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In the Name of Allāh, The Beneficent, The Merciful

I was asked by ISNA to produce a short guide to Islamic Banking and Finance
for the Muslims of North America. To keep this guide short, we had to define
our target audience rather carefully. This introductory guide is meant to
address the Muslim who is familiar with the fundamental tenets and sources
of legislation in Islam. The reader is not assumed to have elaborate prior
knowledge of Islamic financial contracts, but a certain degree of financial
sophistication will be required.

This is not a full survey of the field, and it is not a religious guide. It is the
work of a single individual, who does not claim any religious authority beyond
that which is derived from quoted texts. I tried my utmost to steer away
from issues which are or may become controversial. Therefore, I have been
careful to limit the discussion of recent fatwās and decisions of jurists and
juristic councils. In that sense, this guide falls short of providing the reader
with full information about “state of the art” Islamic financial instruments.

This apparent shortcoming is intentional. The field of contemporary Is-
lamic finance is rather young, and marred by a number of shortcomings of its
own. It is easy for an economist such as myself to fall prey to the temptation
of claiming religious authority from translated texts and quoted opinions. It
is also easy for specialized jurists to assume that they understand both the
religious and the financial aspects pertaining to a specific contract or trans-
action. In both cases, there is a great danger for scholars of religion as well
as students of economics and finance to speak falsely in the name of Islam.
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I hope to succeed in minimizing this danger by speaking generally about
the basic types of contracts used by “Islamic financial institutions” in North
America and elsewhere. The generic forms of those contracts have been sub-
jects of extended study by traditional jurists. My goal is to provide a concise
summary of the nature of those contracts, and their Islamic foundations in
Qur’ān, H. ad̄ıth

¯
, Sunnah, ’ijmā‘, and – where necessary – qiyās. The primary

objective of this introductory guide is to explain to the non-specialist curious
Muslim the difference between the forbidden financial transactions commonly
used in conventional finance, and their Islamically permitted counterparts.

It is important for me to make it clear that I am not endorsing any par-
ticular institution or industry which labels itself “Islamic”. There are many
honest, sincere, and hardworking Muslim men and women who are currently
struggling to make it easier for Muslims in North America to lead their lives
in accordance with the Sh

¯
ar̄ı‘ah, without having to make unreasonable finan-

cial sacrifices. Such individuals and groups deserve our support and du‘ā’.
However, prudence also dictates that we recall that religion has often been
used by individuals with sick hearts to exploit the gullible.

The humble educational aims of this work are two-fold:

1. By alerting the North American Muslims to the differences between
conventional and Islamic finance, we may be able to boost the efforts
of the sincere Muslims developing or dealing with Islamic financial in-
stitutions.

2. By providing a clear basic understanding of the underlying contracts,
Muslims may become less prone to making inadvertent errors, as well
as less likely to fall prey to the inevitable exploitative efforts of some
unscrupulous individuals.

I beg the forgiveness of Allāh for the mistakes I make, and pray that He
makes this effort a fruitful one.



Why “Islamic Finance”?

I would like to preempt two opposing reactions that many readers may have
once they recognize that “Islamic finance” is in many ways very similar to
(and at times identical with) conventional finance. Some may feel that this
similarity is an attempt to dilute the Islamic teachings to simplify our lives,
while others may feel that the Islamic Legal distinctions between Islamic
and regular finance are artificial means of creating an industry where none is
needed. I will be among the first to admit that the terms “Islamic banking” or
“Islamic finance” can be quite misleading given the many similarities between
Islamic and conventional financial contracts. To explain my point of view
about this issue, let me use a good analogy: the issue of “Islamic marriage”.

There are no obstacles that prevent Muslims in North America from hav-
ing an Islamic marriage, a contract that adheres to the legal requirements of
the state as well as the Islamic legal requirements. In certain respects, “a
marriage is a marriage”, but in other respects, to abide by all the require-
ments of the Islamic marriage contract, the Muslim man and woman need to
do some extra work. Local Islamic centers, as well as continent-wide organi-
zations like ISNA, provide information and contract-forms to help potential
Muslim families abide by both sets of laws (e.g. providing local religious
“marriage services”, providing forms for an “Islamic will” to ensure abidance
by Islamic inheritance laws, etc.).

Similarly, the notion that “a marriage is a marriage” may be applied in
the realm of finance, e.g. “a lease is a lease”. In this domain also, the Muslim
needs to ensure that the contract he signs with the lessor or lessee agrees with
the conditions of the lease contract (‘aqd al-’ijārah or ‘aqd al-’̄ıjār) in Islamic
jurisprudence. Those conditions are put in place to ensure that the contract
would not contain elements of Ribā or Gh

¯
arar, which are forbidden in Islam.

In this sense, “Islamic banks” or “Islamic financial institutions” try to
ensure that all their contracts adhere to Islamic legal requirements as well as
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state requirements. As with marriage, the outer form of an Islamic lease may
seem to a casual observer to be identical to a regular lease. Recognizing the
differences requires alertness to some of the legal requirements that may seem
subtle to the casual observer. I hope that this primer will wet the readers’
appetites to educate themselves regarding those important Legal financial
requirements of Islam.

Abuses of the terms “Islamic banking and finance” in a number of Is-
lamic countries have precipitated a degree of skepticism among the Muslim
population. The view that the field consists of nothing more than mere
nomenclature has become too deeply rooted in the minds of many sincere
Muslims because of those abuses. That skepticism turned cynical when edu-
cated Muslims examined careless statements by early proponents of the field
of Islamic banking in those countries. Those statements suggested that the
differences between the Islamic model of finance and its conventional (west-
ern) counterpart should be obvious without any need for further education.
Since the behavior of early Islamic banks seemed to casual observers to be
very similar in function and form to conventional banks, the field was sum-
marily dismissed as window-dressing.

Those early tactics were particularly ill-advised given the fact that Allāh
(swt) did not deny the similarity between Islamic and conventional (or west-
ern) finance. When the Arabs argued that “trade is but like ribā” [2:275],
Allāh (swt) did not deny that apparent similarity, but decisively informed
that “but Allāh has permitted trade and forbidden ribā” [2:275]. The le-
gal differences between the two are clear, and have been detailed over the
centuries by capable Muslim jurists. However, the fact remains that the
sophisticated Arab traders of Makkah did not at first see any discernible dif-
ference between the Islamic model and the one based on ribā.1 Therefore, the
reader seeking to understand this difference should expect that understand-
ing the difference is a non-trivial process. My hope – as stated in the preface
– is to dispel some of the misconceptions about this area, and encourage the
reader to seek more requisite Islamic knowledge.

1Al-’Imām Al-T. abar̄ı (1992, vol.3, p.104), Al-Q. urt.ub̄ı (1996, vol.3-4, p.230) report in
the exegesis of [2:275] that the Arabs before Islam knew only one type of ribā: Once a
person’s debt was due for payment, the creditor gave him the choice “either you pay, or you
increase the debt”. They argued that there is no difference between this type of increase
and the increase in the price of a credit sale over the price of a cash sale is identical to
what they were doing. However, Allāh (swt) made the fundamental distinction, which was
later explained by the Prophet (pubh) and analyzed by Islamic scholars.
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Chapter 1

Prohibitions of Ribā and Gh
¯

arar

It is commonplace in Islamic discourse to stress the positive injunctions to
do good and forbid evil before discussing prohibitions and other negative
injunctions. However, in the interest of saving the reader’s time, we go
directly to the need for having an “Islamic finance”. In this regard, financial
tools, like all other tools of social and economic interaction, can be used for
good or for evil. Using the tools of finance for good rather than evil is – of
course – of primary concern in the “Islamic” vs. “un-Islamic” distinction.
However, those aspects of the distinction – important as they are – lie beyond
the scope of this basic guide.

Our primary concern, instead, is the Muslim individual, group, or busi-
ness, with a legitimate and good financial objective (e.g. purchase a home to
house his family, purchase real estate to establish a Masjid or school, invest
available funds in productive and permitted ways, etc.). As we shall see,
many of the conventional financial tools currently available in North Amer-
ica (and most of the rest of the world) are legally prohibited in Islam. In
this chapter, we shall review the two fundamental Islamic prohibitions which
render financial contracts invalid (bāt.il) and forbidden (h. arām).

Before proceedings to the specific prohibitions, I must reiterate that we
are here concentrating on the Islamic legal aspects pertaining to the contract
itself. Needless to say, an Islamically permissible contract may still be un-
Islamic for other reasons. For instance, a legal contract for purchasing an
automobile may be permissible, but the buyer may intend to use the car for
evil rather than good. Concentrating on the legality of the sale contract does
not imply that it is more important than the other considerations. It simply
means that it is one important consideration.
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4 CHAPTER 1. PROHIBITIONS OF RIBĀ AND GH
¯

ARAR

The first cited H. ad̄ıth
¯

makes it clear that there are two conditions for
exchanging money for money: hand-to-hand, and in equal quantity. This is
what is known as a currency exchange contract (‘aqd al-s.arf), where money
is traded at the current exchange rate. However, any violation of the H. ad̄ıth

¯
will result in one of two forms of forbidden Ribā:

1. Ribā al-fad. l: where money is exchanged for money hand-to-hand, but
in different quantities, or

2. Ribā al-nas̄ı’ah: where money is exchanged for money with deferment.

The latter form (Ribā al-nas̄ı’ah) is the one upon which most of western
finance has been built. In the conventional financial sector, financial in-
termediation is effected through lending, and the time value of money is
reflected in interest payments. As we have seen, this is unequivocal Ribā, the
devourer of which was warned of a war from Allāh and His Apostle. Indeed,
’Abū Dāwūd narrated on the authority of ’Ibn Mas‘ūd (mAbpwh) that

The Messenger of Allāh (pbuh) cursed the one who devours Ribā,
the one who pays it, the one who witnesses it, and the one who
documents it.

Similar traditions with slightly different language were narrated in Muslim,
Al-Bukh

¯
ār̄ı, and Al-Tirmidh

¯
ı̄. Another most damning H. ad̄ıth

¯
was narrated

by Ibn Mājah and Al-H. ākim on the authority of ’Ibn Mas‘ūd (mAbpwh) that
the Prophet (pbuh) said:

There are seventy three different types of Ribā, the least of which
is equivalent [in sin] to committing incest, and the worst of which
is equivalent [in sin] to destroying the honor of a Muslim.

Notice that unlike the prohibition of Gh
¯

arar (risky or ambiguous sales),
to which we shall turn shortly, the prohibition of Ribā is unequivocal. The
jurists have been more lenient to varying degrees with the prohibition of
Gh
¯

arar since no contract can ever be totally devoid of uncertainty. However,
as we shall see shortly, most of the financial needs that can be served with
contracts containing Ribā can be met without the need for Ribā. In partic-
ular, Muslims do not need to deprive themselves of credit to avoid paying
Ribā, nor do they need to forego the time value of their wealth to avoid
receiving Ribā.3

3The notion that there is no time-value for wealth in Islam is false, as we shall see in
Chapter 2. The notion that money is sterile (does not grow by itself) and has no time



6 CHAPTER 1. PROHIBITIONS OF RIBĀ AND GH
¯

ARAR

financing instruments to third parties. In fact, if the reader currently has a
mortgage with any given company, it is almost certain that this mortgage was
securitized and sold to others (e.g. Fannie Mae, etc.), even though payments
continue to be made to the originator mortgage company.

The reason I mention this issue will become apparent in Chapter 3 be-
low. Islamic banks will have “accounts receivable”5 corresponding to lease or
installment payments (in leases and credit sales, resp.). In principle, those
accounts receivable may be “sold” to the public as a fixed-income investment
vehicle with minimal risk (the risk that the debtor will default, and the re-
possessed asset sells for less than anticipated). Debt re-sale has been used
extensively in the Islamic financial market in Malaysia, following a Sh

¯
āfi‘̄ı

ruling which permits such trading. The practice remains controversial since
the H. anaf̄ıs and H. anbal̄ıs (with the exception of ’Ibn Al-Qayyim) render such
transactions prohibited, and the Mālik̄ıs permit it only under very stringent
conditions. While a variety of “tricks” (h. iyal) under various guises have been
suggested and used in various “Islamic countries”, I shall restrict attention
in Chapter 3 to the most obviously uncontroversial alternatives which do not
include such tricks.

1.2 The Prohibition of Gh
¯

arar

There are numerous H. ad̄ıth
¯

s forbidding Gh
¯

arar sales, and specific instances
thereof. One commonly cited H. ad̄ıth

¯
was narrated by Muslim, ’Ah.mad, ’Abū

Dāwūd, Al-Tirmidh
¯

ı̄, Al-Nasā’̄ı, Al-Darāmı̄ and ’Ibn Mājah on the authority
of ’Abū Hurayra (mAbpwh) (translation of the version in Muslim) that

The Prophet (pbuh) prohibited the pebble sale and the Gh
¯

arar
sale.

A good translation of Gh
¯

arar is “risk” or “uncertainty”.6 Professor
Mus.t.afā Al-Zarqā’ defined it as follows:

5An “account receivable” is any amount owed to a business by a customer as a result
of a credit sale.

6The term risk (Italian: risco, French: risque) is derived from the Latin roots re = back
and secare = cut, thus reflecting the potential for a sailor to have his ship cut by hitting
a rock. In other words, “risk” means “danger of loss”. This is precisely the meaning of
the Arabic term Gh

¯
arar. The literal meaning of the term Gh

¯
arar according to Qād. ı̄ ‘Iyād.

(c.f. Al-Qarāf̄ı (n.d., vol.3, p.266)) is: “that which has a pleasant appearance and a hated
essence”.
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Gh
¯

arar is the sale of probable items whose existence or charac-
teristics are not certain, due to the risky nature which makes the
trade similar to gambling.

Many classical examples of Gh
¯

arar were provided explicitly in the H. ad̄ıth
¯

.
They include the sale of fish in the sea, birds in the sky, an unborn calf in
its mother’s womb, a runaway animal, the semen and unfertilized eggs of
camels, un-ripened fruits on the tree, etc. All such cases involve the sale of
an item which may or may not exist. In such circumstances, to mention but
a few, the fish in the sea may never be caught, the calf may be still-born,
and the fruits may never ripen. In all such cases, it is in the best interest of
the trading parties to be very specific about what is being sold and for what
price. For instance, ’Ah.mad and ’Ibn Mājah narrated on the authority of
’Abū-Sa‘̄ıd Al-Kh

¯
udriy (mAbpwh):

The Prophet (pbuh) has forbidden the purchase of the unborn
animal in its mother’s womb, the sale of the milk in the udder
without measurement, the purchase of spoils of war prior to their
distribution, the purchase of charities prior to their receipt, and
the purchase of the catch of a diver.

The last prohibition in this H. ad̄ıth
¯

pertains to a person paying a fixed price
for whatever a diver may catch on his next dive. In this case, he does not
know what he is paying for. On the other hand, paying a fixed price to hire
the diver for a fixed period of time (where whatever he catches belongs to the
buyer) is permitted. In this case the object of sale (the diver’s labor for – say
– one hour) is well defined. In many cases, Gh

¯
arar can be eliminated from

contracts by carefully stating the object of sale and the price to eliminate
unnecessary ambiguities.

In contemporary financial transactions, the two areas where Gh
¯

arar most
profoundly affects common practice are insurance and financial derivatives.
Jurists often argue against the financial insurance contract, where premia are
paid regularly to the insurance company, and the insured receives compen-
sation for any insured losses in the event of a loss. In this case, the jurists
argue that the insured may collect a large sum of money after paying only
one monthly premium. On the other hand, the insured may also make many
monthly payments without ever collecting any money from the insurance
company. Since “insurance” or “security” itself cannot be considered an ob-
ject of sale (c.f. Al-Zuh. ayl̄ı (1997, vol.5, pp.3415-3420) for more details), this



Chapter 4

Permissible Insurance
Alternatives

When thinking about reducing certain types of risk (one can never “elim-
inate” a risk in the sense of full “insurance”), one often thinks of “buying
insurance”. The typical financial insurance contract used in North Amer-
ica and elsewhere would entail signing a policy with an insurance company
whereby the insured makes periodic premium payments, and the insurance
company promises to compensate the insured for damages or part thereof
according to a well-specified formula. The majority of Islamic jurists have
concluded that this contract is invalid based on the prohibition of Gh

¯
arar.

Moreover, since many insurance contracts also include an investment compo-
nent (e.g. certain types of term and life insurance), the insurance companies’
investments in interest-bearing bonds render such contracts invalid based on
the prohibition of Ribā.

The first thing to notice is that “buying insurance” is not the only method
of risk reduction. We have already seen in the previous chapter how simple
diversification schemes can reduce risks. As a matter of fact, the endorsed
Islamic alternative to conventional insurance is the notion of cooperative or
mutual insurance,1 which is based precisely on the same logic of diversifica-
tion used in that chapter.

1Jurists often use the Arabic term “takāful”, which means cooperative mutual insur-
ance, for this contract. However, since variations on this term have recently been “trade-
marked” in Europe and the U.S., I shall refrain from using it lest the reader assume that
I am endorsing any particular institution to the exclusion of others.

23



28 CHAPTER 5. ANSWERS TO COMMONLY ASKED QUESTIONS

There are a number of issues involved in determining which companies’
shares are “permissible” for Muslims. Please refer to Chapter 3 for
more details.

Q: How about “day trading”? Shouldn’t Islamic investment be “long term”
rather than “speculative”?

A: I repeat the above distinction between productive speculation which is
at the very heart of all permitted (and encouraged) trading on the one
hand, and forbidden gambling on the other. It is possible for careless
individuals to approach the stock market as a gambling casino, but
it is also possible for such individuals to use any other market in the
same manner. Following a “buy low and sell high” strategy is at the
heart of all profitable trading, including the caravan trades in which the
Prophet (pbuh) participated. If a profitable opportunity presents itself
sooner than anticipated, a good merchant or investor would be criti-
cized for foregoing such profits. Whether or not speculation amounts
to gambling depends on the intentions of the trader, and the nature of
the traded goods.

Assuming that intentions are good, and the proper screening of se-
curities is observed, we must now turn to the issue of whether “day
trading”, where the investor intends to liquidate all positions at the
end of each day, is particularly close to gambling as compared to other
investment strategies. There is no reason to believe that the term of the
trading activities influences whether or not it is considered gambling.
Tradition has it that ‘Abdul-Rah.mān ibn ‘Awf (mAbpwh) reached
Mad̄ınah without any wealth (having left it all in Makkah), went to
the market with an axe, and returned at the end of the day with a
small fortune. His abilities to amass wealth were legendary, but that
did not reduce his religious status, as he was one of the sh

¯
ūra group to

nominate the Kh
¯

al̄ıfah, and he was one of the ten companions of the
Prophet (pbuh) to receive glad tidings of admission into paradise.

That being said, one must comment from the financial point of view
that most day-trading is – for lack of a better term – stupid wasting of
talent and wealth. While a few professional traders may be sufficiently
skilled to make modest profits on average in day-trading, the vast ma-
jority of those who engage in this activity are amateurs attracted by
irresponsible advertisement that over-emphasizes a few large profits
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made by some lucky individuals. The fact of the matter is that for
most day-traders, they lose money on average, with very few making
large profits out of sheer luck of making the right trades at the right
time. Approached in this manner, it is definitely gambling. Viewed as
gambling, most individuals will have better odds at a Las Vegas casino.
If day-trading is approached in this manner, it wastes the trader’s time
in non-productive activities relative to his or her main professional ca-
reer, and wastes his or her wealth. While “day trading” per se may not
be easily condemned as h. arām, waste of time and talent certainly may
be condemned thus.

5.2 Interest on bank deposits

Q: There have been some “fatwās” in recent years permitting bank interest.
Can we collect interest on our bank deposits? If not, what can we do?

A: There have indeed been some such “fatwās”, especially by Egyptian
muft̄ıs. However, the vast majority of jurists, today and in the past,
disagree with those expressed opinions. Intellectual honesty dictates
that we should present both the minority and the majority opinions.
The most famous of the minority fatwās, that of Dr. T. ant.āw̄ı, was
characterized by the Federal Shariat Court of Pakistan in Judgment
on Interest (Ribā), Lahore Lawyers’ Book Club, 1992, as the “solitary
opinion of Shaykh Tantawi of Egypt”. It is also worthwhile noting that
the timing of this and later fatwās coincided with a political backlash
against a series of financial scandals for Egyptian savings and loans
operations that had characterized themselves as “Islamic”. The politics
behind those fatwās do not concern us in this guide. We care primarily
about the religious merits of the minority opinion against the opinions
of the majority of jurists around the world, including at Al-Azhar.

Dr. ‘Abd-Al-Mun‘im Al-Nimr, an ex-Minister of ’Awqāf in Egypt,
wrote an article in Al-’Ahrām (June 1, 1989), in which he argued that
the reason for the prohibition of Ribā (which he argued to be the harm
caused to the debtor) does not apply to deposits with banks. Therefore,
he argued, bank interest was not the forbidden Ribā. The past muft̄i
of Egypt, and current Sh

¯
aykh

¯
u-Al-’Azhar, Dr. Muh.ammad Sayyid

T. ant.āw̄ı, issued a fatwa (Al-’Ahrām, 12 July 1989; November 1989)
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permitting certain forms of interest, and in a series of five fatwas in the
same newspapers in May 1991, he permitted all banking interest. The
current Egyptian muft̄ı, Sh. Nas.r Far̄ıd Wās.il, reiterated this opinion
in the U.A.E. daily paper Al-Ittih. ād, August 22, 1997: “I will give you a
final and decisive ruling (fatwā)... So long as banks invest the money in
permissible venues (h. alāl), then the transaction is permissible (h. alāl)...
The issue is an investment from money. Otherwise, it is forbidden
(h. arām)... there is no such thing as an Islamic or non-Islamic bank. So
let us stop this controversy about bank interest”.

Those fatwās have been published, and ignoring or denying their ex-
istence is not the solution. We only point out that those new rulings
contradict many earlier and contemporaneous ones. For instance, the
’Azhar’s own Research Council ruled as follows in 1965:

Interest on all types of loans is forbidden Ribā. There is
no difference in this regard between so-called consumption
and production loans. Moreover, Ribā is forbidden (h. arām)
in small as well as large quantities, whether it is effected
through time deposits, demand (or checking) deposits, or any
interest-bearing loan contract. All such dealings are among
the forbidden Ribā.

Many similar rulings and fatwās forbidding banking interest have been
issued by different Fiqh Councils around the world.1 Moreover, earlier
Muft̄ıs of Egypt have ruled of the prohibition. Thus Sh. Jād Al-H. aqq
‘Al̄ı Jād Al-H. aqq, who served both as muft̄ı and as Sh

¯
aykh

¯
u-Al-’Azhar

ruled in his book Al-Fatāwā Al-’Islāmiyyah:

Depositing monies to collect a fixed rate of interest is forbid-
den in Islām, and borrowing with interest from government
institutions or banks is forbidden Ribā.

In this regard, it has long been established that deposits (e.g. with a
bank) become loans as soon as they are used by the recipient of the
deposit. Thus, Jordanian civil law (item 889) stated: “if the deposited

1The Arabic reader is referred to the books of Dr. Muh.ammad ‘Al̄ı Al-Sālūs, in which
he lists many prohibiting fatwās and debunks the foundations of those recent permitting
fatwās (e.g. Al-Sālūs (1998, vol.1)).


