the commercial banks act s'iselv, but to the extent

that thel'are uscd merelv to bid up the prices of the factors

of production alreadl'emploved. the expansion of deposits

must be regardcd as pernicious. In the former instance the

rrclfare of the general public is promoted because larger

supplies ofgoods become available in the market: but in the

latter instance the price increases produce manv

rnaladjustments throughout the economic svstenl

unaccompanied b1' an1' significant benefits.r

It is no doubt injurious to allorv commercial banks to

6l



BANKING AND ISLAMIC LAW

contlnue to create neu, denrand deposits after a stagc of
reasonablr full emplorment in the economl, has been
actueved The enormous expansion ofcreditthrough crealion
of demand deposits mav be imagined bv the fact that about
80% of monev used in Great Britain consisted of sr:ch
deposits in 1959.: The deposits are created bv commerr:ial
banks in the expectation that thev rvill not be called upon to
fulfil their promises (to pa1,) to anl,great extent at anr.one
time - When tlus expectatir:n has been Jisappointed disasirous
results havc sometimes occurred.3

Whenever a bank lends to a businessman _ u,hether bv
loan or overdraft - or to the Govemment b1.the purchase of
Government stock or J-reasury Bills, tiris rlsults in a
corresponding increase rn the total of demand deposits.
The Bank simplv notes the amount and is then prepared to
honour the customer's cheques. To control over_expansion
of such credit. Central Banks have come into existence.

The Intemational Financial Conference, heldat Brussr:ls
in 1920. passed a resorution that in countries rvhere there is
no Central Bank of issue, one such bank should be
established.i The idea implied is that there is a clc,se
connection between the maintenance of financial stabilitv
and a Central Bank. Several European countries such as
England, France, Germany.and Switzerland had alrea,lv
developed a strong central banking ststem. Even the
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Untied States, the home of decentralized banking, adopted
the nerv svstem under the Federal Reserve Act of I 9 13 . At
the end ofWorld War I several central banks were established
in Central and South American states. in South Africa. Neu'
Zealand, Canada and in countries that previousll,' formed
part of the Austnan and Russian empires, In India, the
Reserve Bank u,as established in April 1935.

In the l9th centun' and the earlr,l,ears of the 20th, it rvas
believed that central banks could best serve the public
interest if thev operated free from political intervention.
but their failure to cope rvith the rvorld depression of the
1930's pointed to the need for overhauling the traditional
concepts of central banking. The result was that some
central banks rvere nationalized and others subjected to
regulations to a point. rvhere they became more or less
integrated u'ith government policv.5 The common feature
of banking svstem in the modern world is a central bank in
every countn'.6

THE FUNCTIOT.IS

Central Banks act as fiscal agents for their Govemments
and are custodian of treasun, funds. Thev issue paper
currenc!'. carn,the gold reserves. serve as depositaries for
other banks, and, as the banks of last resort, bear the
responsibilitv for controlling the supply of credit.
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In most countries, the central bank is the exclusive issuer
ofthe principal kind ofhand -to -hand paper monev, namelv,
bank notes-papermonev in circulation. Again, most ofthe
deposit liabilities ofthe central bank constitute the principal
reserves ofthe commercial banks on the basis of rvhich the
latter expand their demand deposits. The significarrt fact
here is that central bank, by central kinds ofaction, ma]'vary
the total quantitl,of available reseryes, so that, in effect, it
has control over the to total volume of demand deposits.
Having the poser to regulate note issues and the volume of
demand deposits. the central bank is, thus, in a position to
control the overall monev supply.

In almost all instances, moreover, the central banll is the
principal adviser of the national government upon all
matters pertaining to monev, banking, and management of
the public debt. Because the enorrnous govemment financial
operations of modern times profoundll' effect every, phase

of economic life, policy decisions must be made rvith
extreme care, and because the central bank is emporvered
to control monev suppl1,, it is in a strategic position tc,guide
financial policy.T

The Central Bank is mainly a bankers' bank.E It offers
rediscounting facilities or makes short term advances
against approved securities to its member banks and thus
makes credit available to them. [t supplies the market rvith
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cash and maintains the stabilit-v* of the external value of the

currenc\, unit. It has to arrange to bul' or sell foreign

exchange or gold so as to control directll'' the exchange

rates, or change its bank rate so as to produce an indirect

effect on the rates of foreign exchange. In order to maintain
intemal stabilitl'a central bank has to keep the internal price
level stable bv a proper regulation ofthe volume of culrency
and credit.

Thus the Central Bank is distinct from ordinarr'
commercial banks and its policf is directed not so much to

making profits and maintaining its orm solvenc\', as to
regulating the credit machinery and maintaining the solvencl''

of the banking s)'stem as a rvhole b1' functioning as the

lender oflast resort. For these reasons Central Banks do not

usuall-v- allos' interest on deposits and avoid direct dealings

rvith the public in order to escape competition rvith
commercial banks.e

WEAPONS OF THE CENTRAL BANK

l. Alteration in the reserve Ratios of member Banks

We have already seen that member banks have to keep

a certain percentage oftheir deposits as cash reserves rvith
the central bank. This is just to maintain the liquidit-v and

solvencv of the member banks.ro Credit is controlled by
varying the ratios of these reserves. The Central Bank can
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expand credit bl, lorvenng the ratios and contract credit bv
raising them. For example, Bank of England, in 1960, called
on the banks to place rvrth it special deposits, rvhich rvere not
to rank as liquid assets but earned interest at the Trea.sun,
Bill rate. The object of such steps rvas to reduce the abiliq.
of the banks to expand further credits through advances.
This u'as the nervest \\'eapon of credit control, the oldest
weapon being 'Bank rate' i. e. rediscount rate ofthe bank of
England at rvhich it rvill purchase bills from the discount
market rvhen the market is short of funds.il

2. Bank rate:

Bank rate is usualll considered an indispensible tool of
control. for it ensures both that the market can alwavs find
a lender at last resort and that the central bank, by acting on
the price at rvhich it lends, can in this rva1, influence the
rvhole structure of market rates.r2 Its operation mav be thus
explained. A Central Bank is liable to meet both extemal
and internal drains on its reserve, and seeks to protect its
reserye by raising its official rate for the discounting of
bills. A rise in bank rate is follou'ed by other banks raising
their rate ofdiscount also,r3 so that there is a decrease in the
volume of bills presented for discount and of fresh loans.

3. Open market Operations:

To make the bank rate policl'more effective, a Central
Bank mav resort to open market operations. These consist,
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in the Central Bank directly selling and buf ing securities,
bills and govemmenf stock in the open market. Thus if it
desires to create tight monev conditions and check
speculation. it u,ill sell securities to the public for cash and,
inthis u'a1'. decrease its supplf in the market. If, on the other
hand. the Central Bank wishes to encourage easv monev
conditions. it rvill bu1,' securities from the public and thus
expand curren*,and credit and put additional funds into the
market, therebl, increasing the cash reseryes of member
banks and enabling them to expand the volume of credit
issued b1'them.

ln short, the Central Bank occupies a pivotal position in
the monetarv and banking structure of the countrv in rvhich
it operates. It is vested with special powers to regulate
credit and currency. After World War I, the need for
cooperation :rmong the leading central banks of the world
regardrng monetary policy was increasingly,, felt. Such a
policy.' seemed to be facilitated b1, the establishments in
1930, of the Bank for International Settlement at Basil
(under the famous Young Plan). It was contemplated that
this bank shall develop into a Central Bank for the Central
Banks of the world. But the high hopes of intemational
cmperation could not be materialized due to the dominating
influence of economic nationalism resulting in the failure
of the World Economic Monetary Conference of I 933. The
division of countries into monetarv groups and the
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deterioration of international relationship culminated in

World War II.

The economy of the rvhole rvorld rvas shattered by this

rvar, hence post uar reconstruction plans postulating a high

degree ofinternational cooperation in currency and financial
matters occupied the minds of the economic and financial
experts rvith the result that the lnternational Bank for
Reconstruction and Development (I.B.R.D.) rvhich is:rlso
knonn as the World Bank was established together with the

International Monetary Fund (I.M.F.) in 1944, by 44

important nations, following the BrettonWoods Conference

in U.S.A. Thesetwo international institutions were mnsidered
necessary to restore and expand international trade and to
secure development of rvar damaged and backrvard
countries.ra
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CHAPTER 8

THE WORLD BANK

AIMS AND OBJECTS

The object of the Bank is to aid reconstructron in
countries ravaged bv World War II. and to promote
international flou' of all trpes of long term capital for
production purposes. It rarelv makes loans directll out of
its funds. The called up capital does not provide for all the
loans and the bank issues debentures from time to time to
raise monei,for relending, guaranteed b1'the securitv of the
Bank's capital. Thus the Bank may'be regarded simplv as

a mechanism rvhereby,' funds ma."- be made available for
reconstruction and development in other countries, rvith
the normal risk of rntemational investment mrnimised
through the Bank's management and supervision and the
guarantee furnished by capital subscriptions of its
members.'l

The Bank is managed by a full time president and staff
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who derive their authoritl'from l2 executive Directors (out

of rvhom 5 represent members rvith the largest capital
subscription. viz U.S.A. China, France and India). The
Executeive Directors arc a sort of an inner council appointed
b1, the Board of Govemors to u,hich each member countn'
sends one representativ,;.

The Bank's authorized capital is the equivalent of $21

billion. of u,hich the equivalent of approximatell $18. 5

billion has been subscribed. Only part -about one tenth- of
this, horvever, is paid in. Much the greater part of'the
Bank's Capital remains subject to call by the Bank onll'- if
required to meet its obligations arising out of borrou'ings
or guarantees.r

To avoid the risk of defaults in repayment of the loans

advanced by the Bank, it has been provided that the ltans
must be for productive purposes and, except in special

circumstances, must be to finance the foregin exchange

requirements of specilic projects of reconstruction and

development.r The ments of all such projects are carefulll'
studied and the most useful and urgent projects are dealt
with first.

In order to borrow, it is not required that the borrorver
should be a member government. Persons other than
member government, ma.r' apply for loans turderthe guarantee

of thc member goverrlment in rvhose territory the project is
located.
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PROCEDURE FOR MAKING AND
ADMINISTERlNG LOANS

In making advances the bank prefers to have informal
cxploratory discu ssions n ith prospective borrorvers before

a formal application for loan is made. This is to knorv

rvhether the prolect is of the tlpe for rvhich a loan may' be

granted. In general. the actual processing for loan request

falls into two parts: a preliminary one, in rvhich the Bank

reviervs the economic situation and prospects of the

borrowing country and the relation of the project under

consideration to its economic needs and potentialities. and

then a more technical and critical examination of the

engineering. financial and other aspects ofthe project and

of the appropriate conditions for a loan. These trvo stages

of investigation mav proceed more or less concurrently' or

thel' ma1' be success ive, depending upon the circumstanccs. {

The preliminary investigation is to satist'the bank that

the borrou'er can repav the loan and the project u'ill make

a significant contribution to the economy of the borrorving

country. If the project is in a country rvith which the Bank

has had no previous experience, The Bank seeks to acquire

a comprehensive picture of the structure and development

of the economv. It therefore begins its study u'ith such

fundamentals as a review of the country's agncultural,

mineral and industrial resources- the state of basici facilities

such as transport and porver, the amount and qualiry' of
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m:mpower resources, the pattern of e>rternal trade and
paments. and the condition of internal finances. Ifthe Bank
has previously made a loan in the country or has othennise
become familiar with its economv, this preliminary
comprehensive review is dispensed with and the inquirv is
confined to an intensive study of recent econornic
developments and prospects.

Being satisfied with the preliminary investigation the
Bank starts the second and, more detailed investigation.
Staff specialists or consultants.are called upon to make a
thorough examination of the technical plans for the project
A similar examination is made of the plans for financing
that part of the cost of the project which is not expecterC to
be met out of the Bank's loan. It may be necessary to check
the market survey made by the borrower or if none has been
made, to assist the borrower in making one. It is :rlso
necessary to examine in detail and sometimes to suglJest
revisions inthe administrative and managerial arrangernents
by the borrorver to carry out and operate the project.s

METHODS OF INVESTIGATION

Much of the work of these two investigations takes
place in the Bank's headquarters. Here the Bank studies all
available infonnaltion about the country and the projecl.. In
addition to its own files, the Bank takes advantage of the
large reservoir of source material wtrich is made ava-ilable
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to it bv manv other institutions, national and international,
public and pnvate. lnformation from all these sources is
supplemented bf information specifically requested from
the borrorver.6

No studf in the Bar*'s headquarters, however, can

r,ield the benefits of an on-the-spot investigation. Therefore
the Bank usuallv sends one or more missions to the

borrou,ing countrv to familiarize itself with the project and

rvith the economic conditions. The mission may consist of
one or two persons or half a dozen persons of various
qualifications. The members of mission are normally drawn
from the Bank staffbut, since the Bank can not keep on is
permanent staffexperts in each of the many fields which it
mav be called upon to examine, it frequently employs

independent consultants for specific shorttime assignments,

or borrorvs technical experts for this purpose from member

govemments. other international agencies or private firms.'

FORMAL NEGOTIATIONS

It is onll' rvhen the technical investigation has been

satisfactorv, the Bank advises the borrorvers that it is ready"

to begin formal negotiations for a loan. Such negotiations

are rvith the object of reaching an agreement with regard to
the project and the terms and conditions of the loan. The

loan and guarantee agreements and all supporting documents

are presented to the Executive Directors, together lvith the

recommendation of the president, for their approval.
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After approval b-v- the Board of the Bank and signing of
the loan agreement, it usualll' takes a period of sevr:ral
months before the agreement becomes effective. The coming
into effect of the loan agreement generally depends upon
the fulfilment of certain prescribed conditions. Onlv after
the agreement has become effective can disbursements; be
made.8

Disbursements are made b.v'- the Bank according to the
progress of the rvork and the satisfactory reports on it.
These reports shorv that the goods and services to be
financed are covered by the loan agreement and that thev
are reasonable in cost and of proper qualiqv. In addil.ion
periodic visits are paid to the project by Bank staff. to
examine the site of the project and the progress qf the rvork
and to scrutinize the accounts of the borrower.

It is the Bank's practice to maintain a close relationship
rvith its borrorvers throughout the life of each loan. There
are two main aspects to this continuing relationship. First
the Bank checks to assure that loan funds are expended only.
for authorized goods or services and closely follorvs the
progress ofthe projects. Secondly, the Bank keeps in touch
during the entire life of the loan with economic and
financial developments in the borrowing country through
information submitted by the government, periodic visits
to the country b1' Bank officials, and consultation :rnd
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exch:mge ofo iervs rvith the govemment's representatives'e

In short-. the Bank takes all such measures which a prudent

man needs in controlling his orrn affairs'ro Let us' norr'

have a brief survel'of international Monetary Fund (I M F')

rvhich has been established alongrvith the World Bank'

TNTERNATIoNAL MONETARY FUND (l.M.F')

The problems of international palments is the Fund's

main concern. The membership of Fund is the pre-requisite

to membership in the World Bank. The members subscribe

to the fund, pu.tt1' IZSX) in their o\\rl currencl' and partll'

(25%) in goid and dollars according to their quotas' The

quotas are based on their average volume of foregin trade'

The members then coutd bu1' foregin exchange from the

fund. as and rvhen thel' need it according to a prescribed

procedure. A member countn'can obtain from the Fund in

an)' one 1'ear foregin currencv in exchange for its ortTr 257o

of its quota.

The Fund provides for ( I ) short-ter m credit to countries

to help them over temporan difficulties in their balance of
palment position, (2) mechanism of adjustment to improve

it e tong-te.m balance of palment position of member

countries and (3) continuous machinery for international

consultation and for research.

The par values ofcurrencies of all the member countries
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are cxpressed in terms ofgold. After consulting the Fund, a
mcmber-countn ma\. change the paritv of its currcncr. (if
this is necessan.to correct disequilibrium) to the maxirnum
cxtent of l}o/oevcn rvithout approval of the Fund. A further
change in the par value of the curcncv mar, be granted, bv
the Fund b1' a majont\, vote. The objlct oi this plan i:; to
promote rcasonablc stabilitv of exchange rates.

The chief objcct of the Fund is to secure a stable
relationship as betrveen the rates of exchange of diffcrent
foregin currencics so thar international trade ma'be revi,ved
and expanded. I I It stands for the removal offoregin exchange
restnctions that hamper the u,orld trade.
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CHAPTER 9

AFFILIATES OF THE WORLD BANK

INTERNATIONAL FINANCE CORPORATION
(r.F.c.)

The I.F.C. rvas formed in Jul.v- 1956 and marks an

important development in post-u'ar economic cooperation'

The World Bank has its limitations of functions as it
operates at govemment level and it rvas, therefore, felt

desirable to have an international finance institution

functioning at the Private level.t

Membership of this Corporation is open only to
governments rvhich are members of the World Bank and

the rate of subscription to the capital is based on the ratio

of its subscription to the World Bank. The main object of
the Corporation is to assist the private enterprises and to

promote economic develoPment.

With regard to the eligibili[' of an applicant, the
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enterprise must be essentiallv privater in its orvnership as
rvell as management and should contnbute on its own more
than 50%rofthe funds. the balance not being available from
other private resources on reasonabl. t..*r. Th. investment
must be productive and must contribute to the development
of the economv of the countn, u,here the enterpnse is
locat_ed. The Corporation rvould, therefore, insir;t on
sati s factory proof of the p roduction potential of enterp rises
requiring assistance. As the basic objective ojl the
Corporation is to promote cooperation betrveen investors,
the Corporation's investments u,ill be placed on a revolving
basis. Threrfore rvhen an enterprise has been placed on a
sound operating basis, the Corporation.s assistance u,ould
be rvithdrarm and the funds released for help to other
enterprises.3

INTERNATTONAL DEVELOPMENT
ASSOCATTON (t.D.A.)

To promote economic development and increase
productivity of the less developed countries, the
international Development Association has been formed
on 24th Sept. 1960.a Its membership is open to member
countries of the World Bank. By Novernber 1966 its
membership included 96 countries.

Its main object is to provied finance to meet the imporbnt
development requirements on terms as it (l.D.A.) :may
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deem appropriates which gives I.D.A. much flexibilitl'.
Unlike the World Bank it ma1' make advances rvith or

rvithout governmental guarantee, to a borrorver. It mav give

loan on easl'terms of repayment. The articles of agreement

of I.D.A. rvere issued on 29th January 1960. Thel'cover a

rvide variet-v of loans on a rvide variet-v of the terms. The

initial resources proposed for I.D.A. are $1000 million. It

can give loans wholl-v or partlv repayable in the local

currenc)'at a low rate of interest. Its loans will be for high

developmental priorities utrether or notthe project is revenue-

producing or directly productive.
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CHAPTER 1O

CONCEPT OF BANKING IN ISLAM

Con/licting Views: It is generally believed that t{ere can

be no banking system in Islam as interest, the cogrvheel of
the modem bankrng, is strictly prohibited. Interest encourages

savings and attracts idle money of the communitv into the

banks without rvhich banking s1'stem is inconceivable. The

orthodox islamic finance and its interest-free economv

leaves no room for the establishment ofthe institution of riDa
(interest or usury).

Those who oppose this vieu'assert that islam is an all
embracing universal religion and has already to its credrt

Bait al-Mal (Treasury of the Muslim State), the prototype

of a state ouned Central Bank, performing all its functions
with the exception only of note issue.r A developed system

of banking can be had, under Islamic Law, in consoniulce

rvith the spirit of Islam. The interest-free economy practised

in the early days of Islam is neither capitalistic nor
communistic, yet it has good features of both. It can create
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a healthl' societr,rvhrch blossomed in the past and in rvhich

there rvas no accumulation of rvealth in a fer,r' hands. no

hoarding and no profiteering. Based on the pnnciple of
'neither do harm. nor be harmed-' it s'orked rvell and
guaranteed to the poor their sustenance. Even citizen u'as
provided rvith the means of livelihood. peace and prosperitr'
regined supreme. This rvas due to the fact that interest rvas

eliminated from socien' once and for all.

SUGGESTIONS

The veterans of Islam propose that the banking in Islam
should be based upon the principles of partnership i.e.

Mudaraba. Thev sav that through this sl,stem all the evils
of modern banking uill be abolished. It is, according to
them, a svstem to share profit and loss equitablr, The
interest-free Bank s'ill have share holders rvho urll receive
dividends out of the 1'earlv profits. The Bank rvill a.ccept

deposits from the communitr both for safe keeping and
profit-sharing purposes. A ce(ain perssntege ofthe deposits
received shall be allocated for interest-free personal loans
while the major portion rvill be utilized to meet the credit
requirements of business and industry.

The rnterest-free Banks will provide credit facilities and
perform all the functions of commercial banks. Being
parmers in business and industry they will supervise the
progress of rvork and under the vigilance of Bank staffthe
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chances of loss rvill be minimized. The profit sharing
pnnciple u'ill provide an incentive to the investors rvho rvill
invest their mone\, in the Bank. The partners in such Banks

shall have mutual gain. and mutual loss s'hereas in the

modem banking losses are borne bv the borrorver alone and

the lender alrval,s stands to gain.

Speaking of the consumer loans the1, sa1'that Islam has

enjoined upon the rvell - to - do to grant such loans to the

need1,. Or, credit unions and cooperative societies be

formed so as to provide interest-free loans to the members.

Some of these veterans have gone to the extent of ascribing
the responsibilit_v of granting such loans to Bait al- Mal arrd
to the Banks themselves, for they do not pav interest or
dividend on current deposits.

There are others who hold that the rvord Riba does not
appll,to Bank interest, particularly, rvhen it rvas not knoun
before Islam. Those rvho assert it, seem to have ignored the

fact that excess (whatsoever) over the pnncipal arnounts to
RiDa and the bank-interest is not without an excess. Further,

Makkah, even before Islam, was the centre of banking (O'
kary, Arabia before Mohammad, P. 182), and had become

the paradise of stock brokers, of middle men, of bankers'
(Lammens, Islam, P. l5). Can it, then be contended that
bank-interest is not Ri6a and was not known when it was

forbidden.
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Last but not least is the proposal to nationalize the banks
in order to purge them of the evils of interest. As pnvate
banking leads to the cycles of booms and depressions, it is
suggested that the state itself should undertake all the
activities of financial institutions. There should be one
State Bank rvith a number ofbranches rvhich would not only
avoid competition but also suppress all the sources of crises
and crashes in the modern capitalistic socielv.2 The profit-
sharing incentive w.ill bring in deposits for the State flank
and, if necessary, the lmam or the Head ofthe State ma.v be
invested with powers to impose financial contribution on the
well - to - do part of the societ-v rvhen a contingencv arises.3

The State Bank rvill function on the basis of Mudaraba.
It rvill successfully meet all the difficulties in the wa.v- of
international trade and solve the problems of exchange,
bills of exchange etc. This is in a nutshell, the concept of
banking in Islam, but the question is: Does Islam permit
nationalization?
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CHAPTER 11

NATIONALIZATION

THE DEFINITION

The rvord 'nationalization' means converting athing into
propeq,'ofthe nation, and, in otlerwords, to bring it under
the control of State, rvhich amounts to the use of force and
interference in the right of private ounership. Can it appl-r,-

to private concerns in Islam? Is it not the dulv of Islamic
State to see that economic activities are carried on freel-,-?t

Will it not, otherwise, amount to communism, despised and
detested in Islam? It must be remembered that Islam is not,
in any wav, callous communism which abolishes private
ownership and curbs the liberty ofman. Islam is appreciative
of human values and affords full scope to the individual to
develop his personality so as to be more useful to socief-v" An
Islamic State, therefore, does not interfere with the economic
activities of its subjects unless such activities are either
unlawful or harmfirl to the society. Even then, it does not
perpetuate its control but only removes what is unlaufirl or
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harmful. To perpetuate its control rvould mean the negation

of man's freedom. Further it rvould take arvay the very

incentive to work which is a great loss to the communitl'as
a whole.

It is always cited in support of nationalization that the

Prophet had declared three things- \tater, grass and fire- to

be freely used, as comlnon propeg'', but those who contend

so seem to have forgotten that the declaration pointed to the

things rvhich were already in free use such as water of the

seas, strears and spnngs, wild grass, fire in the desert.:

And the pastures which are often referred to as nationdized,
were declared open for common use by the Prophet and

thereafter by the Caliph Umar as they rvere common and

not private lands.3As to the things that are privately orvned.

it is hold by the Malikites, that one may not use ,gnrss

growing on private meadorvsa and the water of pril'atel1'

owned wells, basins, springs and streams is considered to
be privately owned water. The orvner of such water mav

prevent others from its use and may even sell it.:'And
according to tlanifites and others water stored in a vessel

can be sold.6How can the Banks be nationalized when the.v.-

are free to deal in private property of their clients and of
their own and Islam is not averse to the holding of private

property?? Suffice it to say that Islam stands for free and not

for controlled economy,t and neither the Prophet, rulr tlte

Caliphs, did ever nationalize any conrmercial or industrial
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concern. Private propertv is treated as sacred as human life
itself. ' Your lives and 1'our propeq,' are sacred and inviolable
amongst one another until the end of time' are the words of
the Prophet who in his celebrated sermon of the Fareuell
Pilgrimage has strictly forbidden bloodshed and interference

of the one rvith the propert-v of the other and this has a

binding force on the individual and State alike.e

NATIONALIZATION AND REFORM

Nationalization is ahvays referred to in connection with
reforms and reform me:ms rectifuing of something faultl'
Supposing that State control is required for the removal of
some abuse or wrong it will not be justified to establish

such control in perpetuit-v. Further, reforms, in Islam, are

introduced by peaceful means and not by force or coercion,
Instead of force, Islam prescribes psychological treatnent
of evils. Force being undesirable in that the nature of man

revolts against it, Islam uses pursuasion and exhortation.
B1,'offering reward it stimulates obedienceto God. Rervard

for a good act is manifold. 'God is most merciful and at the

some time swift at reckoning, if He be disobeyed'ro 'He is
nearerto manthan his jugular veinand knows whatthe soul

of man whisperth to him',rrHe takes into account even the

intent of man and metes out punishment and reward

accordingly.'r2

These and others are the verses of the Qur'an rvhich

inspire in man feelings of hope and horror-hope for the
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reward and horror of punishment in the Hereafter and even
in this world in the shape of distress and disaster. Under the
influence of hope and horror man begins to act righteouslv.
The merit of the Qur'an lies in this, that it builds the rnind
of man in such a wa!,'that he becomes God-conscious and
this consciousness alone is a restraint against sins and short
comings of the individual and a panacea for the ills and
evils of societr,. Upon such remedy depends the lasting peace
and prosperitv of society and not upon force and
nationalization. The solution of our problem lies not so
much in nationalization as in evolving a system of banking
commensurate rvith the needs ofsociety. Before u,e proceed
to examine the needs of the societv. [,et us first see rvhat
societl, is according to the principles of Islam.
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CHAPTER 12

ISLAMIC SOCIETY

THE STRUCTURE

Societf in its real sense. is an association fbr thc purpc

of harmonious co-existence. It is composed of individuals

and their inter connected actions. Each such individual is the

centre of a great number of social relations and each such

relation depends on him- on his qualities, on his actions. and

also affects him and modifies his qualities and his actions.r

The moral value of societl'. therefore. exists in the moralitl

of its members: hence Islam concerns itself primarill's'ith
the moralitl' of the individual and enjoins him to believe (in

God) and act righteouslv.

Islamic societf is, thus. based upon righteousness and

mutual help.2 'Help ve one another unto righteousness and

piety, but help -v.-enot one anotherunto sinandtransgression--

is the call ofthe Qur'an.3 This call rvas adequatell responded

to by the Mustim community in the past. When the peoplc
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of Makkah forsook their homes and adopted voluntan.exile
in companv u'ith their beloved leader. their good friends in
Madina gave them asvlum and even, kind of assistance.
moral and material. Under the magnetic personalitr. of the
Prophet these ts,o groups became like blood-brothers and
thev rvere so treated in matters of inheritance. Ther, rr.ere.
indeed, the best of people evolved for mankind, enjoining
u'hat is right and forbidding rvhat is wrong and believing in
God.a Thev preferred others above themselves though povertl.
became their lot.s Their life rvas simple, their u,ants lirrrited
and thev solved economic problems bv mutual help and
sacrifice. But things are changed norv and the advance of
civilization has given rise to nerv problems and a multiplicitv
of needs for rvhich x,e have to depend upon others.

THE PRESENT CONDITTON OF SOCIETY

Societv, at present, consists of Modemists on the one
hand and the Orthodox Muslims on the other. The
Modemists stand for a complete change in the outlook on
life and stress the need for rational approach to the eun,an
:md its re-interpretation in modern light. Their persistent
demand is that the bank interest be allorved in all its forms.

To the orthodox Muslim the Sharia is still as it has
alrvavs been, divinelv authoritative. To him no code of
conduct or even scale of values can be formulated bv
human reason: all must of necessity, be based on dirrine
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Revelation.6 Those rvho adhere to the Orthodox svstem of
finance in Islam insist upon interest-free econom\'' In their

opinion Islam rvill be shaken to its foundation if interest or

Riaa is allorved. Instead. thev advocate. Mudaraba as the

effective method for banking in Islam'

Since things have changed due to the astounding

development oiscience and technologr', the Muslim World

is conironted, todar', rvith nerv problems' Its social and

economic life has undergone a gteat revolution and in

consequence economic thought has taken a new direction

and dernands rvholesale repeal of the Riba rules' Unless all

obstacles in the u'a1 of capitalistic enterprise are removed,

economic development is considered as impossible' The

agitation for the removal of all restnctions on economic

cledit is gaining ground and Islam is in a state of gestation'

To an impartial e1'e the economic structure of societl"

todav, is entirell based upon credit and rvithout credit no

progress, s'hatsoever, is possible' Credit is the crank-shaft

lf lorn*"t"e and industry. Credit is the life-blood of

business. The Muslim states are still in a developing stage'

Though politicallf independent they are yet economically

a.p.rr-a.nt. Creditis essentially required for their economic

development, nav. even for their subsistence and survival'

Islam is throrm into dismal'because it has to make some

cffective repll' to the challenges of the modern rvorld'
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In evolving a system of banking we have to take into
consideration all these facts and the fact that the Muslims
have to deal with the non-Muslims within their countn,. and
outside it. They can not keep themselves aloof. The
achievements of science and technology have reducecl this
vast globe to a small house wherein even wihspers could be
heard from corner to corner, hence the need foi cooperation
betrveen nation and nation, countrv and country. Thenr, are
u,e to give ourselves to the uays ofothers ?The remedy does
not lie in a complete surrender, we have to evolve a si,stem
of our orvn without violating the fundamentals of rcUrn.
Islamic larv is based upon broad principles rvhich admit of
interpretation to accommodate our growing needs and if
anlthing is left unaccommodated be had if anything is; left
unaccommodated then recourse may,be had to the Rule of
Necessitv and Need.
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CHAPTER 13

RULE OF NECESSIW AND NEED

NECESSITY KNOWS NO LAW

'Necessitv permits prohibited things" is the general

maxim and according to al-Ghazzali all prohibited things

become permissible by necessiry.2 There are numerous

examples to illustrate this point. They include those legal

excuses u'hich exempt from legal duties. such as minorit-v.

lunac\,, illness, duress, forgetfulness and ignorance.3 Other

examples rvhere necessitv renders prohibited things

permissible are: eating of the meat of a dead animal by the

hungry, and drinking of rvine by the thirstv or, according to

some jurists, by the sick as a medicine.a

Islamic law is considerate enough to take notice of
particular occbsions where its severity is to be mitigated in

order to provide facilities to those who are subject to

hardship. We read in the Qur'an: God desireth for you ease;

He desireth not hardship for vou;s He hath chosen you and
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hath not laid upon vou in religion any hardship;6 Which is
further supported by the saying of the Prophet; 'Religion is
facilitl'. The most beloved religion to God is tolerant
orthodoxv'.? 

.

It is perhaps for this reason that al-Manvardi (eadi
Husayn) has described this rule as one of the four piilars
supporting the structure ofjurisprudence.E Hardship begets
facilitv,' is the essence ofthis rule. Majalta (Ottoman Civil
Code) has enunciated man.".' rules on this principle such as
pa\ment b1, instalments allowed to the debtor if he is in
straitened circumstances. 'And ifthe debtor is in difficul6,.,
grant him time till it is easy for him to pay'.e is the eur'imic
verse. Likervise the period of hire is extended until the
shore is reached ifa boat is taken on hire for a certain period
and the period expires s,hile still on the journey.ro The most
outstanding of all such examples is the transaction of bai-
bil-wafa or redeemable sale rvhich came into existence to
meet the needs ofheavilv indebted people of Bukhara. This
has been referred to in the Majalla ': Need, rvhether of a
public or private nature, is treated as necessity, The validitv
of sale subject to a right of redemption is of this nature. 'The

inhabitants of Bukhara having fallen badly into debt, this
procedure rvas put into operation in order to meet their need
for it.rt

Fitzgerald has treated the rule ofnecessitv as a source of
larv.r2 Necessiq.'knorvs no larv, is the common precept and
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can be applied to cases of urgency. The mounted soldier

arvaiting battle is allorved to sa1' his prayers in the saddle

instead of dismounting.r3 Fasting during the month of
Ramadan is obligatorv but its postponement is permitted

rvhile a Muslim is travelling.ta Similarly a starving Muslim

may eat of forbidden things to save his life.'s

LIMITATIONS

The meticulous adherence to larv in certain cases turns

into injury and is follorved by serious consequences, so it is

allowed under lslamic larv to invoke the Rule of Necessit-v

and Need on such occasions. But one has to make a

distinction betrveen necessity and need. By necessity it is
usually meant something more pressing than need and

which, if not fulfille4 will lead to serious results. Hunger,

for instance, ifnot satisfied may result in death. Therefore,

the Rule of Necessity* and Need is not a free licence but

subject to certain limitations which may best be explained

by the Qur'anic verse: 'He hath forbidden you only carrion,

and bloo4 and srvine flesh and that which hath been

immolated to (the name of\ any other than God. But he who

is driven by necessity, neither craving nor transgressing, it
no sin for him.'r6

Mark the words 'neither craving nor transgressing'

which are interpreted by Tabari as having no vehement

desire for eating what is forbidden nor intending to overstep
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the limit b1,'permitting oneselfto eat what is forbidden urhen
one can afford to refrain from it on account ofrvhat can be
had of lawfirl things;'' and as a natural corollary savs Razi,
the sanction contained in this verse ceases to exist rvhen the
urgencv exists no more.18

Necessiq, under Article 22 of the Majal/a, is estimated.
by the extent thereof and so is the time limit. Whatever is
permissible orving to some excuse ceases to be so with the
disappearance ofthat excuse'.re Ardthis is quite inconformity
with the principles ofjustice and equit1,..

Frankl1,, the determination of the extent and the time of
the necessity and need, and rvhether it is need or necessity,
depends, in individual cases, upon one,s conscience and
taqwa orfearofGod rvhich is the true measure ofjudgernent
of human actions, but in matters where the interests of
communilv are involved these factors may be decidecl in
the manner suggested by Ghaz,ali -lj*o ofthe community
for the fundamentals and ijma of the scholars for the
matters of detail.2o

Here it may be mentioned that according to lbn eag,im
what is prohibited as a preventive measure or sadd al_
Dharia becomes permissible i,r order to satisfu the nee&; of
society but what is forbidden purposely can not be
permissible unless there be necessity for it. This distinction
between need and necessity is to be observed in decidrng
cases.
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It is generallv presumed that the Rule of Necessitv and

Need has a limited scope and can not serve as a source of
larv but it is a wrong presumption because the rule is ahvavs

there to meet the needs and necessitl' as and rvhen thel'

arise.

To be briel divine larv as expressed in the Qur'an and the

Sunna of the Prophet, is implicit in it solutions fo-r all the

problems of life. Let us first examine whether Muclaraba is

a solution for our problem.
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CHAPTER 14

MUDARABA

THE DEFINITION:

Mudaraba, according to jurists, is a contract rvhereb-v-

one gives his propertv to another to carr), on business
therervith and the profit to be shared benveen them according
to the specified terms such as % ofthe profitor t/zandso on.l
Here rre have to point out that Mudaraba is generallv
considered a contract of partnership u,herebl' both thc
partners share profit and loss equitabll,. but it is not so. The
entire loss is alrvavs attributed to and deductiblc from the
capital: Mudaraib or agent has nothing to lose cxccpt his
labour2 and therefore. Hanafi jurists do not count it as a rcal
partnership.3

There is a marked differencc bctucen Mudarabo and
other kinds of partnership. Whercas all othcr krnds of
partenership mav consist oftu.o or morc pcrsons. Mu dcrrahtt
consists of onll't\\'G-one is the financicr and the othcr his
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agent. The financier invests his capital and the agent his
skill. Whereas in other partnerships each partrer is an agent
of and for the other, there is no such case inMudaraba.

Mudaraba,ln its real sense, isMz qarada,a deived from
qard or loan granted.to Mudari b, to dobusiness with a vierv
of eaming profit, but the people of lraq callit Mudaraba,s
derived ftom darb or traveling as Mudarib has to travel for
the sake of business. Since this contract is based on qard,
the jurists have been at pains to treat it more carefully, lest
the profit earned through it, should arnount to Riba.

RELATION BETWEEN THE PRINCIPAL AND
AGENT, I.E. MUDARIB

In order that the lender may not enrich himsetf
unjustifiably it has been held by the majorit-v ofjurists that
he should neither participate in the work, nor ask the
Mudarib to invest something of his own. The capital must
be surrendered to the Mudarib so that he mav handle it
alone6 (without any interference, whatsoever from the
lender or principal). Loss, if any should be assigned to the
capital, the agent or Mudarib will not bear it. This implies
that Mudarib should continue as an agent, neither invest
anything of his own nor bear'any material loss. More so

because if he contributes to the capital, he will equall-,- be

a principal himself rvhich can not be allorved.
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Such being the case, an Islamic bank will not be able to
advance loans to the concerns rvhich have alread;- invested
capital of their olvn for, apart from the disputes that mav
arise as to the distribution of profit and the assignment of
loss, it rvould be quite againstthe principleof Mudaraba for
a Mudarib in such a case ma1' claim to be a principal
himself. One can not be both a principal and an agent at the
some time, and in the same concern as it would result in a
confl iot of interest. 7 Thus, a large number of applications for
short time loans, rvhich are generally required in the course
of production by those who have already invested their
capital, can not be entertained by an Islamic bank, though
such loans are most rvelcome to a prudent banker

The principal, as specified above, has to surrender his
capital totheMudanD sothat hemay handle it freel1'.E But
how can the banks rely upon the Mudarib rvho is neither'
liable for the loss, nor has offered any tangible securitr, for
the loan? And the Mudarib who is an agent can not be

expected to offer any security. Will it not then be riskl' for
the banks to rely upon su ch Mudarib ? ln order to avoid the
risk the bank will have to conduct the affairs and control
the activities of Mudarib which will eventually amount to
participating in the work and hence unlawfu l.e Let us norv,

refer to the view of the famous four schools of prominent
jurists. Rules which govern Mudaraba are.to

l. | 'IhattheMudarib isin the position of of a trustee
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when hetakes possession ofthe propert-v(i.e. capital),
and before he actully starts his work. This implies,

thatthe property is held intrust forthe orvner and

the Mudarib must take care of it and be prepared

to return it if demanded by the owner but he

(Mudarib) will not be responsible ifsuch propertv
is lost.

2. T"hattheMudarib assumestheposition ofanagent
when he starts work. He represents his principal
withinthe authority given to him. The principal is,
therefore, responsible for such contracts of the

agent as fall rvithin this authoritv. The agent shall
not be obliged to perform arything beyond this
authorit-v.

3. That if there is a profit the agent shall have a
definite share in it as partner.

4. Tllert if Mudaraba bq,omes void, the Mudarib or
agent shall be considered an employee in that the

whole profit or loss (as the case ma1, be) shall fall
to the share ofthe principal and the agent shall be

entitled to remuneration according to the nature
of work.

5. That the Mudarib shall be considered to have

acted wrongfully if he violated the terms of the

contract and in such case he will be liable for his
wrongful act.
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6. Thatincase thewholeofprofit isstipulatedto be
the share of Mudarib, the transaction will be that
of a loan or qard andtheMudarib shall be entitled
to profit and liable to loss. T"he Mudarib having
used the loan for business shall have to repay it.

7 . That if it is stipulated that the whole profit will fall
to the share ofthe principal, this will be considered
a contract where by the MudariD is authorized to
purchase certain goods without any remuneration
for his services. Whatever is purchased shall be for
the principal rvho shall bear all the expenses

incurred in such transaction.

The essential pre-requisites of Mudoraba are offer and
acceptance couched in terms that are defurite such as' take
this property (i.e. capital) and act as aMudarib.'

The terms of a valid contract of Mudaraba are'- tl

That the capital should consist of cash such as

minted gold and silver and not commodities
(because their prices fluctuate which may lead to
disputes between the parties). There is a conflict
of opinion about their acceptance as capital.

That the capital should be known at the time of the

contract so that no disputes arise behveen the
parties.

2
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3. That the capital should be determined and in
possession of the principal so that he may be able
to give it.direct to the Mudarib.

4. Thatthecapitalshouldbemadeoverto theMudctrib
so that he ma,,- handle it alone: and if it is
stipulated that the principal rvill participate in the
rvork with agent, the contract will be void.

5. That the share of Mudarib, in the profit shoukl be

determinate and expressed in such terms as 7i of
the profit or l/3 and so on. The contract will be
void ifthe share is expressed in suchterms as ;820

out of the profit because there is risk in it (mav be
the profit does not amount to this sum)

6. Thatit shouldbe made aconditionthat theMudarib
shall receive his share out ofthe profit and not out
of the capital.

With the exception of some minor differences the
definition of Mudaraba and the rules governing it and also
the condition of its validity are, more or less, the s:rme
under the four Schools . Mudarib, according to these views,
is an agent to carry on. business and partner in profit.

WHETHER MUDARABA IS PRACTICABLE

Mudaraba was in vogue in the Jahiliyya (pre-lslamic
period) and Islam adopted it because of its good qualilr as
it is instrumental in combining the skill of one person rvith
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the capital of another.r2 Tlte Mudarib being skilled person

must be free to rvork and the principal has no right to have

his hand in the ork. r3 He mav not even control or supervise

the u,ork as it rvould amount to interference in the activities
of Mudarib and vitiate the contract of Mudaraba, for
Mudarib alone is to handle the Capital as he knorvs horv best

to transact business. Assuming that the Banks are allorved

to control and supervise the work, horv are thel'to meet the

expenses required for such supervision? It rvill entail

colossal expenditure as thev rvill have to employ a number
of advisers, engineers and experts. Here s'e refer to the

processing of loan and the control exercised, over the

borrorver, b-*.- the World Bank.

From the extracts u'hich rve have given in chapter 8, it
may be seen that. inspite of state guarantee for the loan. the

World Bar* conducts the rvhole transaction rvith the

borrorver from first to last titl the loan is repaid. Though it
maintains a fleet of experts and a team of engineers, -"-et is

constrained to borrow technical experts from member
governments, other intemational agencie5 or private fi rms. I a

This is to shorv the magnitude of difficulties and the

measure of expenses which the Bank has to incur. Is it, then

possible for ordinary banks to encounter these diffrculties
and meet such expenses specially when they have to
control a number of small and big concerns ? Will it be

profitabte to proceed on these lines ?
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Conceding for a moment, that the banks can surmount
all these difficulties and make profits by wav of Mudaraba,
the banks, then will be more inclined to make advances to
the MudariD alone. What about the needs of other
businessmen and enterprisers who require short term
commercial loans or producer credit ? Would the banks
make interest-free loans to them ? It is suggested, here., bv
some of the thinkers that the banks may be made to advance
such loans bv the announcement of the Central Bank tlrat
thev rvill not be allowed to make use of deposits by rvalr of
Mudaraba if 50% of such funds is not devoted to interest-
free loans.rs

But the applications for such loans will be nurnerous,
each applicant trying to obtain interest-free loan foras long
a period as possible. It is again a difficult situation for the
banks. The Central Bank mav come to their help and
declare that priority be given to,those rvho are first in point
of time. This will not serve the purpose as applications may
have been received at the some time by post or other means
rendering it difficult to declare that a particular set of
applicants are given preference. If it is so declared there
will be a great protest against it and also injustice to those
who have genuine and pressing needs. There can be no hard
and fast rules in this connection as the needs differ from
person to person and place to place. Besides, horv can the
inclination ofthe banks torvards their Mudaribsbe checked?
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From among the applicants they will advance such loans to
those who are rvorking as their Mudaribs and the rest to go

disappointed.

There are a number ofother questions too: will the loans

be supported by securities for Mudarib being an agent can

not be expected to offer any securitr' ? Even if he offers any

security it will be of no availto the banker, for according to

the rules of Mudaraba, loss will alrvays be attributed to the

principal, i. e. the banker and as such he can not fall back

upon the security to recover the loss. Supposing that such

securities are of some use to the banker, what will be the

nature of these securities and how will they be charged in
favour of the bankers?

Further, what aboutthe expenses of the staffemployed
to administer interest-free loans? If these are properly

ansrvered, there are other questions rvith regard to consumer

loans and the discounting of bills.

The importance of bills in inland as well as foreign trade

can not be exaggerated. How are these bills to be discounted?

It is often said that the banks, rvhen they pay no interest or
dividends, should not hesitate to cash such bills free of
charge. And, in view of the fact that there will be a great

rush upon the banks if the bills are cashed without any

charge, it is proposed that only such bills should be cashed

for which their drawer, drawee or the person who presents
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them or all ofthem combined, have at least l\3 value ofthe
brll in current deposits ofthe Bank.t6 Butthis proposal does
not appeal to reason because the banks can not be forced to
cash the bills and because such bills are not inland or
domestic bills alone but also foreign bills which can not be
brought under this rule. If A, of iondon draws a time bill
upon F, Bank of France, to be paid to B, of France and B,
after having the acceptance of the drawee Bank, proceeds
on a business tour to an Islamic country and presents the
bill to C, Bank (of course an Islamic Bank) rvhich is a
correspondent ofthe drawee Bank, Then how can B, be
expected to have l\3 value ofthe bill in the current deposits
of C, Bank and for rvhat ?

Mudaraba, is therefore, impracticable and also risky if
the Mudarib turns our to be dishonest and of fraudulent
disposition. The risk is more enhanced if he lands the bank
into other encumbrances, for whatever the relations between
him and the bank, to the outside world he virtuallv embraces
the character ofa partner.

According to Pollock such person may bind his firm by
any of the following acts: r7

l. He may sell any goods or personal chattels of the
' firm:

2. He may purchase on account of the firm any goods
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of a kind necessary for or usually employed in the

business carried on by it:

3. He may receive payment of debts due to the firm,
give receipts and releases for them:

4. He may engage servants for the partnership

business, ifthis is in trade, that is, ifthe business is

one rvhich depends on the buyrng and selling of
goods:

(a) He ma.v.- make, accept and issue bills and other

negotiable instruments in the name ofthe firm
(a member of a non-trading partnership may

bind the firm by negotiable instruments, but
only in those cases where it is shown to be

within the usual course to issue negotiable

instruments, the burden of showing this being

on the person attempting to make the firm
liable):

(b) He may borrorv money on the credit of the

firm:

(c) He may, for the purPose, pledge any goods or
personal chttels belonging to the firm.

For these and other reasons mentioned ab ove, Mudarab a

is of limited scope and risky for banking. Banks, even if
they are nationalised, cannot work successfully under

Mudaraba, fror Mudarib being the skilled person must be
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free to act within the authoritv, and as such, nobody, not
even the state, can interfere in his activities. The caprtal as
stated above, must be completely made over to him so that
he may handle it alone. The principal is not allou,ed to
participate with him in work, nor is theMzdarib or agent
authorised to invest anything ofhis own so as to becorne the
principal himself. Mudarib, as explained above, cannot be
expected to fumish securitv for the capital made orrer to
him. Even if he is made to fumish such security, it udll be
of no use to *re principal, for according to the rules of
Mudariba,the entire loss is attributed to the principal and he
can not fall back upon the security to recover it.

Such being the case, is it possible for the Islamic Bank to
rely upon such an agent or exercise control over the prcject
for which loan is advanced when such control itselfamounts
to interference in the agent's activities with the result that the
contract of Mudaraba becomes vitiated. Supposing that
such control is possible will it be profitable to engage a fleet
of experts and engineers to supervise the work which is not
confined to a few big industries but extends over a large
number ofvarious small business concerns ? L,et us, therefore
study the law of Islam relating to loan transactions ancl find
out if there is nay other way of solving our problem.
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CHAPTER 15

ISLAMIC LAW RELATING TO LOAN
TRANSACTIONS

THE TEXT

Here is the text of the Qur'an u,hich deals rvith
transactions involving future obligations :

'O ye rvho believe ! when ye deal one with another, in
lending for a term named, reduce it to writing. Let a scribe
rvrite down faithfully as between the parties: lef not the
scribe refuse to write: as God has taught him, so let him
write. Let him who incurs the liability dictate, but let him
fear his Lord God, and not diminish aught of what he owes.
If the par[y liable is mentally deficient, or weak, or unable
himselfto dictate, let his guardian dictate faithfully, and get
two witnesses, out of your own men and if there are not two
men, then a men and rwo woman, such as ye choose, for
witnesses should not refuse when they are called on (for
evidence). Disdain not to reduce to u,riting (your contract)
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for a future period, rvhether it be small or big: it is juster in
the sight of God, more suitable as evidence, and more
convenient to prevent doubts among vourselves, but if it be

transaction which ye carry out on the spot among vourselves,
there is no blame on you if ve reduce it not to writing. But
take witnesses whenever ye make a commercial contract:
and let neither scribe nor witness suffer harm. Ifye do (such

harm), it rvould be wickedness in you. So fearGod; fcrr it is
God that teaches you. And God is rvell acquainted wrth all
things.'r

The first part ofthe text deals with transactions involving
future pavment, and the second part with transactions in
which payment and delivery are made on the spot. As to the
transactions of the first part written document is
recommended while the transactions performed on the spot
require no evidence in writing except oral witnesses and
even these oral withnesses are dispensed with if the parties
trust each other: Let the trustee (faithfully) discharge his
trust, and let him fear his lord.

It has to be admitted that commercial morality ir; here
taught on the highest plane and yet in the most practical
manner. All such transactions are to be carried out as in ttre
presence of God. The above verses while providing
safeguards again* disputes that may arise inthe absence of
document and witnesses, allow loan transactions for a
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fixed time. Transactions involving advance payment such as

salam' (rvhere the price is paid in advance for a determinate

thing to be supplied in future) and even bai (sale of a

determinate thing for the price to be paid in future) are

covered by these verses.

It is rvellsaid by lbn Abbas, the cousin ofthe Prophet and

his Companion that whlle riba (interest or usury) is

prohibited, salam which is, in fact, a loan for fixed period,

is allowed.2 He narrates thatthe inhabitans of Madina were

dealing in dates on the basis of sala/or loan for fixed trme

and the Prophet, on his amval at Madina, allowed such

dealings provided the measure or rveight of dates rvas

knorvn and the time for the performance of contract w:rs

fixed.3

The word sala/iterally means a loan which draws forth
no profit for the creditor.a [n its wide sense it [ncludes loan

for specified period i.e. short, intermediate and long-terms

loans. But if it is imrnediately to be paid it is callel qarfr
or loan payable on demand. This is in fact a particular kind

of salaf.

The literal meaning of qard is 'to cut'. It is so called

because the property is really cut off when it is given to

the borrower.6 loan advancing by' way of qard rs

according to the saying of the Prophet, more pleasing to
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God than alms - giving?? Its legalitv is proved. beyond
doubt, by the ijma or the consensus ofjurists.s

It is narrated b1'Abu Rafi that the Prophet borrorved a
young camel and,rvhen other camels were presented to
him. asked Abu Rafi to give au,av its similar or substitute
to the person rvho had lent him the camel. Abu Rafi told
the Prophet that he could not find among the presented
camels a young of ofthe t-vpe of the borrorved camel as thel,
were ofthe superior qualitl'. The Prophet asked Abu Rafi
to give awav a supenor one in return for the borrovsed
camel, for the best (among people) are those rvho repay
(the debt) in the best possible manner.e

From the above it it is proved that the loan, accordring
to islamic larv, may consist of every thing that is valuatrle.
Lending and borrorving are, indeed, unavoidable in this
worldly life, and therefore, permissible in Islam. Had it not
been permissible the Prophet rvould never have set an
example of a borrower. But it has to be borne in mind that
the loan rvhereby by something in excess is exacted becomes
unlawful as it amounts to riba.to

The Prophet says that after a loan has been advanced the
creditor must refrain from accepting even a present fr<rm
the borrower unless exchange of such present was in
practice between the borrorver and and the lender before the
advancement of loan. Repayment of debt, in supernor
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qualirv-, may be allorved provided there be no stipulation to
this effect at the time of the contract.tr Hence jurists see flo
harm if it is agreed between the parties that the debt will be
paid offthrough cheques and draft or that it will be paid in
some otJrer country if it is in the interest of both the parties.
Ibn Zubair, for instance, used to accept sums of money from
the inhab:tants of Makkah to be paid in lraq through draft
drarur upon his brother Musab rvho lived in Iraq. To this lbn
Abbas and Ali, the Compainions and cousins ofthe Prophet,
did not take any objection.r2

For further elucidation, we quote from the Maliki school
according to rvhich qard is a loan of something valuable
granted only as a favour and not by way of ariyya (aid) or
hiba (gift) but to recover it in the form in which it was
granted. The word 'valuable' is purposely used to exclude
from the definition of qard,that which is not valuable, and
the word 'favour' to show that the profit is for the borrorver
alone and not for the lender.r3 Under this definition , qard
may consist ofevery thingthat is valuable, be it merchandise,
animal or srmilars of weight and measure but accordrng to
the Hanafi school it should consist of similars ofweight and
measure.ra This is not reasonable as the Prophet himselfhad
borrowed an animal. The shafii school describes qard as

hasan or beautiful.ts Which is referred to in the Qur'an:
'Who is he that will loan to God a beautiful loan, qardan
hasan, which God will double into his credrt and multiply
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many times ? it is God that giveth (you) rvant or plent-v and

to him shall be your retum'.t6 According to the Hanbali

school it is virtually a transfer of orvnership in properfi' so

as to recover its similar or substitute.r?

ln view of all these definitions and the paractice of the

Prophet it may be said that qard is a kind of loan advanced

for the benefit ofthe borrower. It may consist of every thing

that is valuable and its similar or substitute becomes

payable immediately or on demand. It should not fetch an-v

excess to the lender because is amounts to riba which is

strictly forbidden.

To sum up, loan under Islamic law, may be classified

nto salafand qard,theformer being for a fixed time and ttre

latter on demand. And every loan that draws forth or
stipulates profit is unlawful. Let us therefore find out why
it is unlaufirl. For this purpose we shall have to investigate

the meaning of riba.
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CHAPTER 16

MEANING OF RIBA

THE WORO RIBA

The rvord ri Da literally means. increase, or excess is used
in this sense rn the eur,anic verses: .And 

thou (Mohammad)
seest the earth barren, but when rve send down rvater
thereon, it doth thrill and swell (rabat) and put forth even,
livelv kind of (grorth),!r Because of a nation b"i[;;.;
numerou s (a r b a) than other nation ; . 

2 But in the termiiologv
of the Jahiliyya (pre Islamic period) it is an excess chargea
over the pnncipal to grant extensions for the payrnent-of
debt. It is tlerefore, called riba nasiaor excess charged for
delayed palments. This is .strictly prohibited in Islam as it
is considered unj ustifi ed enrichment aild monetary advantage
rvithout a countervalue.3Islam permits trade and forbils
riba.a

As an excess over the principal is riba, it covers usury
and interest both. Therefore, it can not be contended that
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riba appliesto usury or lending of monev at an exorbitant

rate rvirich is cruel,rvhile interest at a lorv rate is allorved ' nor

canthere be an1'distinction betrl'een the interest for produ<;tive

purposes and the interest for non productive purposes

KINDS OF RIBA

There are trt'o kind of riba .- (l) nasia and (2) -fadal 's the

vord nasiameans, delav granted to the debtor'6 it is used in

this sense because the creditor, so to sa)', overlooks the clelav

in parment of the debt in consideration of something in

.*".rs over the principal. The rvord fadal signifre:; the

excess charged rn the exchange or sale of thingis of

homogenious nature or similars of the same species'

Considered from the legal point of vierv there is a

marked difference betrveen the nvo While nasia relates to

the excess charged in loan transactions, fadal relates to

excess charged in sale transactions ' Wtu le nasia is forb idden

b1' the clcaitext of the Qur'an , fadal is prohibited b1' the

sunna or Traditions of the Prophet lf rve probe deep' it

becomes evident thatnasia was in vogue intheJah'iliyya

and is forbidden in Islam because of its evil and cruel

nature. Whereas fadal is prohibited by the Prophet as a

precautionary and preventive measure lest it should l':ad to

iorio,and what is prohibited as a preventive measure is

not unlawfirl in itself "
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On this account ibn Qalfim distinguishes riba nasio

ftom riba fadal According to him the former is Jali ot

express and the latter Khafi or implied'8 In.support of his

statement he relies on a saf ing of ofthe Prophet as narrated

Lrj iUn eUUus according to *'hich ri b a is in na s i ae i' e' excess

;G; f;; Jehl'ed p-alment rvhich rvas. prevalent in the

iriit,yy, This is furthe' strengthened b-v the verdict of

lmam Ahmed u'ho upon being asked as to riba said that it

consists in an excess overthe principal chargedto grant an

extension for the pa\ment of debt l0

For example- an amount is advanced as a loan for a fixed

time . then th! creditor continues adding to it for each dela-v

in f"i-*, ofdebt to such an extent' thatthe rvhole property

of the debtor is consumed by a small amount of loan' And

on", i,.o happened that the debtor himself' being afraid of

ii" .-"t tr"uiment for the delay in paynent ofthe debt' rvent

on extending time, on a promiie to the creditor of something

more torvards interesi rvhich ultimatell, resulted in his

lor"pf"t" ruin. This is, indeed destructive to socielv and'

ii"r"fo.., forbidden'rr The selfish grasping greed of usury

urui* tt ot. in need or distress is condemned by the Qur'an

in the strongest possible terms and chariqv encouraged'

'Those rvho (in chariS') spend of their goods b'v- night

and bv dar' , in secret andin public' have their rervard rvith

their iord. On them shall be no fear' nor shall thev grieve'
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Those who devour usury will not stand except as stands one
whom the Evil One by his touch hath driven to madness.
That is because they say: ,Trade 

is like usury., but God hath
permitted trade and forbidden usury. Those who after
receiving direction fromtheirlord desist, shall be pardoned
for the past, their case is for God (to judge); but those rvho
.:ry:ut (the offence) are companions of the fire: thev rvill
abide therein (for ever).

. 'God will deprive- usury of all blessing , but will give
increase for deeds of chariry*; for He tovJtr not crearures
ungrateful and wicked.

'Those rvho believe, and do deeds ofrighteousness and
establish regular prayers and regular chl.ity, will have
their rervard rvith their Lord: on tliem shall be no fear., nor
shall ther, grieve.

'O ve rvho believe ! fear God and give up what remains
of vour demand for usurv, if ye are1nd""d b.lirr"r..

'If ye do it not, take notice of war from God and His
Apostle: but if ye turn back, ye shall have your capital
sums..Deal not unjustlv and ye shall not bs dealt ivith
unjustly;

'If the debtor is in a difficulty, grant him time till rit is

lasl,fol him to repay, but if ye remrt it by way of charitv
that is best for you if ye only knew:
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'And fear the Day rvhen ye shall be brought back to God'

Then shall even'soul be paid rvhat it earned and none shall

be dealt rvith unjustly.'2

The sharp contrast betrveen chanty and usury has been

depicted in a most touching manner and in the last four

u.ir", creditors have been asked to give up their claims

based upon tlre past usury. lnstead as exacting excess it has

been ordianed that the creditors should grant the debtors,

if they are in distress, time for the payment of principal and

even rvrite offthe debt b1'rvay ofcharity if it is necessary'

What is intended b1'these verse s is to wipe out the evils

of theJahiliy.va pertaining to the system of riba nosia''Ilte

Prophet has. therefore. expressed his curse upon not only

the parties to such transaction but also upon the scribe on

the document and rvitnesses thereof.r3

Ibn Qa11{m drarvs a sharp line of distinction betrveen

rvhat is forbidden purposely and that which is prohibited

by rvay of preventive measures in order to prove that riba

fadal is preventive measure he quotes the saying of the

Prophet as narated bv Abu Saeed al- Khudri; 'Do not sell

one dirham (coin) for two because I fear rima (riba'S on

vour part,ra the rvords 'I fear' are clear proof ofthe fact that

the Prophet prohibited this sort of sale because feared that

it might lead to riba nasia.
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This is the chief cause whv excess in the exchange or sale
of similars of the same species has been prohibited. The
prohibition relates to gold, silver, u,heat, birlev, dates and
salt. Gold, for instance, cannot be exchanged foi gold urrless
there be equality in quanrity and immediaie deriven. If thev
differ in species such as wheat for barley then equalit,, in
quantitf is not insisted upon but there must be immecliate
delivery of the both.

Juri sts agree on thi s point that r i b a or excess is p rohibited
in the exchange of aforesaid six commodities and differ asto application of riba rules - equaliry- in quantit-v and
immediate delivery - to other than these six. Some of tn.
jurists are ofthe opinion that the prohibition is confined to
the above six commodities onry. while others maintain that
is applies to all other commodities rvhich are deemed to
possess the same characteristics. Those rvho agree on the
extension of prohibition to other than six commodities
differ in point of effective cause or 'ila' of such prohibitron.
In Shafii and Hanbali law riba rures areapplied tothe barter
of all foodstuffs, in Malki law only foodstuffs which can be
stored orpreserved. While in Hanafi lawthey are extended
to all fungible commodities normally sold by weight :rnd
measure.ls
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Ibn Qa11,im assert that riba fadal being prohibited b-""

wav of preventive measures i. e. sadd-al-dharai becomes
permissible to meet the needs of community-. Al-Arayat6
(sale of fresh and ripe dates for drv dates) for instance rvas

declared b-v- the Prophet as lawful in vierv of the desire of
the people for fresh dates though such sale is the exchange

of similars ofthe same species. This isthe mostoutstanding
example rvhere riba fadal was made permissible.

Ibn Qag'im has cited other cases to substantiate his

statement, for example, a person rvho asks a rvoman in
marriage can have a look at her though he is, otlcrwise,
forbidden to do so. Similarly there is no blame on ladies

if they appear before there physicians or witnesses, tle
formality of a screen in such cases is dispensed with to
provide for the needs of society.rT

This sort of permissibility, he says, is required for the

ends ofjusice because the needs of society can not be

satisfied without it or else one has to resort to legal fictions.
There are jurists who, in order to avoid the the rigour of
law, invent their on way of seeking permissibility by

of legal fiction. A person, for example, sells to
another an article worth nventy drahim), plural of dirhang
a (coin) for forty and adds to this some another sixty,
making in all a hundred drahim for the borrower, though be
received only eighty, Ibn Qayyim denounces this way of
dealings.
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To him what is forbidden by way ofpreventive mea;ure
becomes permissible in view of the public needs, but that
rvhich is positively prohibited can not become permissible
unless there is necessitv for it. And according to the expert
in banking, Islamic Banks may be formed and run on this
principal as explained later under chapter.re
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CHAPTER 17

ISLAMIC BANK ,

There is no statutory definition of a bank connpletell.
general. It may be a financial institution operated bl an
individual as a sole.proprietor, or it may be a pa(nership or
a corporation" or other t\pe of association.'

According to Islamic larv partnership are of various
kind but the one best suited to the purpbses of banking is
shirkat-ul- inan or partnership rvherebv trvo or riore
persons join in business, each ofthem being an agent of
and for theother. The capital is not necessarily to be shared
equally and the profit to be distributed according to rhe
terms agreed upon between them. under the principal of
what is not forbidden is permissible.2 An Islamrc bank mav
be a company, an association or a concern owned bv an
individual.
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Partnership then, must be distinguished from a company'.

The main practical difference between a company and a

partnership is this that the formation and existence of a
pa.tnerst ip depends upon the mutual trust in and persOhl

relationship of, the members to each other, whereas the

formation and existence of a company does not depend to

any extent on this, further, rvhilst in partrrership every

member is entitled to take part in the management of a
business unless he bargains arvay his right, in a companv the

management is left to specified ofhcers.3

FUNCTIONS

The functions of a modern bank are many, some of them

are enumerated under chapter I . We have to see that the chief

function of a modern commercial bank are performed by

Islamic banks. The chief function of a banker may be

described as receiving money from his customers, and to

collect instruments representing money on behalf of his

customers on the understanding that he will refund all

moneys received or collected, either on demand or at some

definite date agreed upon between him and his cuqtomers'

Islamic bank have no difficulty in performing this firnction'

But there are other impor{.ant functions too. A banker is also

(a) a lender of moneY

(b) a discounter of bills and promissory notes.
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(c) an issue of draft, letter, of credit and traveller's
cheques, an acceptor on behalf of his customgrs

of bills drawn on the authority of letter s of credit.a
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CHAPTER 18

LOAN AND SECURITIES

LENDING

Horv is an Islamic bank to perform its function of a
lender on profitable lines ? Loans as we have seen in chapter
l5 are of trvo kinds, salaf i. e. loan for a fixed time rvhich
mav include short. immediate and long-terms loans, and
qard i. e. loan recoverable immediately or on demand.
Islamic bank ma.v make all sorts of advances as described
in chapter 4. It mal.accept time and demand deposits from
the public rvhich are, in fact, loan to the bank.

Bankers borrorvto lend againand everylender musthave
a lively regard to the chances ofrepal,rnent since no lender
from the earliest times has been content to relay upon mere
word of borrower to pay, but has demanded some tangible
securit-v to rvhich he could have recourse in the event of
failure by,'the borrorver to fulfil his obligation. Islam is not
a repellant to this idea and has laid dorvn some broad
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principales in this regard. We come across in the Qur'an: If
ve are on ajourney, and cannot find a scribe, rahn maqbuda

or a pledge rvith possession (may serve the purpose).r

PLEDGE

The rvord rahn stands for a pledge or security. [n its real

sense rahn means'to last"or to continue'2 and according to
jurists it signifies'pledge.' Every soul is in pledge or ra,hina

for its deeds'3 is the Qur'anic verse and the soul ofa believer
is marhuna or pledged for the debt until it is paid ofi is the
saying of the Prophet.a According to Islamic law pledge

is a securitv for the satisfaction of debt if the debtor f:liled
to repa], it'5 and rvhatever validly forms the subject of'sale
may be given as a security. It is narrated by Aysha, the wife
of the Prophet, that the Prophet purchased for'his f,amily,

food from a jerv, againstthe pledge of his breast plate.6 And
this is the convincing proofofthe fact that: (l) a pledge is
permissible of such property as is valuable, (2) it makes no

difference that a person is on journey or at home (3) the

transaction of this nature can take place even betwe,en a

Muslim and non - Muslim.

NATURE OF PLEDGE

According to Abu Hanifa pledge implies an encumbrance

or charge (on property so pledged) to the extent of loan.7 If
a cloth for instance, of the value of l0 drahim, (plural of
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dirham. a coin) is pledged for l0 drahim, the pledgee rvill

have no claim against the pledgcr in case it is lost u'hile in

possession of the p ledgee. B ut he rvil I look to the pledger for

the payment of the remaining part of the debt say, 5 drahim

if the cloth rvere of the value of of 5 drahim and shall pa,v-

to the pledger or hold in trust for him the excess if the cloth

rvere of the value that exceeds the amount of loan'

According to Shafii, securi[ is but a trust8 in the hands

the pledgee and as such whole of the debt remains pa.vable

b1, the pledger if the securitv be lost rvhile in possession of
the pledgee. He relies upon a saying of the Prophet that

pledge can not be foreclosed, it is from the pledger and for

him is its ghunm'or accession and upon him is its ghurm or

loss.e It is further contended by Shafii that possession onll'

of the security passes to the pledgee while its ownership

remain rvith the pledger who may redeem it. Pledger as the

owner is entitled to its accession and liable for its loss'

Pledgee being a trustee can not be held responsible for the

loss ofsecurity and therefore, can recover, from the pledger

what has been lent to him. Consequently it becomes

immaterial rvhether or not the security exceeds the amount

ofdebt.

The argument of Abu Hanifa is based upon the saving

of the Prophet as narrated by Anas, that the'pledge is to

cover rvhat it ii for'r0 that is to cover the debt and therefore

l4l



BANKING AND ISLAMIC LAW

securit\, remains bound to the extent of debt as specified
above. Further the u,ords ofthe prophet .pledge 

can not be
fore closed' do not convev that securih, is a trust in the hand
of the pledgee. The Prophet intended bv these u,ords that
the pledge should remain redeemable and not to be
appropriated wrongfully as was the practice in those da.r,s.
The rvords ghunm and ghurm are not the rvord of the
Prophet but are added b1'the narrator Ibn - al- Musaib.il
Assuming that they are the words of the prophet, thev
cannot be interpreted in the manner Shafii has interpretei
themr2 becausethe rvordg hurm hasbeen used in the eur,an
in the sense of debt or that which is payable .verilv 

the
torment thereofis a debt payable (gharama),13 Alms are for
the poor and need.v, and those emploved to administer the
(funds): for those rvhose hearts have been (recently)
reconciled (to truth): for those in bonrtage and in debt
(ghanmin).'ra So the word gharm does not mean loss to be
sustained by the pledger but simplv refers to the dr:bt
pal,able bv him .

We have tried to explain the view point of the great
jurists in order to clarifu the nature of pledge under Islantic
lau,. The pledge or security is in fact for the satisfaction of
debt and hence the security is encumbered to the extent of
the debt. The vierv of Abu Hanifa seems to be correct as it
corroborates the view held by the Compainions of the
Prophet and their successors or tabain.ts
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When the duration of pledge expires, and the debt

becomes pavable- the pledgee can apply to the court to have

the pledge sold and the debt satisfied out of the sale

proceeds.16 To avoid this trouble and expenses the banker
mav have an irrevocable power of attorney to sell it on

behalfofthe pledger.

WHO IS TO DERIVE BENEFIT FROM A PLEDGE

There is great controversy as to who should deilve
benefit from a pledge or security. According to the Maliki
school pledger is entitled to benefit by the pledge and its

accession. But it is also possible for the pledgee to have

such benefit provided (a) that the loan for which securitl'
is given is not of the nature of qardbut has resulted from
a sale transaction (e, g a person sells a piece of land or
something else to another for a price to be paid rvithin a
fixed time and receives from the purchaser something as

securit-v for the price which is considered, hlre, as a loan)

(b) that the benefit is stipulated, at the time of contract, for
the pledgee (c) thatthe period of such benefit is specified.'?

According to the Shafii school it is the right of the

pledger to derive benefits from the security as he is the

owner of it. The security would no doubt, remain in the

possession of the pledgee except for the period when it is
made use of by the pledger. It is laufirl for the pledger to

benefit bv his property without the permission of the
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pledgee, particularly so when such property is not reduced
in value orving to its use. But if it is depreciated b-v.' is use
is becomes unlawf.rl for the pledger to use it rvithout the
permission of the pledgee.t8

According to the Hanafi school it is by no means
permissible for the pledger to benefit from securitv except
with the permission of of the pledgee. The pledger is not
authorised to give such property tn ariyya (aid) or ijara
(lease),te nor can he use it for himself. But there is a
difference ofopinion as to the use ofstrchproperty bythe
pledgee. Some ofthe Hanafi jurists hold that it is not at all
permissible for the pledgee to benefit pledge even with the
permission of the pledger, for it amounts to riba but he
majorit-v of them maintain that the benefit mav be dr:rived
by the pledgee with the permission of the pledger provided
it is not so stipulated at the time of contract.

According to the Hanbali school security; ifconsisted of
an object rvhich needs maintenance such as animal the
pledgee can benefit by it for what he spends towards its
maintenance. The permission of the pledger is not needed
in this case. But ifthe security consists of an object which
does not require maintenance, then the permission of the
pledger is needed tb derive benefit by it. In case the ser:urity
is for the satisfaction ofa loan ofthe type of qard no such
permission will give the right of deriving benefit becarrse in
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that case it amounts to riba. Likewise it is not laufirl for

the ple-dger to make use of security without the permission

of of the pledgee, but ifthe parties do not agree to the use

of securit-v it will remain without yrelding income and

also deteriorate and rvaste away- Whereas such rvaste is

forbidden b-v the ProPhet.2o

On an arnlysis of the above arguments we come to the

conclusion that the difference of opinion is due to the fact

that some of the jurists attach more importance to the

possession of the pledgee while other lal' greater stress

upon the ownership of the pledger. It is said that permission

is necessary to derive benefit, while in certain cases it is not,

and again no permission is of any avail when the security

is forloan of tlre nature of qard.It is in short a medley and

a jumble of conflicting views.

In trying to solve this problem we come across a saf ing

of the Piophet narrated by Abu Huraira, that the pledge (if
animal) can be used for riding and its milk consumed in

retum for what is spent (on it) and its maintenance is on him

who rides it and consumes its milk;'t This naturally refers

to the pledgee as he is in possession of the pledge' This is

furthei supported by the saying of the Prophet as narrated

by Hashim acccrding to to which the fodder of the pledged

animal is upon the pledgee arrd he can, in return, ride it and

consume its milk for rvho derives such benefits is liable to
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bearthe expenses for feeding the animal.22 Here its bec(lmes
clear that pledgee is the rightful man to benefit by the
securih as it is in his possession and he has to maintain it.
No permission. rvhatever, of the pledger is required in this
regard.

The benefit is in return for the expenditure on
maintenance. Some of the jurists say that the benefit
should be in proportion to the expenditure othenvise it will
amount to riba.23 This argument is not tenable because it
is not proved that Qur'anic verses forbidding riba ,were
revealed afterthe above saying ofthe prophet so as to apply
to this case. Assuming that they were revealed aftei'ii,
equalit_v in quantit_v according to the riba rules, has to be
observed in the exchange of similars of the same species
and not in this case.

- On this analogy, tlre islamic bank as a pledgee nnay
derive benefit b-v a security in return for its service in
maurtenance ofit. A house, for instance, requires maintenance
and the bank can benefit by it on the above principatr or
charged the pledger for its services or even take it on le.ase
and give it to someone for something more.

LIEN

Apart from pledge, the Islamic bank has the right of lien
i. e. right to retain the propeqv belonging to another until

146



BANKING AND ISL"AMC I.AW

adebt duefromthe latteris paid. This iscalloda possessory

lien, which may be permissible under Islamic larv on the

analogy of seller rvho has been invested r.r'ith a right to
retain the propert-v sold by him, in his possession until its
price is paid to him.

MORTGAGE

Mortgage has no place rn Islamic law as interest only in
the properw is trar:sferred to the Mortgagee and not

pessession. Now we turnto discounting which is one ofthe
chief functions of the commercial banks.
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THE DEFINITION

The word discount literally means an abatement or

deduction from tlie arnount or from the gross reckoning of

anythrng. In its commercial sense it is a deduction made for

puy."* before it is due, or for prompt payment, of a bill

or'account: any deduction or abatement from the normal

value or price.r It is aptly descri$ed as the purchase and sale

bf commercial paper.2 When a bar*er discounts a bill

which stands for monetary value,he buys it outright for a

sum less than its face value and, in other words, he

purchases it at its present worth. Discoull is, in fact' the

diff"r.n"r between the face value of the bill and its present

worth or value. ln this transaction face value of the bill is

exchanged for its present value' It is, thus, a sale of two

*on!t fu values. Discounttransactions are, therefore' sale

transactions

CHAPTER 19

DISCOUNTING
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One rvho presents the bill to be cashed by,.the banker has
to accept something less than its face value and the excess
earned by the banker is, no doubt, riba,butit is the riba in
connection with a sale transaction and. therefore , riba"fadal
wtrich according to lbn eal,yim becomes permissible in
view of the public needs as.speeifiedrin Chapter. 16

Relying on the finding of Ibn ea.v-v-im, the experts in
banking issert tlr:tt discounting being a sale transaction
cannot tall under the definition of riba of the tvpe of nasia
yhi+ is expressly prohibited by the tt a of+h, eirr,an:
Further, they refer to the case oioroyo (sale of fresh cl6es
_for drv dateg wirich was declared [ni;i=;y the prd-het
himself in 

-vrew 
of the desire of the people for fresh clates

though such sale is the exchange'ofthe ,irr,it-, ofthe *arnu
species prohibited by him as a preventive measure. 

'

- 
Onthis analogy, they argue that the exchangeofmonetary

values as represented by gold and silver, must be allowd,
for what holds good in the case of dates must also b" il;,
ol 

1l.ru 
same grbund, (i. e. needs of the people) in case oirffilTr of the same species such as gold and silver wfrich

stand fornionetaryvalues. Inthis waytf,yholdas permissible
the exchangeofthe face valueoftri Uitt forits current value
and say that the credit may b,e supplied byislarnic banla
through the medium of discountinj tfr" Uif f, umich are nrirre.
other than monetary values. Furttrer, they refer to the wond
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nasiahichmeans 'delav granted to the debtor'and point out
thatillat al Hukz'or the,reason rvhv riba was forbidden. lies
in nasia as the delav rvas granted to the debtor' in return tbr
some in or ease in the amount loaned out to him: and as

remarked bv lbn Qan'im(Ilam,Vol. 2. P.266) itafforded an

opportunitv to the creditor to go on increasing his amounttill
a sum of one hundrcd s.as increased to thousands s'ith the
result that the debtor u'as completelr' ruined. This. ther,sar'.
docs nothappen in discounting Non rve havetoexplain rvhat
the bills of exchange are for thel' plal,an important part in
discounting.

BILLS OF EXCHANGE

The bills of exchange are negotiable instruments
Negotiabilitv is that character of negotiable instrument's
u'hich allorvs them to pass, usualll' bl mere delivery'. frec
from the equities: free from anr, defect aris ing from fraud or
lack of titlc rvhich rrould vitiate thc transfer of anv other
kind of propeq', so as to pass the ounership to the
instruments.'r And a person taking such instrument in a
good faith and for value and rvithout notice ofdefcct of title,
gets an indefeatible title against all the world.o A bills cf
exchange is, lhcrefore, a property ofhighest order.

Credit ma1'be supplied to corrrmerce and industry through
the medium of discounting these bills. Propeqv of every
sort, provided it is not prohibited under Islamic larv, mav be
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pledged and the accompanf ing bills discounted in order to

secure the credrt of the bank. Suppose d is in need of the

bank credit. He rvill pledge his propertl'' rvith the bank and

the bank rvould ask him to submit a promissary note rvith a

memorandum- setting out the purpose of the deposit i. e,

securitr'. The bank rvill then discount the bill or promissory

not and, therebl', create a demand deposit in his favour, for
something less then the face value of the bill.

This is generalll'the procedure for issuing credit against

all sorts of securities rvhether movable or immovable. So

far as movable propertv is concerned it mat' be divided into

two t\pes. denoting rvhether the propeQ' is in actual

por."riron, such as a book, or u'hether it is propertl' not

possessed physicall.v but in the form of right or an interest

in something of value. The formcr tlpe.of properlr is

described as a'chose in possession' (a chose being a French

rvord meaning a thing) and includes all movable pfopr:Q'

that is in amaterial form If, however, the propertv does not

exist in material shape but is a right - valuable right that

can be enforced in a court of larv - then it is a'chose in

action'.

CHOSES IN ACTION AS PROPERW IN

POSSESSION

If one has a ton of orange in one's warehouse he has

chose in possession, but ifthe orange rvere in course of
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shipment. unloaded on a dock or in a shipping company's
rvarehouse and a documents is held shorving the right to
claimthe oranges (e. g, bill oflading, dock uarrant- etc.) that
right evidenced b-"" the document would be a chose in action.
Further examples of a chose in action are debts. shares in a
companies, Insurance polices, etc.

In nearlv every case there will be some document or
evidence in rvriting to prove the right and the document itself
as representative of the right or claim, has come to be

refereed to as the chose in action. The commonest forms of
choses in action in commercial use could be grouped under
the beading 'Document of Title' since the,v.- operate as

evidence of the right of some person to monet' or goods not
in that person's actual physical possession.

The document of title is the main proof of orurership
and, as it is the means or instrument of obtaining or
establishing ownership, it is called as instrument. Each

instrument refer to a certain property i. e, chose in action.
According to Salmond' a chose in action is a proprietarv
right in personam and all proprietary rights (including such

objects of right as are identified with the rights themselves)

are treated as chose in possession.6 ln its origin a chose in
possession was anything or right which was accompanied

by the pbssession; while a chose in action was anlthing or
right of which the claimant had no possession but which he
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must obtain. if need be, b1' rvay of action at larv. The

importance attachedto possession is lost sight of. Originalll'
shares and annuities nould probablv have been classed as

things in possession but they are no\\' things in action.'

A chose in action is, thus. a chose in possession and the

document representing it has come to mean a thing, and

propeg' in itself. Such documents.if offered as securities

mav be acceptable to Islamic banks. A pledge of the

document of title to goods shall be deemed to be a pledge

ofthe goods (Sect. 3 of the Factors Act 1889). The exanrple

of such documents may be a share certificate r,"hich

represents the share, a bill of lading rvhich represents the
goods and such others. These document are readill'
marketable and easily transferable as the g;oods

themselves.

Norv it remains to be seen rvhether an Islamic bank is

allorved to deal in interest-bearing securities. The inl.erest

or profit rvhich the securities bear is either pre detemri'; -rd

or post- determined. If it is predetermined the securiqr ill
not be acceptable, for it is unjustified enrichment. Islar:ic
law does not tolerate any profit which is stipulated at thi
time of contract because apart from being a moneta4r

advantage without a counter value, it is risky in that the
profit may not, at all, be realized or,'even if realized, it may
be less than the stipulated amount. Besides; capital alone'is
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not the producing factor as there are othen factors too, for
example, land and labour and particularll' the labourrvhich
contributes tothe production ofrvealth. Capital itself has no

producing po\\'er unless it is combined u'ith other factors.

Therefore the share of capital can not be fixed before hand

and, indeed, it rvould be unfair to do so. And as such Islam

is against pre- determination of profit unless it is actually
realized. Instead of fixing apercentage at the very outset, it
ma1'be fixed out of the profit to be earned and this rvould

be in consonance rvith the spirit of Islamic larv rvhich is

permeated b1,' religious and ethical considerations; each

institution transaction or obligation is measured by' the

standards of religious and moral rules such as the prohibition
of interest. the prohibition ofuncertainty, the concern for the

equality ofthe trvo parties, the concern for the just mean or

average (mitht).8

Such being the case securities which bear predetermined
profit can not be acceptable to the Islamic bank but if the

unlar,rfirl element i. e" interested connected r,l'ith them is

discarded, they may be acceptable. The unlaufril element

not being in the nature of securities but onll' attached to

them, ma,v be separated from them in that it is not reckoned

rvith and the banks do not take it into consideration in their

dealings lslamic law allows to deal in things whose

impuritf is separable and is, really, separated e
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LEGAL FICTION

To some it would appear that the argument ofthe expert
in banking is based upon legal fiction but they,refute it and
say that they have tried, in all sinceriry*, to interpret Islamic
larvonthe basis ofarnlogv andto satisS.'the needs ofsocietr,
as it exists norv. And according to them even legal fictions
are not objectionable ifthe intention is to provide facilities
to the community and to relax hardships.'o

They stress again that discounting is a sale transaction
and that there is a marked difference betrveen discounting
and a loan transaction. Whereas in the loan transaction there
is every possibility of its being extended and converted into
conlpound interest to the complete destruction ofthe debtor
as was customary intheJahiliyya, it is not so in discounting
which decides the mater finall1,'. This kind of fihalit_v is the
characteristic feature of,sale transactions and beneficial to
both the parties. Conceding for a moment that discouniing
is a loan transaction even so it may be permissible under
Islamic law when faced with necessity and according t,c the
Article 32 of The Majallah (Onoman Civil Code) the need

ofprivate orpublic nature is treated as necessitv to sanction
certain transactions for which people are in need in their
economic life. Besides there is the arnlogy of araya to
sanction it. This is the sum and substance #their argunrent.

But discounting is 1,et suspected of riba. What mav be
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suggested at this juncture is to reduce the discount to

..*i"" charges of the bankers sothat discounting is cleared

ofthe suspicion. The banker, in this rvav, rvill have no profit

except service charges to compensate him for the expenditure

rvhich he has to incur in supplying credit to the borrorvers'

The loan that drarvs forth or stipulates profit is riba as said

b1,' the Prophet but services charges are not profit and the

I slamic bank ma1'' col lect them from the bolrowers separatell'

or deduct straightarval'from the amount payable to them'

Such realization of sen'ice charges can not be called

deduction fromthe face valuc ofthe bills rvhich is theirfull

value. hence it mal'be lau'fuI for Islamic bank to supplv

credit through discounting the bills against their service

charges. The central Bank shall, after taking into

consideration all the relevent facts, fix a certain percentage

as limit for such charges so that the banks do not overstep

it.

In this case, there being no profit for Islamic banks,

rvhatever the.".' larvfu tly earn, through other lawfirl functions,

shall constitute the profit rvhich they may share and

distribute among the depositors. So far as the distribution

of profit is concerned itmay be noted that Islamic law' as

alreadl' stated, does nottolerate any profit which is stipulated

at the time of contract (i. e, predeJermined profit) because

apart from being riba it is risky' in that it may not at all be

realized or. even realized, it ma1' be less than the stipulated
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amount. Under the circumstances the bank mav invite
capital bv offcnng thc pe rcentagc of the profit to be earned.

[{ere it mav be said that thcre should be no service
charges *hatever. but it rviil bc unfair to thc banks and the'
nrav not bcablctocarn on thcrc busincss. Scn,icechargc,s.
uhile thev givc to the banks their duc, are deterrent ngainst
the violent rush and irrcsponsible demands rvhich the loan
seckers rvi ll make upon thcnr. S uch charges mav be d.i spcnscd
rvith. if the State instead of resorting to nationalization
(disliked bv Islam) particrpates in the management of thc
bank bl,holding acontrolling sharc (i. e, subscribing totheir
sharc capital in the amount of at Ieast 5l%).

Thus it is mav have a'sar,' in their affair and contribute
to their safetl' b1'alleviating the burden of administration
and also bv determining the loanable amount and priorities.
Banks rvhose share capital is fully subscribed rnuu in"."u."
it to the extent required b1, the State. Mudaribn b"ing
unworkable, interest-free loans rvill have to be advancei
against securities and like*'ise bills paid rvithout discount.
The rest of the proccdure rvill be the sarne as specified
above.

The Islamic State needs a Central Bank to control the
credit and currencv and to act as a fiscal agent to the statc.
besides its position of the bankers' bank
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CHAPTER 20

CENTRAL BANK OF THE MUSLIM STATE

BA|r-AL-MAL, THE 'FISCUS', OR 'TREASURY'
OF THE MUSLIM STATE

Bait-al- Mal is often spoken ofas the central bank ofthe

Muslim state but it is entirell'' concerned rvith the public

finance, its collection and expenditure. For further

elucidation, the revenues of the State rvere collected under

the follorving heads: '

l. T-he Sadaqah or Zaknt revenue.

2. T"hefay revenues such asTizia and kharai.

3. The boot-v revenue.

4. Propert-v lost and found.

Zakat isan obligatory tax levied by an lslamic State on

the members of the Muslim communiq' It is leviable not

only upon surplus monel' but also on cattle, articles oftrade

and produce of soll. Jazi a is the poll tax an kha rai is the land
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tax. In almost all these taxes there is a share for the poor
and needl and according to Mau,ardi the expenditure falls
into ts,o main categories.:

(i) Claims in regard to rvhich the liabilitl. of' the
Treasun' is absolute. Such claims are either for
services rendered to the State or for expenditure
uhich is a specific obligation upon the State e.g.
the dutv to maintain the prisoners. The satisfac,tion
of such claims is the first obligation upon the
Treasun'.

(ii) Claims in regard to u'hich the Treasun,,s liabilitv
is dependent upon the existence ofthe necessarv
fund and the satisfaction of all claim in the
previous categon'. Hence the expenditure involved
is for the purpose of the public rvelfare e. g.
construction of roads etc.

The above are the main functions of Bait-al-Mat.This
shorr,s that Bait-al-Mal is nota Central Bank in the modern
sense of the term 3 A Central Bank in its modern sense is
chieflv the machinery ernployed to control credit and to act
as the Bankers'Bank

CENTRAL BANK

Each Muslinr State, therefore, shall have to establish a
Central Bank to act as its fiscal agent andthe custodian of
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treasun' firnds It u'ill controi the credit bv acting on the
svstem of special deposit as introduce by the Bank of
England. (but these deposits will not eani anv interest for
the depositor banks) and altemation in the reserve ratios of
member bnaks Besides note issue and control of currencv
it rvill act as the depositorv ofthe banks and the lender of last
resort. In the capacitv of an Apex Bank for the Banking
svstem. it mar, perform all the functions of modern Central
Bank.

As a fiscal agent and representatire for the Muslim State
it mav be allorved to have interest transactions rvrth non-
Muslim States on the analogv of the Caliph Umar's orders
rvherebv custom duties rvere levied upon the articles of
trade of the non-Muslim neighbounng states in reprisal.{
It is of significance to note that the introduction of custom
duties andtolls orves its origin tothe faathat the neighbounng
countries rvith rvhich the Islamic state had commercial
dealing persisted in lev,ving the duties on the articles oftrade
cf the lr{uslim traders. When Abu Musa Ashari reported the
fact to the Caliph Umar, he ordered that as reciprocal
measure the htirbis (persons belonging to non-Muslim
states) should be charged the same rate that rvas being
collected from the Muslims, i. e. ll%o.s Thus, the interest
earned by the Muslim State, according to Siddiqui, is not
riba but the amount recovered in retaliation.
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This can not be an example for banks other than the

Central Bank which represents the State. All other banks,

if they,earn anv interest on their deposits or other a@unts
with foreign correspondents or banks must have it in reserye

to bc given to the poor and needy to save them from

starvation. The Central Bank shall keep an account of this

amount and, if necessary, hold it as its on reserve for
charitable purposes. Let us dwell arvhile on the form and

features of Muslim rvorld bank.
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CHAPTER 21

MUSLIM WORLD BANK

As the Muslim countries are in a developing state rve
need urgently'a financial institution of the tr,pe ofthe World
Bank. as given under Chaptcr 8, to render monetary aid to
the development oftheir resources. The pattern ofthe above
rvorld bank mar.be adopted rvith such adjustments as suit
our aims and objects.

As a first step in this direction the Muslim World Bank
should takethe from ofan investment institution, represented
by all Muslim countries on its Board of Directors who shall
elect a full time president from among themselves. The
president in his turn shall from an Executive Council
composed of the representatives whose countries subscribe
the largest capital and pay it rn foreign exchange. The capital
of the Bank is, therefore, to be subscribed in proportion to
the direct revenue which a Muslim coultry receives in the
form offoreign exchange. Thus foreign exchange diffrculties
may be solved for the present.
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Br, 'foreign exchanges ' rve think ofa system bv rvhich the

obligations arising out of commerce and other internarional

dealings are discharged. It is in fact a mechanism b1' rvhich

the monev of one countn' is converted. for this purpose, into

the monev of another countn'. Easv convertibility'of rnonel'

and its transferabilitv are, therefore, chief points to be

considered.

To attain this object, rve shall have to take further steps

as our Bank develops. The par vilues of currencies of all the

Muslim countries shall have to be fixed in terms ofgold and

be linked to the Dinar as the standard unit of the L;lamic

monetar),union. This rvill be a sort of Dinar area sim,ilar to
that of Sterling and Dollar areas And free convertibilrty and

free transferabilitl'of money' ma1'be established rvithin this

area to promote trade and industry betrveen the members,

rvith Dinar as their standard monetary units. It ma-"., be

quoted as fixed or fluctuating unit uhichever suits our
purpose in relation to the currencies offoreign countnes. All
other problems may be convenientlr solved b1' rnutual
consultalion as the Directors ofthe Board shall meet together

while confronted rvith emergcncies or at lcast once Er )ear.

As to the method of investnents, priority must be given

to the development of natural source in *'hich a l\{uslim
country is in an advantageous position over others. This will
pave the rvay for economic internationalism rvhich. as
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opposed to economic nationalism (a potent cause of the
World War II), shall contribute largely to the peace and
prosperity of the world.

Here is again a problem of riba (interest or usury). In
view ofthe particular form and features ofthis bank and to
avoid riba itmay be lawful to adopt the system ofinvestment
based on the sharing in ofthe profit and loss according to the
specified terms as provided under shirl<at al-Inan. Unlike
commercial banks which have to deal with a very large
number of borrowers, the investment transactions. here,
will be limited in number and may be convenientlv
participated under the terms of the contract. Parties to the
contract being Islamic States, and such others as are
guaranteed by them, may be trusted and relied upon so far
as the dealings are concemed.

The establishment of such institutions will not only
develop the resources of the Islamic states but also unite
them together in close cooperation and mutual help rvhich
itself negates the idea of riba.

These are our suggestions which may be improveo upou
and modified in the light of experience without, in any way,
violating the fundamentals of Islam.
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