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Abstract

Purpose: The aim of this paper is to critically review the position of Shariah and contemporary ijti-
had on penalty provisions in financial commitments. It is also to show that some relevant figh resolu-
tions have dealt differently with similar issues despite the absence of any grounds for such differen-
tiation and to show how penalty provision in contracts has been expanded to include what cannot be
accommodated by Shariah principles. All this necessitates a review of those stances, as they may have
both unnecessarily burdened the Islamic finance industry and challenged some Shariah principles.
Methodology: This paper employs a qualitative research methodology that adopts textual and figh
comparative analysis approaches. The methodology also incorporates a macro perspective for treat-
ing the subject by analyzing the issues being examined from the perspective of Magasid al-Shariah
(Shariah objectives) in consideration of existing market practices and needs.

Findings: This study primarily indicates that penalties or compensation provisions in contracts are
accepted if they are intended to prevent actual harm rather than for gain, because profiting merely
through stipulation is forbidden in Islamic law.

Originality: Although this paper addresses an issue that has been addressed before, it acquires sig-
nificance and value by setting the basis for what constitutes a valid penalty provision in Islamic fi-
nance and by showing areas of conflict and inconsistency in some of the contemporary stands on the
matter, thus necessitating a review of these stances.
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Introduction:

The penalty provision that is placed on financial transactions can refer to either:

1- A condition of compensation that one of the contracting parties places on the other if he delays the
delivery of an agreed-upon work or delivers it in a way that differs from what was agreed upon.

2- A condition of compensation that the lender places on the debtor in case the latter is delayed in
repaying the debt.

Thus, a penalty provision relates to a breach of commitment whether in relation to work/labor or
debt. The first type of penalty includes supplying commodities of a specific description by a specific
date or an agreed-upon property of a certain description by a certain date. The second type of penalty
includes repaying the debt of a loan or a deferred price in a sale contract. An example of the first type
is the obligation of the seller to pay a certain amount for every day of delay in delivering the project
specified in a contract. An example of the second type is the contract stating that the debtor buyer is
committed to paying a specific amount or percentage of the debt installment for every day of delay
in repaying the debt.

Penalty provisions have become commonplace in contracts today, especially in construction, supply
and lease contracts, as well as in contracts that initiate debts, such as sales on a deferred payment
basis.

The reasons for the prevalence of penalty provisions currently include a lack of transparency, the
great financial harms that could result from breaching obligations, and the interdependence of con-
tracts and obligations whereby a condition placed by one contracting party leads the other parties
to reciprocally place similar conditions on the same or other contracting parties. For example, the
purchaser in an istisnd‘ contract (mustasni) of a building places a penalty provision on the istisna“
seller (sani’), making the sani‘place a penalty provision on the contractor, and the latter then placing
a penalty provision on the supplier of the building materials and so on.

Another reason for the prevalence of the penalty provision is the desire to avoid or ease litigation
proceedings in courts. Penalty provisions specify when compensation is required so that it is not left
to the courts, as it could take months, if not years, to determine the basis and the amount of compen-
sation in court. A judge could specify a lesser amount or even dismiss the case. The penalty provision
can solve this problem because the court considers the agreed-upon terms in a contract binding for
the contracting parties, and it is not for the judge or anyone else with authority to alter them.

In fact, the idea of the penalty provision was originally related to harm; the party that could be harmed
includes it in the contract in case the other contracting party fails to fulfil his obligations. However, it
has since been expanded such that the contracting party makes it conditional upon others—even if
he/she is not actually harmed by the other failing in his obligations, and the amount of compensation
is conditioned beforehand and is not based on the degree of actual harm.

However, the default position in the Shariah is to give compensation for harm that has already oc-
curred, and the penalty is not determined beforehand, because the compensation is related to the
magnitude of the harm, which is only known after the harm occurs.”

(1) Among the Shariah texts relating to this matter are the following. From the Holy Quran: “If you were to retaliate, retaliate
to the same degree as the injury done to you. But if you resort to patience—it is better for the patient”. [16:126]. From
the Sunnah: “One of the Prophet’s wives sent some food on a plate to where he was with another wife [Aisha]. Aisha [out
of jealousy] broke the plate. The Prophet [peace be upon him] said: food for food and a plate for a plate [Aisha must pay
as compensation similar food and plate]. Muhammad b. Isma’l al-Bukharl. Sahth Al-Bukhari, (Damascus: Dar al-‘Ultim,
n.d.) Hadith no. 2349; Muhammad b. Tsa al-Tirmidhi, Sunan al-Tirmidhi. (Beirut: Dar ‘Ihya’ al-Turath al-Arabi, 1931)
Hadith no. 1359.
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Thus, the penalty provision in its contemporary form includes novel matters that require attention to
clarify the extent to which the provision is acceptable.

Chapter One: The Shariah Stand on the Penalty Provision

In classical figh, people’s wealth is protected and is prohibited from being used in nonlegitimate ways
or without the consent of both parties. The compensation for harm is one of the legitimate ways
intended to overcome the harm that one of the contracting parties may cause the other, whether in-
tentionally or unintentionally. Whoever destroys the wealth of another person, intentionally or not, is
obliged to compensate him for it. However, a question that can be raised in this context is whether it
is permissible for the contracting parties to agree that in case of a breach of the contract, the one who
is liable for the breach must pay the other a sum of money unrelated to the amount of harm caused
by the breach.

It is well known that conditions in a contract, from an Islamic perspective, are either Shariah condi-
tions, which the contracting parties cannot breach, such as the contract being free of riba and exces-
sive gharar, or consensual conditions (shurit ja‘liyya) that the contracting parties can place in the
contract with their mutual consent and agreement. With regard to the Shariah conditions, the jurists
differ between being strict and lenient; however, they agree that a consensual condition that violates
a Shariah ruling or contradicts the purpose of the contract, such as a condition that restricts the own-
ership of a buyer regarding his property, is a void condition. It may be deemed void on its own while
the contract remains sound, or it may invalidate the contract.V

Thus, the previous question can be rephrased as follows: does a penalty provision in which the com-
pensation is not relative to actual damage violate the Shariah (rule) such that it is not possible to be
included in a contract, or does it not violate Shariah and can therefore be included?

If to find a similar case in figh, then it is in the ‘urbiin sale®. This sale contains a condition in which, if
the buyer rescinds the sale, the amount paid becomes the property of the seller regardless of whether
the seller has been harmed by the cancellation of the contract. Additionally, it does not matter wheth-
er the amount of ‘urbiin is higher than the amount required to alleviate the actual harm that befell
the seller.

Speaking of ‘urbiin, it is well known that the majority of jurists have prohibited ‘urbiin sales. (Abozaid,
2014). The reasoning behind their prohibition is that such sales represent earnings for the seller
without providing a countervalue, i.e., earning simply from a condition without giving a countervalue.
[tis incorrect for a condition to be the basis for earning. Some jurists added to their reasoning that the
time period in the contract of an ‘urbiin sale could be unknown. However, this issue does not relate
to ‘urbiin as earning from a condition; besides, and it can be overcome by specifying the time period.®®

(1) The Hanbalis are the most lenient in this regard. To them, permissibility is the original norm in regard to placing con-
ditions in contracts. See the different juristic positions on the matter in ‘Abdulldh b. Ahmad Ibn Qudama, al-Mughni,
(Beirut: Dar al-Fikr, 1404 H), 6/165; ‘Ala’ al-Din Al-Kasani, Bada'i’ al-Sana’i’, (Beirut: Dar al-Kutub al-‘Arabi, 1982),5/17;
Muhammad b. Ahmad Ibn Rushd, Bidaya al-Mujtahid wa Nihdya al-Mugqtasid, (Beirut: Dar al-Fikr, 1960), 2/121; Abu
Ishaq Al-Shirazi, al-Muhadhdhab, (Beirut: Dar al-Fikr, n.d), 1/268.

(2) ‘urbtin refers to a sale contract where the buyer pays a down payment that is regarded as part of the price if he chooses
to conclude the sale or is forfeited if he chooses to revoke the sale. See Muhammad Al-Sharbini, Mughni Al-Muhtaj ‘ila
Ma’rifa Ma’dni Alfaz al-Minhdj, (Beirut: Dar al-Fikr. 1995), 2/395; Muhammad ‘Arafa Al-Dasiiq1, Hashiya al-Dastqi Ala al-
Sharh al-Kabir li Ahmad al-Dardir, (Beirut: Dar Thya’ al-Kutub al-‘Arabiyya, n.d), 3/63, Mansir b. Yiinus Al-Buhiiti, Sharh
Muntaha Al-"Iradat, (Beirut: ‘Alam al-Kutub, 1996), 2/165.

(3) Itis also said that Ibn ‘Abbas and Al-Hasan al-Basri viewed the sale as unlawful. In Sunnah, there are two additional Had-
iths relating to ‘urbiin; one allows it, while the other prohibits it. However, both hadith are weak and cannot be used as
evidence. See ‘Abdullah b. Ahmad Ibn Qudama, al-Mughni, (Beirut: Dar al-Fikr, 1404 H), 6/331; Muhammad Al-Sharbinj,
Mughni Al-Muhtaj ‘ild Ma’rifa Ma’ani Alfaz al-Minhdj, (Beirut: Dar al-Fikr. 1995), 2/395; Muhammad ‘Arafa Al-Dasiqj,
Hashiya al-Dasiiqi Ala al-Sharh al-Kabir li Ahmad al-Dardir, (Beirut: Dar Thya’ al-Kutub al-‘Arabiyya, n.d), 3/63.
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By contrast, Imam ‘Ahmad b. Hanbal permits ‘urbiin. Similar stands are taken by Ibn Sirin and Sa‘d
b. al-Musayyib. They base their position on the actual occurrence of such sales, as it is reported that
“Nafi' b. ‘Abdul Harith bought a house to be used as a prison from Safwan b. Umayya for 4,000 dir-
hams; if ‘Umar is content with the deal, the sale is final; if ‘Umar is not content, then Safwan gets 4,000
dirhams”®

The OIC Figh Academy acknowledged ‘urbiin on the condition of its time period being determined.®
OIC Figh Academy also allowed penalty provisions in contracts “whereby the original obligation is
not a debt”, such as salam. However, it does not allow a penalty provision to include just any amount
that the contracting parties agree upon; only the actual financial harm that caused the emphatic loss
of earnings to the other contracting party may be included. This resolution places the burden of prov-
ing the absence of harm on the obliged side, i.e., the default position is of payment until the party
obliged by the condition proves the absence of financial harm or the loss of earnings. The resolution
also restricts the implementation of the penalty provision to the inability of the party obliged by the
condition to prove that the breach of the contract was due to a reason beyond his control.®)

It seems clear that the position permitting ‘urbiin sales implicitly contains the position that supports
the permissibility of earnings from a condition, i.e., the permissibility of earnings from a penalty
clause because the ‘urbiin can realize earnings for the seller, and these earnings come from a condi-
tion. The seller is the one who conditions it, and he is the one who determines the amount that the
buyer pays in ‘urbiin, which may achieve earnings for the seller. Hence, the position taken by the OIC
Figh Academy in the two issues (‘urbiin and the penalty clause) contains a degree of contradiction
because it permits ‘urbiin unconditionally and irrespective of the harm caused, but it restricts the
penalty provision to the amount of actual harm despite the fact that ‘urbiin is, in reality, nothing but
a penalty clause.

The more suitable position on the issue, which conforms with Shariah principles, is to deem the pen-

(1) Aba Bakr Abi Shayba, Musannaf Ibn Abi Shayba, ed. Mukhtar Ahmad al-Nadw1, (India: al-Dar al Salafiyya, 1980), 7/306,
no. 3252.

(2) See International Islamic Figh Academy Resolution No. 85 regarding ‘urbiin sale. It states that “down payment (‘urbiin)
sales are permissible if the time frame of the contract is set, and the down payment is considered as part of the selling
price if the purchase is carried through, and as the property of the seller if the buyer desists from buying”.

(3) See International Islamic Figh Academy Resolution No. 109 regarding a penalty clause. It reads: “Firstly: A Penalty Pro-
vision in legal terminology is a condition agreed to by the two parties of a contract as to how compensation stipulated
for one of them in case of default or delay from the part of the other can be assessed. Secondly: The Council confirms its
previous resolutions regarding Penalty Provision including the following: Its Resolution No. 85 (2/9) on Salam which
stipulates that ‘it is impermissible to include a Penalty Provision for delay of providing the commodity since a commod-
ity sold through Salam is a debt and it is impermissible to impose an additional charge for delayed repayment of debt.
Its Resolution No. 65 (3/7) on istisna‘ which stipulates that ‘It is permissible to include a penalty provision in the istisna‘
contract except for inevitable circumstances.’ Resolution No. 51 (2/6) on Installment Sale which stipulates that ‘When
the purchaser delays payment of due installments no additional charge should be imposed on him whether by virtue of
a predetermined condition or otherwise. Such a practice amounts to commitment of prohibited usury. Thirdly: It is per-
missible to include the Penalty Provision in the original contract or make it as a separate agreement that succeeds the
contract and precedes the occurrence of the anticipated loss. Fourthly: It is permissible to include a Penalty Provision
in all financial contracts except when the original commitment is a debt. Imposing a Penalty Provision in debt contracts
is usury in the strict sense. Consequently, it is permissible, for instance, to make a Penalty Provision on the contractor
in contractual agreements, the deliverer in delivery contracts and the manufacturer in istisna‘ contracts who fails to or
delay in meeting his commitments. Whereas it is impermissible, for instance, to make a Penalty Provision in Installment
Sale on a debtor who delays repayment of outstanding installments, whether due to insolvency or payment evasion. It
is also impermissible to impose such a provision in the istisna‘ contract on a purchaser who delays or fails to meet his
obligations. Fifthly: The loss that may be compensated includes actual financial loss incurred by the partner, any other
material loss and the certainly obtainable gain that he misses as a result of his partner’s default or delay. It does not
include moral losses. Sixthly: The Penalty Provision should become null and void when the concerned partner proves
that his failure to meet obligations was due to reasons that fall out of his control, or when he proves that no loss has been
incurred by his partner as a result of his breach of the contract”.
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alty clause a compensation for emphatic harm and not as a means for earning. Earnings must be
gained in return for a counter value, as the jurists state, whether that value is work or monetary
investment in legitimate ways. In fact, riba involves nothing but earnings from a condition without a
countervalue—hence its prohibition. Therefore, the penalty provision must be restricted to compen-
sation for the actual harm caused and must not be a reason for earnings. If the amount of harm cannot
be precisely calculated, it can be approximated. It is no secret that permitting a penalty provision
unconditionally without linking it to the actual loss opens the door to exploitation in contracts. The
stronger party can exploit the weaker party and dictate his own conditions, especially in modern so-
called contracts of subjection (‘uqiid idh‘an), where one of the parties has no choice but to accept the
contract as is, without having the power to adjust any clause.

Chapter Two: Applications

This chapter discusses different applications pertaining to penalty provisions and compensation in
Islamic financial contracts as follows.

Case One: The difference between istisna‘ and salam contracts in permitting penalty provi-
sions

A resolution passed by the OIC Figh Academy differentiates between istisna‘ and salam in regard to
the soundness of a penalty provision that stipulates material compensation for a delay in the deliv-
ery of the item being sold. Such a provision is permitted in istisnd‘ but not in salam contracts. This
position has been adopted by the AAOIFI Shariah Standards and is observed by some Islamic banks.
The penalty provision is not applied in salam, the reasoning being that the item being sold is a debt;
hence, the penalty provision is forbidden. Such provisions are permitted in istisna‘ on the basis that
the item being sold in istisna“is something that is worked on, i.e,, it is manufactured and is therefore
notconsideredadebt.!V

The text of the OIC Figh Academy resolution pertaining to istisna‘reads as follows: “it is permissible
for an istisnd‘ contract to contain a penalty provision that is agreed upon by the contracting parties
as long as there are no compelling circumstances”.® The text of the resolution pertaining to salam
reads as follows: “it is not permissible for a penalty provision for the delayed delivery of the salam
item (muslam fihi), because it represents a debt, and it is impermissible to condition an increment in
adebtduetodelay”.®

This distinction between istisna‘and salam invokes discussion from two perspectives:

First, the buyer in salam has to pay the whole price stipulated in the contract, while this is not nec-
essarily the case for the buyer in istisna‘. Thus, he is more deserving of the inclusion of the penalty
provision to guarantee his rights when compared with someone who pays only some or even none
of the price. Second, in both istisna“and salam, the items for sale are sold based on a description and

(1) AAOFI standard on Salam, paragraphs 5/7 reads: “It is not permitted to stipulate a penalty clause in respect of delay in
the delivery of al-muslam fihi (the object matter of sale). Reason is “The basis for not allowing penalty clauses in salam is
because al-muslam fihi is considered to be a debt; and it is not permitted to stipulate payment in excess of the principal
amount of debts”. However, according to AAOIFI standard on istisna’, “it is permissible for the contract of istisna“to in-
clude a fair penalty clause stipulating an agreed amount of money for compensating the ultimate purchaser adequately
if the manufacturer is late in delivering the subject-matter. Such compensation is permissible only if the delay is not
caused by intervening contingencies (force majeure). However, it is not permitted to stipulate a penalty clause against
the ultimate purchaser for default on payment” (7/6). The reason for this is that “the basis for the permissibility of a
penalty clause in an istisnd‘ contract is such that a clause is in the interest of the contract and because it is laid down in
respect to an obligation regarding items that must be produced and delivered in the future and not in respect to mone-
tary debt”. Appendix B.

(2) OIC Figh Academy Resolution No. 65 regarding the istisnd‘ contract.

(3) OIC Figh Academy Resolution No. 85 regarding salam and its contemporary applications.
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are a liability (mawstif bi al-dhimma), making them a real debt. Surprisingly, the Shariah Standards
recognize this in another place, thus creating a contradiction.®)

As a matter of fact, the item for sale in an istisna‘ sale is nonspecific (mu‘ayyan) and cannot be spe-
cific because it is nonexistent. In the case of istisna“ in property development, the specification of
the land on which the property will be built does not constitute specification of the actual item for
sale itself. Hence, istisna‘ and salam must be treated equally in this regard, as both are nonspecific
(mu‘ayyan). As for the issue of the item for sale in istisna‘being something that admits working upon,
this fact makes no difference in reality because it is known that the subject of the istisna’ contract is
the commodity and not the labor (the efforts of the manufacturer). There is no mention of the labor
in the contract, such that the manufacturer can bring the manufactured item ready from the market.
In addition, labor may also exist in salam contracts. If the buyer in istisna“is harmed by the delay, and
the labor required to produce the commodity is part of a reason for this delay, the same conditions
as in salam apply; the buyer in salam is harmed by a delayed delivery, which may be attributable to
the labor required to produce the salam item being sold. It is illogical to negate the permissibility of a
penalty provision in a contract to buy computers with particular specifications if the contract is for-
mulated as “salam”® while at the same time permitting a penalty provision in a contract for the same
computers if the contract is formulated as “istisna”, despite the fact that the item for sale is the same
(a debt) in both cases. This is a strange and illogical distinction and is a reversal of the maxim that
says, “Consideration in contracts goes to the objectives and meaning, not the terms and structures”.
Indeed, both contracts should be treated the same.

Case Two: Compensation for the harm caused by reneging on a promise in exchange contracts

One issue related to the penalty provision is that of placing a promise in certain banking and financial
transactions in order to oblige the client to give compensation when it is not possible to place a con-
dition of compensation in the contract. In murdabaha financing, for example, the Islamic bank is sup-
posed to sign the sale contract with the client only after the bank owns the commodity. To prevent the
risk of the client reneging on the purchase after the bank buys the commodity for cash from its owner,
the bank takes promise from the client to go ahead with the purchase after buying the commodity. If
the client reneges on her promise, she is obliged to pay compensation for failing to honor her prom-
ise, which has resulted in harm to the promisee. Contemporary ijtihad has permitted obliging the
promisor to compensate the promisee for the actual harm resulting from reneging on the promises
made in financial transactions. OIC Figh Academy also adopts this position.®

(1) The AAOIFI standards contradicted themselves when they recognized that the item for sale in istisna‘is a debt, so istisna“
is not valid on a specified commodity. An istisnd‘ contract involves a sale for future delivery based on a specification.
Therefore, if the items to be sold are specific, identified items, the transaction involves selling identified items that the
seller does not own, which is prohibited by the saying of the Prophet (pbuh): ‘Do not sell what you own not’ The items
to be manufactured or constructed do not yet exist and thus cannot be specific and identified. The nonexistent item is
to be produced and delivered later and thus it is a debt. However, when justifying the permissibility of penalty clause in
istisna’ contract, the standards mention that an istisna‘item is not a debt: “The basis for the permissibility of a penalty
clause in an istisna‘ contract is that such a clause is in the interest of the contract and because it is laid down in respect
to an obligation regarding items that must be produced and delivered in the future and not in respect to debt”, istisna“
Standard, Appendix B.

(2) In figh, any item that can be sold under istisnd‘ can also be sold under Salam.

(3) According to the International Islamic Figh Academy Resolution No. 40-41 (2/5 and 3/5) regarding fulfilling a promise
and murdbaha, “A promise (made unilaterally by the purchase orderer or the seller), is morally binding on the promisor,
unless there is a valid excuse. It is however legally binding if made conditional upon the fulfillment of an obligation, and
the promisee has already incurred expenses on the basis of such a promise. The binding nature of the promise means
that it should be either fulfilled or a compensation be paid for damages caused due to the unjustifiable non fulfilling of
the promise. 41: Mutual promise (involving two parties) is permissible in the case of murdbaha sale provided that the
option is given to one or both parties. Without such an option, it is not permissible, since in Murabaha sale, mutual and
binding promise is like an ordinary sale contract”.
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Case Three: The difference between murabaha and diminishing musharaka regarding com-
pensation for reneging on a purchase

Islamic banks receive compensation from a client who reneges on a murabaha sale. The fatwa permit-
ting this is based on the position of Malikis and those who agreed with them about a binding promise
if breaking it would cause material damage. The resulting compensation should equal the difference
between the cost that the bank incurred for acquiring the property and the amount that it receives
from selling the commodity or returning it to its previous owner; thus, the compensation equals to
theamountofactuallosses.)

By contrast, if the client and bank are partners in the commodity or assets in a diminishing partner-
ship,® some Islamic banks do not extract compensation if the client reneges on his promise to gradu-
ally buy the bank’s share of the item subject to their partnership. This is because such a commitment
to compensation amounts to one partner (the client) guaranteeing the capital of the other partner
(the bank). A partner guaranteeing the capital of another invalidates the partnership contract.

However, we see the distinction between the two transactions—murabaha and diminishing mushara-
ka—regarding the permissibility of compensation for reneging unjustifiable. What is the difference
between the bank paying the whole price of the commodity and paying 90% of its price or less that
would legitimate it receiving compensation for reneging in the first case but would not legitimate it in
the second case? The client’s contribution to some of the price of the asset in a partnership should not
prevent the bank from having the right to receive compensation for reneging if doing so is allowed
in essence. The partnership between the two parties is not a real partnership because the bank does
not actually participate with the client in profit sharing but provides the amount of financing with an
increment known in advance, which represents the bank’s profit from the financing operation.

Thus, it is necessary when passing the ruling to differentiate between two cases. In the first case, the
partnership is a real investment partnership in which both parties—the bank and the client—buy
investment assets with the aim of carrying out a joint investment with the understanding to gradually
sell the bank’s share to the client, and share in the realized profits at the end of the partnership. In
this partnership, both parties must agree on the profit ratio between them, and it is impermissible
for either partner to provide the other any form of guarantee of the capital or the expected profit. It is
also impermissible to specify in advance the price that the client will buy the bank’s portion for each
time. This partnership is known in Shariah legal terms as sharika al-‘aqd (a contractual partnership).

In the second case, the purchase of the joint asset is not made with the aim of making a joint invest-
ment and distribution of profits between both parties. Rather, the aim is for the bank to finance the
client to buy an asset or a commodity that she wants. This formula differs from that of the known Sha-
riah partnership, i.e., a contractual partnership (sharika al-‘aqd) due to the absence of the of invest-
ment intent of both contracting parties. The client seeks to use the liquidity available to him to pay for
a portion of the house/asset that he wants to acquire. The bank agrees to finance the purchase of the
house with him through a diminishing musharaka, whereby the client pays say 10% of the price of the
house, while the bank pays the rest; there is an agreement between them that the client will gradually
acquire the bank’s portion. This formula bears no relation to a normal investment partnership, as it
does not involve investment, nor is there any profit accrued from the financed asset. It is unreason-
able to consider this an investment partnership and to formulate the agreement’s rules accordingly.

[tis also unreasonable to include the ratio of profit distributed between the bank and the client in the

(1) This position is also taken by the AAOIFI. See the standard on murabaha, paragraph 2/5/4.

(2) A diminishing partnership refers to an agreement between the bank and client in which they jointly buy a house, for
example, and then the bank’s share is divided into parts and sold periodically to the client until the client becomes the
sole owner of the house.
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financing contracts on the basis of diminishing musharaka, since the contract is not an investment
contract that would generate a profit, and the bank agrees in advance to sell the client its share for a
specified amount. When considering the value of its share, the bank does not take into account the
change in the price of the asset in the market, which negates any intention of investing and the possi-
bility of there being an investment partnership (sharika al-‘aqd).

In fact, contracts must be classified according to the aim of the contracting parties and the essence
of the contract, not according to terminology and formalities. The essence of diminishing mushlra-
ka home financing is closer to murabaha®™ than to a partnership contract and does not differ from
murabaha apart from the fact that the client contributes to some of the original price and that the
bank’s portion is gradually sold to the client instead of all at once. These two considerations do not
make the operation a partnership contract.® Rather, the partnership between both parties is an own-
ership partnership (sharika al-milk) only, i.e., a partnership in the ownership of an asset or commod-
ity; therefore, it is necessary to permit in this joint ownership what is permitted in murdbaha regard-
ing compensation for reneging on the promise to purchase the bank’s share.

From another perspective, it is incumbent on the Islamic bank, in its capacity as a partner in owner-
ship, to take responsibility for its ownership liabilities, as every owner should, from the moment the
asset or commodity is bought to the moment the bank fully sells its share to the client and to not to
pass that responsibility on to the client. In fact, this, rather than the fulfillment of certain formalities
connected to financing, such as stipulating a ratio of profit distribution when there is no profit or no
aim to distribute profits at all, is what confers legitimacy to this financing formula and justifies the
bank’s profits.

Case Four: Compensation for a delay in installment payments

The issue of the buyer-debtor being delayed in making installment payments towards the overall
price is also related to the penalty provision and financial compensation for harm. The client may be
delayed in paying some installments according to the financing contract, which harms the creditor.

In this instance, the debtor is either considered insolvent (mu‘sir) and unable to repay the debt or
a procrastinator (mumatil). The jurisprudential ruling mentioned in the books of figh on the repay-
ment of debt is as follows:

If the debtor is insolvent, there is no difference in opinion regarding giving him respite, as per the
verse: “And if someone is in hardship, then [let there be] postponement until [a time of] ease”®.
Therefore, the insolvent person must be given additional time until he is able to pay.

If the debtor is procrastinating, he is required to pay and should also be punished, though there are
different opinions regarding the punishment, prison or public exposure (tashhir), based on the had-
ith: “who has money but does not pay, his honor and punishment are permissible”.®)

(1) Itis less complicated when the bank sells its entire share in one murabaha deal to the customer, but the bank may prefer
to sell its share gradually so that it can adjust the selling price according to the interest rate changes in the market.

(2) Diminishing mushdraka also involves leasing, as the bank leases its unsold share to the customer. This lease has two
benefits: it enables the client to benefit from the entire asset, and it provides flexibility for the financing bank to adjust
the variable rentals to match the market interest rate.

(3) The Holy Qur’an 2:280.

(4) The narrator of this Hadith is Al-Sharid b. Suwayd al-Thaqafi, and the Hadith is repored by Muhammad b. Ism&’il
al-Bukhari. Sahih Al-Bukhari, (Damascus: Dar al-‘Ulim, n.d.), 2/845; Sulayman b. al-Ash‘ath Abu Da'ud, Su-
nan Abi Da’id, (Beirut: Al-Maktaba al-‘Asriyya, 1984), 4/45, no. Hadith no 3628; Ahmad b. Shwayb Al-Na-
sa’l, Sunan Al-Nasa'l al-Kubrd, (Beirut: Dar Al-Kutub Al-Ilmiyya, 1991), 7/316, Hadith no. 4689; Muham-
mad b. Yazid Al-Qazwini, Sunan Ibn Majah. (Beirut: Dar Al-Kutub Al-llmiyya, n.d.), 2/811, Hadith no. 2427,
Ahmad Ibn Hanbal, Musnad Imam Ahmad, (Cairo: Mu’assasa al-Qurtuba, n.d), 7/117, Hadith no. 19473; Muhammad b.
‘Abdullah Al-Hakim, Al-Mustadrak ‘ala al-Sahihayn (Beirut: Dar al-Ma’rifa, 1986), 4/102.
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The jurists did not permit the creditor to demand that the procrastinator pay more money because
it would then turn into ribaq, as it would lead to an incremental increase in the debt in return for an
extension that occurred in the time period.®)

However, some Islamic banks have justified for themselves, through the fatwas of their Shariah super-
visors, receiving compensation from the client in case he delays in repaying the debt if his financial
health has been confirmed, i.e., he is proven to be a procrastinator. This compensation is determined
based on the forgone earnings whereby the client pays an average of what the bank would normally
earn in the delay period. The Shariah supervisors base this compensation on the principle of usur-
pation (ghasb), with the reasoning that the client has usurped the bank’s right to the money and its
profit. Hence, it is incumbent upon the client to return this money with the profit.?”

This reasoning (ijtihdd) is debatable because it supports the bank reaping earnings from debt, which
is the essence of riba. If the justification of the loss of earnings was sound, Islam would not have pro-
hibited riba or would have restricted its prohibition to certain cases. The bank must hedge its debts
by taking adequate credit risk guarantees and should not enforce higher payments on debtor clients
if they delay repayment.

Case Five: Enforcing penalties for a delay in payments that the financing bank does not benefit
from

Islamic banks tend to extract fines from their clients in case of defaulting on debt payments. The
bank deducts and keeps for itself an amount corresponding to the actual damages incurred due to a
delay in repayment, such as the cost of following up with clients to pay their debts, and then donates
the remaining amount to charitable causes. The aim of these fines is to make the debtor pay on time
and avoid procrastination, not to gain and keep compensation. This matter seems acceptable and
reasonable since, on the one hand, it does not involve riba, as the creditor (the bank) does not mate-
rially gain from it, and on the other hand, it is necessary for the banking business. If Islamic banks do
not do this, many of their clients would make late payments, causing the bank to lose its money and
the money of the depositors. However, it is necessary to restrict the permissibility of this action by
enforcing those fines only on procrastinators, not on those who are insolvent, because an insolvent
person deserves charity and zakat. It is improper to make him give to charity when he himself is in
need of it. However, it is procedurally possible to enforce a fine on every defaulter, but the money
should be returned to those who prove to be insolvent, and the proof of insolvency in order to have
the fine retracted rests on the client.

Case Six: Annulment of a nonperforming debt with another new debt

Some Islamic financial institutions have invented ways of dealing with nonperforming debts that
involve annulling a debt through another debt (faskh al-dayn bi al-dayn), i.e., restructuring the debt
with an additional amount. The bank buys an asset from the defaulting client for an immediate pay-
ment that represents the value of his debt or financial obligation towards the bank, with an agree-
ment to lease that asset as an ijarah ending-in-ownership; the total amount of the installments is
increased above the amount of the purchase. Hence, the bank achieves an annulment of the old debt
through a new increased debt, as the old debt is set off against the asset’s selling price, and the client
will have to pay the new debt as ijarah installments. This ijarah contract is a spurious contract, as the

(1) Shams al-Din Al-Ramli, Nihdya Al-Muhtaj ‘ila Sharh al-Minhaj, (Beirut: Dar al-Fikr, n.d), 4/323; ‘Ald’ al-Din Al-Kasani,
Bada’i*al-Sana’i’, (Beirut: Dar al-Kutub al-‘Arabi, 1982), 7/173; Muhammad b. Ahmad Ibn Juzayy, al-Qawanin al-Fighiyya,
(Beirut: Dar al-Kutub al-‘Tlmiyya, n.d), 313; Abdullah b. Ahmad Ibn Qudama, al-Mughni, (Beirut: Dar al-Fikr, 1404 H),
6/585

(2) ‘Umar ‘Abdulhalim, Abhath Nadwa Khutta al-Istithmar F1 al-Masarif al-Islamiyya, (Amman: Publisher, 1987), p.220.
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leased asset may not provide any benefit, and the bank does not bear responsibility for any of the
ownership liabilities as the new owner of that asset. Some banks instead use either tawarrugq or ‘ina
contracts with the same aim of annulling previous debts with new ones. In the case of tawarrug, the
bank sells an asset for 110k to the client (whose debt liability is, for example, 100k) and then sells it
on his behalf for 100k in the market, using the latter amount to settle the old liability and creating a
new debt with a 10k increase to compensate for the forgone profit. In the case of ‘ing, the bank sells
the client an asset for 110k and then buys it back for 100k, using the latter amount to settle the old
liability and creating a new debt with a 10k increase to compensate for the forgone profit.

In truth, using a sale or ijarah contract with the aim of restructuring debts or achieving for-profit cash
financing represents a misuse of these contracts and contradicts agreed-upon Shariah principles—
the prohibition of providing money to someone for a guaranteed profit, as occurs with a ribawi loan,
and the prohibition of annulling a debt with another debt.

Indeed, the real problem may be the willingness of some Islamic financial institutions to deal with
debts and profit-making instruments in the same ways as conventional banks. These institutions
fail to recognize that not every conventional product can be Islamized and that Islamizing the un-Is-
lamizable will produce nothing but a product that is alien to the Shariah, negating its objectives and
inheriting the harms that the rules of the Shariah are intended to prevent (Motlaqg, 2019).

Conclusion

This study shows that penalty or compensation provision in contracts is accepted as long as it is
within the framework of removing the actual harm done and not intended for gain, because gaining
merely by virtue of stipulation is forbidden in Islamic law. Ribd is in fact nothing but gaining through
stipulation. The study also points out that compensation should not include cases of default in debt
repayment and that an increase in debt in this case is unlawful regardless of the method used to
achieve it. The study also presents similar issues in contemporary ijtihad that have been treated dif-
ferently and different issues that have been treated in the same way, all in terms of the validity of
penalty or compensation provisions, as in the case of Salam and Istisna“ or the case of Murabaha and
diminishing Musharaka.

The paper also highlights the following important results:

« The principles of Shariah do not prohibit compensation for damage, but that compensation must be
in proportion to the damage actually suffered and not exceed it in such a way as to gain from it.

 Gaining merely by virtue of stipulation is prohibited in Islamic law, and allowing such gain contra-
dicts the prohibition of ribd, since ribd is, in essence, earning through stipulation, as nothing justifies
the increase in debt.

o If the compensation cannot be accurately estimated to be equal to the damage, there is nothing
wrong with imposing an estimated amount so that gains are not thought to have been made by the
compensated party.

 Salam contracts should be treated the same as Istisna‘ contracts in the contemporary consideration
of the issue of compensation for damage, because nothing justifies differentiating between them in
this regard.

Murabaha and diminishing Musharaka home financing should also be treated equally in terms of
the renunciation of purchases, as nothing suggests any substantial difference between them in that
regard.
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e The restructuring of debts by any means that leads to an increase in debt is prohibited by Shariah,
as it prohibits compensation for the damage caused by late payment of debts.
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