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ABSTRACT

The research involves an analysis of the juristic differences between the scholars of
Malaysia and Middle-East including Bahrain and Kuwait in the realm of Islamic
banking. Disagreements exist in juristic views and rulings particularly between
Malaysia and other governments. Debt financing is the central area where
disagreements exist between the scholars of Malaysia and Middle-East. Broadly
speaking, the Middle-Eastern scholars prohibit debt trading while the Malaysian
scholars in official rulings permit it. The research will also look into the legal and
regulatory aspects of the Islamic financial industry as the principles of the Islamic
banks are alien to the existing legal structure applicable to the financial sector in
general and to the banking sector in particular. The present research is an effort to
look at the two divergent approaches from an Islamic jurisprudential perspective.

It was revealed that usil al-figh has failed to stimulate ijtihad. Ijtihdad is a central term
with regard to law making in Islamic law. Nonetheless, ijtihdd has been held
responsible for making Islamic law un-systematic due to the lack of a standard
application. A renowned modern jurist, Zaki Badaw1 has emphsised on the use of
magqasid oriented approach to ijtihad for the development of Islamic financial system.
The same approach has been suggested by Hashim Kamali, whereby he proposed the
extension of the theory of magdsid to ijtihad. The issue of disagreement is very
significant and has a far reaching impact on the Islamic banking industry worldwide.
It can be said that disagreement is unavoidable, but at the same time, there exist a
reconciliatory mechanism in Islamic law to harmonize different interpretations from
jurisprudential perspective which is the central theme of the present research.
However, the issue of disagreement could be resolved from either juristic or
administrative perspectives or both. Harmonization of the different views amongst the
scholars from the different schools of thought is necessary to enhance the global
development of Islamic banking and finance.

The study is mainly based on library research and is analytical, descriptive and
comparative. The methodology that was used contains different mechanisms of wusul
al-figh such as ijtihdad, istihsan and its other supplementary proofs were applied to the
existing juristic differences. The magasid oriented approach to ijtihad can help to
make the legal theory relevant to the needs of the Muslim world. It is recommended
that any further move in this direction be made under the purview of siyasah
shari‘yyah. Maslahah requires that juristic differences be harmonized for the sake of
promotion and prosperity of the Islamic banking industry.
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CHAPTER ONE

BACKGROUND OF THE STUDY

1.1 INTRODUCTION

Islamic banking is an emerging and important area of the applied Islamic law and
jurisprudence. Most of the provisions in the primary sources of Islamic law are in
terms of general principles with regards to Islamic financial and commercial
transactions such as the prohibition of “riba” and the permission of “trade”. These
general principles often need further interpretation through a dynamic form of legal
reasoning known as “jjtihad”. Original interpretation and i#jtihad is most essential
today for the development of Islamic law generally, and of Islamic commercial law in
particular. Despite the existing weaknesses concerning ijtihad?, if there is a success
story to be associated with the revival of Islamic jurisprudence in modern times, that
story will certainly include Islamic finance. From little more than a concept during the
first decade of its emergence, modern Islamic finance grew rapidly to take the form of
Islamic banking and investment houses in 1980s and 1990s.2

Zaki Badawi® emphasized the importance of the use of magadsid oriented
ijtihad for the development of Islamic financial system. He stated that little attention
was paid by most of the figahd to the basic aims and purposes of the Shari‘ah, aims

of which some of the companions of the Prophet (s.a.w) were well aware of. He

1 This includes contemporary as well as classical ijtihnad. Actually interpretation is essential in Islamic
law as the law is not self-evident. In this context, a scholar exercises his full interpretative capabilities
to produce a sound judgement. In this way, the exercise of ijtihad becomes an instrument of
disagreement amongst the Muslim scholars. This is due to the lack of a standard application of ijtihad
in the process of interpretation. The issue will be discussed in more detail in the following pages.

2 Nathif J. Adam and Abdul Kadir Thomas, Islamic Bonds, Your Guide to Issuing, Structuring and
Investment in Sukzzk, UK, Euro Money Books, 2004, at 1.

3 Zaki Badawi, Views and Analysis of Islamic Banking, Finance and Insurance, Islamic Bankers,
Mushtaq Parker Associates, London, 1996.



pointed out that Al Shatibi as well as Al Ghazali, Ibn Taymiyyah, and Ibn Qayyim
called upon the fugaha to take heed of the purposes of the Shari‘ah and meet the
needs of the new societies in changing circumstances. The task of identifying and
assessing the real needs of the communities, together with their relevance to the
purpose of the Shari‘ah is not easy. It places the scholar in between two contending
claims: that of the text (or a derivative of the text such as giyas), on one hand and the
purposes of the Shari‘ah on the other. He concludes that new ijtihdd must begin by
adopting the post Al-Shatibi approach to usil al-figh ‘.4

Kamali argued that usiul al-figh ‘ has become a theoretical discipline studied as
a part of the legal heritage rather than a tool to regulate and encourage ijtihad. The
usul al-figh ‘ 1s not without weaknesses and some of the weaknesses are not new, but
existed for almost as long as the usul al-figh* itself. A legitimate use of human
intellect and discretion or ijtihdd in coping with the emerging circumstances is guided
only by general principles of Shari‘ah based on justice and benevolence (4! ‘adl wa
ihsan).®

Al Shatibi® has also emphasized the importance of magasid for ijtihad. He
advocated a sound knowledge of the goals and the objectives of the Shari‘ah as a pre-
requisite to reach to the rank of a mujtahid. Sano Koutub argued that the protection
and preservation of wealth is one of the essential elements of magdasid al-Shari‘ah.
Therefore, the continuity and growth of wealth in the society should be ensured at all

costs. The continuous distribution of wealth in the society should also be enhanced to

4 Zaki Badawi, Views and Analysis of Islamic Banking, Finance and Insurance, Islamic Bankers,
Mushtaq Parker Associates, London, 1996.

5 See Muhammad Hashim Kamali, Issues in the Legal Theory of Usil and Prospects for Reforms,
Islamic Studies 41(2002), at 1-200.

& Al-Shatibi, al-Muwdfagat, vol.VI, 179 in Kamali, Principles of Islamic Jurisprudence, UK, Islamic
Text Society of Cambridge, 1991 at 405.



bring happiness and financial stability in the society’. To achieve these objectives, a
supportive Islamic jurisprudential framework is required based on the concept of
maslahah and the broader objectives of the Shari‘ah.

Islamic Banking has ascended to greater prominence in recent decades as one
of the most important trends in the global financial system and has fast extended
beyond the traditional predominantly Muslim economies to major industrial
economies.® This growing significance is a manifestation of the viability of Islamic
banking as a financial intermediation channel that supports economic growth and
development of nations. While it was initially developed to fulfil the needs of the
Muslims, Islamic banking and finance has gained universal acceptance. The
appreciation of its promising potential has prompted interest amongst conventional
financial institutions to venture into this fast expanding market. Islamic banking and
finance can expect to evolve into an increasingly important component of the global
financial system.®

There has always been a demand amongst Muslims for financial products and
services that conform to the Shari‘ah. With the development of viable Islamic
alternatives to conventional finance, Muslims are beginning to find Shari‘ah
compliant solutions for their financial needs. Amidst an increasingly challenging and
competitive financial environment, the evolution of a comprehensive Islamic financial
system seeks to meet the range of requirements of a rapidly changing economic
environment. The soundness and stability of the system can be secured through the

robustness of its regulatory framework supported by the strength of its financial

7 Sano Koutub Moustapha, The Sale of Debt as Implemented by the Islamic Financial Institutions in
Malaysia, Kuala Lumpur, ITUM Press Research Centre, 2001, at 60-61.

8 Zeti Akhtar Aziz, Islamic Banking and Finance, Progress and Prospects, Collected Speeches, Bank
Negara Malaysia, 2000-2005.

° Ibid.



infrastructure and the sophistication of its products and services. Indeed, the strength
of the respective components of the system and the interconnections of its market will
open new frontiers in Islamic banking and finance and will maximize the potential and
opportunities that it accords.* 0

Although, Islamic banking has made significant achievements in a short period
of time, disagreements still exist in juristic views and rulings particularly between
Malaysian scholars and the scholars of other countries. Debt financing is one of the
core areas of concern here, where disagreements exist over products such as bay ‘al-
murabahah, bay ‘bithaman djil, bay ‘al-dayn and bay ‘al-‘inah.* The perceptions of
Muslim scholars tend to differ in the two regions. Generally speaking, the Middle
Eastern scholars prohibit debt trading while the Malaysian scholars in official rulings
permit it. The present research will examine the reasons behind this difference in
rulings, and would attempt to come up with a more workable solution to harmonize
the two divergent views from a jurisprudential perspective.

Zaki Badawi argued that the contradicting views are due to the difference in
business environments. The Middle East is an exporter of capital with comparatively
moderate scope for investment. The one commodity, namely oil dominates its
economic life and a few people hold most of the accumulated capital. By contrast,
Malaysia is a vibrant booming market on a major privatization program. It needs vast
investment to acquire a significant share of it. The Malaysians, therefore, have to find
sources of capital to ensure a future for their community in the business sector. Unlike
the situation in the Middle East, funds are not concentrated in a few hands. The

objective of the Malaysian Islamic bankers was to find ways to bring the small

! 1bid. 0

! The disagreement exists in all of the above mentioned financial contracts. Murgbakah and
bay ‘bithaman gjil in general and bay-al-dayn and bay ‘al-‘ihah in particular remained the subject of
disagreement.

1



investors into this growing activity and to secure a valuable source of capital. It was
natural for them to attempt to find Islamic alternatives to the conventional business
practices, and designe products to meet their objectives. * 2

Apart from this, there are many issues that have to be addressed by Islamic
banks both in terms of documentations and transactions. The general legal framework
in many countries will need to be modified to promote Islamic banking. Zeti argued
the need for the development of the regulatory dimension to explicitly address the
unique features of Islamic banking and finance. She further stated that at present,
Islamic banking and financial institutions have, to a large extent, been governed by the
conventional regulatory framework, reinforced by the Shari‘ah framework and
Islamic accounting standards. However, Islamic banking is distinct from conventional
financial activities in terms of its philosophy of prohibiting interest, which in turn
shapes the nature of its financial transactions, and its risk attributes. Therefore, she
suggested the development of a separate regulatory framework in view of the unique
risks in Islamic financial transactions to provide for their effective assessment and
management.® 3

In addition, Sudin Haroon stated in his book that there is no uniformity of laws
and procedures in the practice of Islamic banks around the world. Islamic banks have
to conform basically to two types of laws, i.e. the Shari‘ah and positive laws. While
Shari‘ah law is based on religious foundations, positive laws are promulgated by the
sovereign bodies to safeguard public interest. The positive laws, in most cases are

under the supervision of the Central Banks. In Malaysia, for example, the

establishment of an Islamic bank is governed by the Companies Act 1965, and its

1 Zaki Badawi, Views and Analysis of Islamic Banking, Finance and Insurance, Islamic Bankers,
Mushtaq Parker Associates, London, 1996.

1 Zeti Akhtar Aziz, Islamic Bénking and Finance, Progress and Prospects, Collected Speeches, Bank
Negara Malaysia, 2000-2005.



operations are subjected to the Islamic Banking Act 1983 and to some extent also to
the Banking and Financial Institutions Act 1989. Islamic banks must conform to all
requirements as stipulated in all the above stated Acts. Similarly, other governments
have passed special laws that govern the operations of Islamic banks in their countries.
Islamic banks in Malaysia are subject to the Malaysian’s Companies Act 1965, while
the Islamic banks of Bahrain are subject to the Bahrain Commercial Companies Law
1975 and the Kuwait Finance House (KFH) is subject to the Kuwait Commercial
Companies Laws 1960.! Whilst Malaysia and Kuwait have recently legislated on
Islamic Banks, Bahrain has no special laws on the subject.

Keeping in view the differential juristic views of the two regions studied in this
thesis, the present research will look into the concepts and practices as well as the
position of the madhahib from the Islamic jurisprudential perspective and then point
to the ways as to how one can develop the idea of harmonization between the two

divergent positions of Malaysia and the Middle East.

1.2 STATEMENT OF PROBLEM

The social changes in the modern times have introduced complexities in the
application of Islamic law. The prevailing diversity in the contemporary application of
Islamic law as a response to social change on one hand is perhaps a welcome
development but on the other hand, it creates new challenges too. Islamic banking
industry is the most prominent example, where the emerging challenges are significant

and required to be addressed urgently.

! Sudin Haroon, Islamic Bafiking, Rules and Regulations, Kuala Lumpur, Pelanduk Publications
Malaysia, 1997, at 167-170.



While the diversity in figh opinion is presently contributing to the global
growth, it may soon become a constraining factor in the global growth of the industry
if the challenges arising out of it are not properly addressed. Diversity in figh opinion
started with the start of the interpretative judgments (ijtihad). In fact scholars date it
back to the days of the Prophet (s.a.w.). During the Prophet’s life time there was no
controversy over Shari‘ah percepts because he provided the necessary guidance. After
the death of the Prophet (s.a.w.), the Islamic state expanded and the Prophet’s
companions migrated to different regions and countries, whose customs and traditions
they had to understand. This compelled subsequent generations of jurists to come up
with solutions regarding new issues. If they failed to find a solution from the Qur’an
and Sunnah they would resort to ijtihad. They agreed on certain issues and differed on
others! . Jjtihad thus became @ vehicle also of diversity and juristic disagreements
(Ikhtilaf).

The two distinct mechanisms that operate side by side to carry out business
according to the divine revelation are equity financing and debt financing. Equity
financing is effected through “‘Uqud al-Ishtirak” (profit sharing contracts), while debt
financing is affected through deferred contracts of exchange. The Qur’an further
elaborates debt financing where the contracts of deferred exchange are allowed and
interest based lending is forbidden® . The main disagreemerft which prevails between
the two regions under review is over debt based financial products such as bay‘al-
murabahah, bay ‘bithaman djil, bay ‘al-dayn and bay ‘al-inah.

Murabahah in figh literature is considered as a variety of sale. The only feature

in murabahah distinguishing it from other kinds of sale is that the seller expressly

! Tariq Hasan, Legal Proces$ for Establishing Rules for Murdbahah Contracts, Journal of Islamic
Banking and Finance, Vol. IV, at 17-74.
! BIMB, Islamic Banking Praétice from Practitioner’s Perspective, Kuala Lumpur: BIMB, 1994, 16.



informs the purchaser of his cost and the profit he intends to make.! The main
objections to murabahah are that it partakes into bay‘al-‘inah as practised by some
Islamic financial institutions and that it combines two sales in one. There are also
differences of views amongst the scholars regarding the binding nature of a promise to

1 As far as al bay‘bitRaman djil is concerned, there are controversies

purchase.
amongst the Muslim scholars whether the price charged by the seller under al
bay ‘bithaman ajil can be higher than the spot price. Even the scholars, who are of the
view that charging a higher price than the spot price is permissible under Shari‘ah do
not recommend a heavy reliance on it.* o

As far as bay‘al-dayn is concerned, it has always been an issue amongst the
past and present Muslim jurists. The jurists who do not allow bay‘ al-dayn have
premised their objections on riba, risk to the buyer and absence of gabad.? The
majority of the figh schools have declared bay‘al-dayn as a prohibited contract
because of the apprehension of its indulgence in riba (interest) and gharar
(uncertainty) transactions. However, this objection has not influenced many of the
contemporary scholars. The two important types of the sale of debts are bay ‘al-dayn

naqd and bay‘al-dayn nasi‘ah which is also known as bay ‘al-kali bi al-kali. Majority

of the past Muslim jurists are unanimous on the prohibition of bay ‘al-kali bi al-kali.

! Muhammad Taqi ‘Usmani, An Introduction to Islamic Finance, The Hague, Kluwer Law
International, 2002, at 37.

1A promise to purchase a cofimodity in the future is an example of contemporary ijtihad. Therefore,
the treatment of ‘promise to purchase’ as binding attracted criticism. The issue will be discussed in
detail in the following pages.

! Please see Sheikh Mahmid®Ahmad, “Towards Interest-Free Banking”, Institute of Islamic culture,
Lahore, 1989, at 46; also Siddiqui, Muhammad Najatullah, “Issues in Islamic Banking™, Leicester, The
Islamic Foundation, 1983, at 139.

2 Please see Mohammad HasRim Kamali, paper presented at the Colloquium on Islamic Private Debt
Securities, jointly organized by the International Islamic University Malaysia and the Securities
Commission, Kuala Lumpur, 24 June, 2004; also Mohammad Taqi Usmani, An Introduction to Islamic
Finance, The Hague, Kluwer Law International, 2002, at 99.



Nonetheless, there were differences amongst the classical Muslim jurists regarding the
sale of debt from the creditor to the debtor and the sale of debt from the creditor to the
third party.This issue will be discussed in more detail in the following pages.

And as far as bay ‘al-‘inah is concerned, the majority of the past Muslim jurists
were of the opinion that it was not permissible because it was a legal excuse (hilah) to
legitimize riba. This opinion is being followed by the jurists of Islamic finance of the
Middle East.? Bay‘al-‘inah is being'practiced by Islamic financial institutions in
Malaysia. The issue which concerns us is how Islamic law would view such a
contract: Should the sale be allowed prima facie or disallowed as the motive behind
the sale is to legalize that which is illegal.

In addition, the general legal framework in many countries will need to be
modified to promote Islamic finance. At present, Islamic banking and financial
institutions are governed by the conventional regulatory framework, reinforced by the
Shari‘ah framework. However, as earlier stated, Islamic finance is distinct from
conventional financial activities in terms of its underlying philosophy on the
prohibition of interest, therefore, a separate legal and regulatory framework needs to
be developed in view of the unique risks in Islamic financial transactions.

The Muslim scholars and the Islamic Banking Act? of Malaysia have
explained that the term ‘Islamic banking’ means the conduct of banking operations in
consonance with Islamic teachings. The Islamic financial system cannot be introduced
merely by eliminating ribd, but by adopting the Islamic principles of social justice and
by introducing laws, practices, procedures and instruments which help in the

maintenance and dispensation of justice.

2 See Mohammad Hashim Kamali, paper presented at the Colloquium on Islamic Private Debt
Securities, jointly organized by the International Islamic University Malaysia and the Securities
Commission, Kuala Lumpur, 24 June, 2004.

2 Islamic Banking Act 1983, Skction 2.



