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primary sources. The realism principle is then explained from the outlook of Islamic 
finance and its implications, including the prohibition of Riba, are highlighted. This is 
due to the fact that interest-based financing is fundamentally detached from realism as 
the transaction does not generate wealth by its nature and content. The interest-based 
system has realism-associated serious issues since it is based on assumptions that debts 
are increment-generating and growable assets, which is not factual. This section also 
elucidates the difference between deferred-payment sale and interest-based financing 
and extrapolates on the rationale behind the permissibility of the former and               
prohibition of the latter, which again has to do with the realism principle. Ultimately, 
Islamic finance is also about debt-creation, which fulfills the realism concept, in 
contrast to interest-based financing which is debt-based financing. The principle of 
risk-taking in Islamic finance and the necessary conditions for earning legitimate 
returns are also deliberated in this section.

Trailing the Principle of Realism in Shari’ah and Its Primary Sources

The concept of realism can be traced back to Sayyid Qutb’s (1906-1966) writings 
Characteristics and Fundamentals of the Islamic Concept. Toth (2013), in his book 
(Sayyid Qutb - The Life and Legacy of a Radical Islamic Intellectual), states that 
Sayyid Qutb published a work on the Islamic concept (Characteristics and                      
Fundamentals of the Islamic Concept) in 1962 while he was still in Liman Tura prison. 
According to Toth (2013), many ideas present on the Islamic concept were developed 
over time by Sayyid Qutb since the mid-1940s, and published in several of his works. 

In his book Characteristics and Fundamentals of the Islamic Concept, Sayyid Qutb 
mentioned eight characteristics describing his own conceptualization of Islam, which 
are: (1) divinity (al-rabbaniyya), (2) stability (or permanence) (al-thabat), (3) unity 
(al-tawhid), (4) comprehensiveness (al-shumul), (5) faith (al-iman) and practice 
(al-‘amal), (6) balance (or moderation) (al-tawazun), (7) positive orientation (or 
optimism) (al-ijabiyya), and (8) realism (or truth) (al-waqi‘iyyah). 

According to Qutb (1991), the concept of realism (al-waqi‘iyyah               in Islam deals 
with objective realities whose existence is certain and whose effects are positive and 
concrete and mere abstract ideas or unattainable ideals that are not functional in the 
real world are not its concern. Qutb (1991) upholds that Islam is a realistic and           
practical system of life because Allah designed it to be implemented in human             
societies. He provided a number of Qur’anic verses to support the fact that Allah and 
His Attributes, the universe and human beings are not mere abstraction or hypothetical 
concepts but are real and manifested through the universe. For him, the Islamic 
concept of realism applies to the belief aspect (belief in Allah, creation of the universe, 
life and humanity) and the Islamic system aspect expressed in terms of the Shari’ah as 
rulings and  guidelines for real life behavior, actions and practices.
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In the perspective of characteristics of the Islamic economics and finance system, Kahf 
(ca. 2012) defines realism to mean the rulings of the Islamic law (Shari’ah) always 
stick to things as they exist in the real world, in their actual realistic forms as they 
actually take place in real life. He deliberates in several works that the principle of 
realism requires that all finance contracts in Islam must be based on actual real            
transactions in contrast to virtual, presumed or deemed ones. Kahf also argues that the 
Shari’ah does not allow making any assumptions about future incidents – Shari’ah 
rulings are not founded on the basis of assumptions nor do assumptions have any effect 
on Shari’ah rulings3. The Shari’ah only pays attention to facts and real-life events as 
they unfold and the origins of the concept of realism are found in the sources of 
Shari’ah (Qur’an and Sunnah). 

Kahf (ca. 2012) reminds that the Qur’an itself was revealed according to circumstanc-
es, incidents and events as they occurred in the life of Prophet Muhammad, pbuh, and 
the Muslim society over the twenty-three years of revelation. In fact, some verses of 
the Qur’an were revealed as answers and verdicts according to circumstances and 
incidents. There are many examples that can be cited and the Qur’an (25:33) mentions 
this in the following words: And they do not come to you with an argument except that 
We bring you the truth and the best explanation.

The Qur’an is not simply a code of laws with theoretical judgments but, the laws and 
instructions in it deal with actual events and matters. The Sunnah also provided 
answers on various incidents and occasions to guide Muslims. According to Kahf, the 
Sunnah contains several sayings of Prophet Muhammad, pbuh, whereby he prevented 
people from asking about assumed or hypothetical cases or details not provided in the 
revelation, some of which are found in the Nawawi Forty Sayings (e.g., Hadith 9, 12 
and 30).4  

According to Qutb (1991), the Islamic religion deals with the human being realistically 
with his own human characteristics, nature and distinctive features and cites several 
Quranic verses (e.g., the Qur’an 4:1; 49:13; 23:12-14). Similarly, Kahf (ca. 2012) 
affirms that the realism concept underlines all the Prophet’s Sayings dealing with the 
human nature (Fitrah) and actions. Prophet Muhammad, pbuh, always dealt with reali-
ty, actuality and facts while dealing with the Fitrah. He did not give attention to 
abstractions, imaginations, virtualities and fantasies.

Realism Principle in Islamic Business and Finance

In Islamic finance, the principle of realism means that all financing contracts must be 
founded on real, in contrast to presumed or deemed, transactions, exchanges or things 
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5. Ibid.
6. Narrated Anas bin Malik: "Allah's Apostle forbade the selling of fruits until they were ripe. The   
 Prophet, pbuh, added, 'It means that they become red.'" (Bukhari 1488)

and assets (Kahf, 2006b). This means that Islamic finance is asset-based and should 
always be asset-based. Any contract based on assumptions and/or fictitious                
transactions or exchanges are neither recognized nor permissible. Examples include 
interest-charging and indices-trading contracts [e.g., trading Dow Jones Industrial 
Average Index (DJIA); Nasdaq Composite Index; S&P/TSX Composite Index; FTSE 
100 Index and others]. The prohibition of trading indices is because the indices are 
calculations used to represent useful information about a market in general (or            
different types of securities) but do not represent any factual ownership of assets or 
shares. Conversely, it is allowed to own and trade units in an indexed fund because the 
index fund actually owns and trades shares of the companies represented in the index 
(Kahf, 2006a; Kahf, 2006b; Kahf, ca. 2006).

Realism, being one of the main characteristics of Islam itself, transcends across the 
various fields including the Islamic economic system. According to Kahf (ca. 2012), 
realism is present in the basic pillars of the Islamic economic system and Islamic 
business law. The Islamic economic system takes a realistic mid-way approach in 
recognizing both public and private ownerships in contrast to the two extreme            
economic systems of capitalism and communism. And the same kind of approach is 
taken in Islam in acknowledging that people are free to make economic decisions, 
transactions and business on all kinds of goods, assets and services within the            
boundaries of the law. The concept of realism is further elaborated in the perspective 
of Islamic business law through the use of examples from the legal theory of exchange, 
tort and liability theory and the financial theory.5  

In Islamic law theory of exchange, there are several conditions related to the object of 
sale which affects the validity of the sale contract. Apart from the subject matter being 
lawful in Shari’ah and carrying a lawful benefit, the asset should be one which can be 
delivered or handed over (such as goods, commodities, usufructs and publication 
rights). It is thus invalid in Shari’ah to sell runaway animals, fish in the sea or birds in 
the sky (unless the bird is a tamed one which will return back to its master), unborn 
animal fetus in the mother’s womb (if the mother is not part of the sale). Furthermore, 
the subject matter of sale should be owned by the seller to ensure that the assets are 
capable of being delivered factually. Similarly, the object of sale should exist at the 
time of sale. This is supported by the fact that the Prophet, pbuh, prohibited the sale of 
fruits on trees unless they are close to ripening.6 

In the same principle of realism, trading options would not be permissible in Shari’ah 
as they are simply mere assumptive things with no factual presence in form of assets, 
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goods or usufructs which would form a basis for any exchange contract. The OIC Fiqh 
Academy (Resolution No. 63/1/7 of 1992) issued a Shari’ah ruling that options are not 
permissible to be bought, owned, sold or traded because the object of the contract is 
not a sum of money, or a utility or financial right which can be recognized in Shari’ah.

The principle of realism is also featured in the OIC Fiqh Academy position in rejecting 
commodity futures as traded in regulated markets. This Shari’ah thinktank noted that 
the commodity futures’ contract does not stipulate that actual delivery and receipt of 
the merchandise will take place on maturity. Rather, it is commonly terminated by a 
reversed transaction. It also observed that in practice, this contract is predominantly 
used for mere speculative purposes as gains and losses are created by mere                  
combination of contractual relationships detached from the real market of goods and 
services. However, as explained by the OIC Fiqh Academy in its same Resolution, the 
Shari’ah requires that trading commodities should be real and purposive so that the 
transaction should be intended for itself. In other words, contracting for commodity 
future delivery would be permissible, with certain conditions, should the trade be 
structured to assure that physical delivery takes place on maturity date. 

Furthermore, the OIC Fiqh Academy, in the same Resolution, came to the conclusion 
that trading indices is prohibited since they are pure gambling and comprise of selling 
something fictitious which does not exist in reality. This is done after noting that an 
index is a figure  calculated according to a special statistical method and designed to 
indicate the size of variation in a given market. This means that trading indices 
amounts to trading purely fictitious and constructed numbers which represent nothing 
in terms of real assets, goods or services although an index is recognized as a useful 
informative tool disseminating indicative data and information about a market’s size 
and performance and is an appropriate benchmark for comparison between markets. 
This is again another expression of the realism principle.   

Similarly, realism is manifested in the compensation for contract breach. Contractual 
determination of compensation is only recognized in as much as it coincides with 
actual damage caused to the counter party as a result of breaching a contract. In other 
words, only the real and actual harm is compensated regardless of any consensually 
contracted prior assessment. This is apparent in fines for payment delinquency, failure 
to fulfill promises, failure to deliver purchased goods on stipulated dates or failure to 
make usufruct available to lessee, and the like.    

The realism principle is also visible in the Islamic tort theory where we find the focus 
is placed on the material injurer and amount of material injury only because of the 
impossibility of making a realistic non-assumptive monetary assessment of the value 
of emotional and psychological losses (Kahf, ca. 2012). It is worth noting that while 
such emotional and psychological injuries are not included in determination of tort 



19Journal of Islamic Economics, Banking and Finance, Vol-12, No. 3, July - September, 2016

monetary compensation, they are recognized as they exist in reality and made subject 
to penal action. The Shari’ah sets a system of punitive measures for emotional and 
psychological injuries.7  

In Islamic finance, realism is also found in the area of prohibition of Riba. The              
fundamental injustice associated with charging the debtor an extra amount above the 
loan principal is its violation of the principle of realism as the debt, which is an abstract 
property of the lender, does not generate increments and therefore, any claim of          
increments is a claim on properties belonging to the counter party, the debtor.             
Furthermore, the benefit derived by a borrower and the sacrifice of the lender in loan 
contracts is recognized in several Sayings of the Prophet Muhammad, pbuh,8 but 
because these benefits and sacrifices cannot be measured in real terms without 
assumptions, no material return can be assigned to the lender. Therefore, the Shari’ah 
considers loan-giving as an act of benevolence and charity for which reward for the 
lender is left to Allah. This is reflected in the Qur’an (2:281) where Allah, after             
prohibiting Riba and allowing lenders to collect their principal only, affirms that on 
judgement day everyone will be compensated for his actions and treated with justice.9 
This is elaborated in the following sub-section.

7. There are cases of Shari’ah criminalizing causing emotional and psychological damages to  
other persons. For instance, slanderous accusations of personal integrity or chastity are considered punish 
able offences and the Qur’an (24:4) categorically established a specific penalty for them called ‘hadd al 
qadhf                although estimation of a financial compensation for such emotional and physiological 
harm is not established because it cannot be pure of assumptions which violate the principle of realism.

8. There are a few Sayings regarding the virtue of lending money and rewarding lenders by Allah. For 
example: 
Narrated by Hudhaifa: I heard the Prophet, pbuh, saying, "Once a man died and was asked, 'What did you 
use to say (or do) (in your life time)?' He replied, 'I was a business man and used to give time to the rich 
to repay his debt and cut off part of the debt of the poor.' So he was forgiven (his sins.)" (Bukhari 2391). 
Also, Imam Ahmad (3911) and al Hakim (5040) reported from the narration of Ibn Mas’ud that the 
Prophet, pbuh, said: "Any Muslim who gives a loan to a Muslim twice will surely has (a reward) like its 
giving it as Sadaqah." Al Albani rated this Hadith as good.

9. "And fear a Day when you will be returned to Allah. Then every soul will be compensated for what it 
earned, and they will not be treated unjustly." (2:281)
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Realism and the Prohibition of Riba

The prohibition of Riba in Islam is undisputable and established by the Qur’an 
(2:275)10  whereby Allah allows sale11 but prohibits Riba. The theme of Riba continues 
in the next verse and Allah warns of the gravity of indulging in Riba transactions in 
verses 2:278-279 (notice of war from Allah and His Messenger). The Sunnah contains 
several reports that condemn Riba and consider it one of the great grave sins in Islam.12  
Although Riba literally means increment or increase, in Islamic finance, it is defined 
as any contractual increment in a loan or debt due to the time element (Kahf, 2006a). 
In other words, Riba is any increase/increment paid by a debtor to a creditor as           
compensation for providing a loan or extending the maturity of an existing debt. A 
debt, by its nature, is abstract and a mute/non-increment generating asset. The effect of 
a debt on the borrower and lender are either presumptive or cannot be measured        
without assumptions and because of this, interest has been defined in the Islamic        
jurisprudence literature as a material increment for an illusionary probable utility 
(Kahf, ca. 2012). 

The prohibition of Riba is then a manifestation of the principle of realism in Shari’ah 
which is clearly expressed in the axiom: one has entitlement to a return either by 
expending human services or by owning an asset which actually and factually              
produces a return (Kahf, 2014). Therefore, the Shari’ah stipulates that in finance, 
returns are justified only through ownership of an asset which actually produces          
increments and if one’s assets do not produce any increment, he/she cannot claim any 
entitlement to increments arising in other persons’ assets. Interest financing involves 
loan contracts based on the assumption that debts may generate increments, which is 
not true in reality and in fact. Furthermore, Kahf states that in debt-based financing the 
principles of private ownership are violated as one is given entitlement to increments 
arising in the property of others13.   

Therefore, we can summarize three main elements which fulfill the principle of 
realism and justify earnings in Islamic finance: (1) presence of an asset, (2) the asset 
should be increment-generating either by its own physical nature (e.g., usufruct as in 
leasable assets, utility as in consumable goods or increment-producing as in plants and 
domestic animals) or as a result of real market forces of supply and demand (e.g., 
marketable goods and services), and (3) ownership of the asset which generates           
increments. And, of course, investments and financing relationships should be morally 
sound and Shari’ah permissible. 

10.  "Those who take Riba cannot stand except as one stands who is being beaten by Satan into insanity. 
That is because they say, 'Sale is just like Riba'. But Allah has permitted sale and has forbidden Riba…"
11.  In Arabic language, the term 'al Bay'        means sale not trade as some translators mistakenly wrote.
12.  Bukhari 2766 and 6857.
13.  Ibid.
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Difference between Deferred-Payment Sale and Interest-based Financing 

The concept of Riba is defined in the Qur’an in verses (2:278-279; 30:39)14 which 
means that any addition to the principal amount of a loan or a debt will be considered 
as Riba. However, not all types of increments on the principal amount have been 
prohibited by the Qur’an. Mawdudi (1903-1979) contends that the Qur’an has            
prohibited only a particular kind of increment which is why the verse mentions al Riba 
with the definite article ‘al’ implying a known established practice at that time         
(Mawdudi, 2011).

Deferred-payment-sale financing at a price higher than the cash price is often confused 
with interest lending due to their similarity. The permissibility of deferred-payment 
sale is mentioned in the Qur’an in the quoted above verse No. 2:275. According to 
Kahf (2006a, 2006b), the Qur’an did not deny certain similarity between the two, but 
it made it clear that one is permitted and the other is prohibited which implies that there 
are substantial differences between them that justify this big difference in their rulings. 
The practice of lending money for an increment was a common transaction in pre-Is-
lamic Arabia and it was considered a form of business and trade. Mawdudi comments 
that this verse was revealed to clearly demarcate that there is a difference between an 
increase on the principal amount brought about by al Riba and an increase gained 
through business and trade by sale. Further, since the nature and practice of al Riba as 
well as its negative externalities were well-known at that time, the Qur’an did not 
elaborate on it and merely prohibited it in strict terms (Mawdudi, 2011). Kahf (2006a, 
2006b) added that permissibility of deferred-payment sale implies that the Shari’ah 
permits debt-creating finance as well as the increment in the sale price that is due to 
deferment of payment while it prohibits interest-based finance, which he called 
debt-based finance as well as any increment in it. 

Deferred-payment sale at a higher than cash price and interest financing are similar in 
the sense that in both transactions: the buyer obtains the assets at the time of contract 
but payment is deferred to a later date; the amount being paid by the buyer may be the 
same; the seller is compensated for the time span between the contract date (debt-    
creation date) and maturity of the debt. However, both are distinct: in interest                 
financing, the lender is contractually assigned increments through a condition in the 
loan contract which is merely a presumptive increment not backed by any utility               
created by the debt whereas deferred-payment sale involves a reward or compensation 
for the time value of the sold commodity as the buyer derives utility or benefits from 

14.  "…and give up what remains of interest… but if you repent, you take your principal…" (2:278-279) 
and "And whatever you give for interest to increase within the wealth of people will not increase with 
Allah…" (30:39)
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its use while deferring payment. This is a real value added. In contrast, debts do not 
have intrinsic utility and cannot create value added or generate increments while assets 
can generate utility on their own and create value (Kahf 2013).

Furthermore, the previous argument refutes any misconception that Islamic finance is 
against creation of debts and that avoiding debt-creation is an objective of the               
prohibition of Riba. This is supported by verse (2:282) which gives details about         
documentation and witnessing of debt-creating contracts. Such misconception is 
voiced by some writers who repeatedly claimed that Shari’ah has preference for equity 
financing over debt-creating financing. Chapra (2009) argues that a financial system 
may be able to promote justice if it fulfills the condition of sharing risk between the 
financier and the funds’ user so as not to shift the entire burden of losses to the              
entrepreneur. He adds that in order to fulfill this condition, it is required that both the 
financier and the entrepreneur equitably share profits and losses in satisfaction of one 
of the basic principles of Islamic finance which is: ‘No risk, no gain’. People should be 
prepared to share the risk if they wish to have a gain and ideally, Islamic finance             
institutions and banks should count more on profit-and-loss sharing in projects and 
ventures through Mudarabah and Musharakah than other modes of financing. Similarly, 
Yousri (2011) claims that reliance on equity financing would allocate available 
resources to activities that would generate highest returns to society and criticizes 
Islamic banks’ over-usage of Murabahah in their portfolio which is based on debt. 
According to Yousri (2011), Ibn Hanbal viewed trades which were based only on 
deferred-payment sales with distaste. 

As cited in Dusuki and Abozaid (2007), many of the early generation of Muslim       
economists including Sadr (1982), Siddiqi (1983, 1985), Ziauddin Ahmad (1984) and 
others favour equity-based instruments and some even argue that such instruments are 
the only principle representing the true spirit of the Islamic finance and banking 
system which differs significantly from interest-based financing. Although they do not 
fully negate all other Shari’ah permissible debt-creating contracts, these early writers 
emphasized an equity-based Islamic banking model and claimed that it better achieves 
socio-economic objectives of Shari’ah including social justice, economic                      
development, efficiency and stability (Abdul Rahman, 2007; Dusuki and Abozaid, 
2007). Usmani (1998) opines that Musharakah and Mudarabah are the real and ideal 
instruments of financing in Shari‘ah because any investment contributed on the basis 
of these two instruments is bound to be converted into goods/assets with intrinsic 
utility. Profits are then generated through the sale of these real goods/assets. He adds 
that Salam and Istisna’ contracts also create real goods. However, he claims that                
financial leases and Murabahah are not original modes of financing but are used as 
financing instruments subject to certain conditions, in sectors where Musharakah, 
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15.  This comparison between Salam and Istisna’ on one hand, and Murabahah and financial lease on the 
other looks kind of odd because of the following: 1) Salam and Istisna’ are sale, so is Murabahah, and sale 
does not create goods/assets but it rather transfers ownership of the same; 2) Salam and Istisna’ are simple 
sales while Murabahah is a complex transaction. An appropriate comparison may be between the second 
part of Murabahah which is the deferred-payment sale to the customer and Salam and Istisna’ or between 
compound Salam (Salam with Parallel Salam) and compound Istisna’ and Murabahah; and 3) simple 
Salam and simple Istisna’ could never be used in Islamic banks because these simple contracts require 
their parties to either produce goods or obtain goods and keep them until further transactions, a behavior 
that does not suit financial intermediaries. This is why in every instance Islamic financial intermediaries 
make use of Salam or Istisna’, they have to couple these contracts with parallel contracts exactly as they 
do in Murabahah to the purchase orderer.

16.  Creating projects requires venture capital to be associated with entrepreneurship which cannot be 
done through sale financing contracts. But sale finance can be useful for financing acquisition of 
machines, inventory and labor services by projects whether on the basis of short term or long term finance. 

Mudarabah, Salam or Istisna’ are not workable for some reasons.15  Although in his 
opinion, financial leasing and Murabahah are not ideal modes of financing, he 
confirms that these instruments are fully backed by assets and these financing modes 
are clearly distinguishable from interest-based finance.

However, the basic Shari’ah sources do not have any indication of preference for 
Musharakah/Mudarabah over sale or for risk taking which is implied in 
Musharakah/Mudarabah over guaranteed and possibly collaterized sale-price 
payment. Rather on the contrary, a general theme of risk management in wealth and 
financial affairs and risk aversion prevails through both Quranic verses (Agha and 
Sabirzyanov, 2015) and Sayings and practices of the Prophet, pbuh. It is apparent that 
debt-creating Islamic finance instruments fulfill the realism principle as much as              
equity-based instruments while assuring the satisfaction of Islamic financial                   
intermediaries’ needs for risk containment, exit from transactions and definite amounts 
of cash flow and profit/return. In fact, sale-based contracts and equity-based contracts 
serve different purposes and have different risk profiles to the extent that they cannot 
be thought of as one can be replaced by the other. For instance, sharing finance 
contracts are not suitable for financing acquisition of goods, assets and services by a 
client while sale financing contracts are not suitable for creating projects.16  

What risk taking is necessary in Islamic finance? 

It is imperative at this point to revisit the principle of risk-taking in Islamic finance 
since there seems to be a difference between jurists’ perception of risk and that of some 
Islamic finance practitioners. The latter refer to risk in the jargon of finance, while for 
Shari’ah scholars, risky contracts from the Islamic perspective are those which involve 
gharar and are accordingly not permissible (Elgari, 2003). The notion of risk taking is 
important in Islamic finance because it relates to ownership and liability which                
distinguishes between permissible and non-permissible income or returns. Agha & 
Sabirzyanov (2015) argue that one type of risk from the Islamic perspective, essential 
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risk, is inherent in all business transactions and its presence is necessary to reap           
associated returns or profits. In this context, they cited Ibn Taymiyyah:17 

Risk falls in two categories commercial risk, where one would buy a commodity in 
order to sell it for profit, and rely on Allah for that. This risk is necessary for 
merchants, and although one might occasionally lose, but this is the nature of                 
commerce. The other type of risk is that of gambling, which implies eating wealth for  
nothing.                              This is what Allah and His Messenger (pbuh) prohibited (Ibn 
Taymiyyah, circa 1328).

There are two famous maxims widely cited to explain the principle of liability and 
risk-taking which form a basis of Islamic business transactions: gain is per taking     
risk                  and return is per liability                           . These fundamental maxims 
imply utilisation of one’s asset and risks and liabilities are assumed through possession. 
According to Elgari (2003), al kharaj bi al dhaman deals with a special type of risk that 
is inherent in all commutative contracts and states that it is the risk of destruction of the 
item while in possession of its owner. Similarly, Kahf (2015)  mentions that the sole 
cause of earning in Islamic finance is ownership which implies its own risk because 
this type of risk is indigenous to the right of ownership and  exposes the owner to 
losses or liabilities of whatever may happen to the property. In any sale contract, the 
seller must bear all risks and responsibilities related to the commodity being sold as 
featured in complete ownership (milkiyyah tammah                  , including the risk of 
invisible defects and total or partial destruction, until the goods are sold and delivered 
to the buyer. It is only after the buyer takes possession of the goods that these                                                                                          
ownership risks are transferred from the seller to the buyer (Dusuki, 2012; Agha & 
Sabirzyanov, 2015).

In addition to ownership risk, market risk is usually associated with ownership of an 
asset and it can be of two types: price risk (risk of losses arising from movements in 
market prices of the owned goods) and liquidity risk (risk that the asset cannot be 
easily converted into cash without a loss of capital). In contrast to ownership risk, these 
two types of risk can be mitigated and eliminated as they are not essential for earning 
returns. The main difference here between sale-based contracts and equity-based 
contracts (Mudarabah and Musharakah) as they are used in Islamic financial                                                                                               
intermediary institutions is the kinds of risk inherent in these contacts. Sale-based 
contracts are very much less risky as the only inherent risk which is sufficient to justify 
returns is ownership risk whereas in Mudarabah and Musharakah, the finance provider 
is additionally exposed to price and liquidity risk. 

17.  Ibn Taymiyyah, A. (1996). Tafsir Ayat Ushkilat 'Ala Kathir Min Al-'Ulama. Riyadh: Maktabah 
Al-Rushd.
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easily converted into cash without a loss of capital). In contrast to ownership risk, these 
two types of risk can be mitigated and eliminated as they are not essential for earning 
returns. The main difference here between sale-based contracts and equity-based 
contracts (Mudarabah and Musharakah) as they are used in Islamic financial                                                                                               
intermediary institutions is the kinds of risk inherent in these contacts. Sale-based 
contracts are very much less risky as the only inherent risk which is sufficient to justify 
returns is ownership risk whereas in Mudarabah and Musharakah, the finance provider 
is additionally exposed to price and liquidity risk. 
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Financial intermediaries in Mudarabah and Musharakah contracts are exposed to very 
high total risk as they not only bear the risk of  (à la ownership) in proportion to their 
capital contribution, but they also bear price and liquidity risks of the project products 
as well as the moral hazard risk of the counter party. In this regards, Shodiq (2012) 
rationalizes that profit and loss modes are not free from application complications and 
are exposed to erosion of investments in case of losses. Al Harran (1993) identified 
some important reasons why Islamic banks do not engage in sharing contracts, 
namely: risk, difficult nature of investment and long-gestation period in receiving 
returns and problems of management.18 In contrast, sale-based contracts are much less 
risky and easier to manage in terms of contract execution, supervision and payments 
monitoring. Elgari (2003) recognized that Mudarabah and Musharakah contracts, in all 
their forms, uphold higher moral hazard risk because they depend on the trustworthiness 
of customers which impacts the achievement of the objectives and standards set for the 
investment. This is obviously in contrast with sale finance which can always be 
supported by guarantees, liens and collaterals. Furthermore, Shodiq (2012) observes 
that sale-based contracts shift most 

of the risk to the client whereas practicing Mudarabah and Musharakah financing 
exposes Islamic banks to additional types of risks such as financial risks, business 
risks, rate of return risks, equity investment risk and fiduciary risk. In Elgari’s opinion, 
the ability of sharing contracts in gathering all forms of risk and including them in the 
profit generated is an underlying distinctive feature. Therefore, the issue of using 
sale-based financing or equity-based financing is a customer-financing needs and 
market conditions decision rather than being a Shari’ah issue.

Section 2: Islamic finance instruments from the realism perspective

In this section, selected Islamic financial products are discussed from the realism 
perspective. The section starts by briefly introducing Islamic finance contracts and 
then discusses the compliance of some hybrid Islamic finance products with the 
realism principle and Maqasid al-Shari’ah. The application of the principle of realism 
in Islamic finance is deliberated with the support of specific Islamic financial products 
-Murabahah to the Purchase Orderer, Tawarruq and Bay al ‘Inah, Reversed                   
Murabahah, Musharakah, Mudarabah, Ijarah and Sukuk. Some of these products fulfill 
the realism condition while others (Tawarruq and Bay’ al ‘Inah) lack realism and the 
different stands adopted by the OIC Fiqh Academy and AAOIFI are deliberated.

From a historical perspective, Islamic finance contracts can be classified in two             
categories: (1) classical contracts, and (2) hybrid contracts. Classical contracts were 
known for centuries. They are derived from the practice of Prophet Muhammad, pbuh, 

18.  Cited in Shodiq, 2012.
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and the Muslim community in Madinah and provide the norms and standards for   
structuring any new contracts. On the other hand, hybrid contracts were developed 
over the past few decades to accommodate financial intermediation and are used in 
contemporary Islamic banking and finance (Kahf, 2006a; Kahf, 2006b). 

The condition of realism is pivotal in all classical finance contracts (such as                     
Mudarabah, Musharakah, sale on credit, Ijarah) as they were approved by Prophet 
Muhammad, pbuh. In other words, factual transactions and real, rather than assumed, 
value creation are apparent in the classical contracts. In sharing-based finance 
contracts, the pooled funds are used as capital to invest in real assets and properties, 
produce goods and services for sale and the return is the net value added factually 
realized after sale and after securing the principal back. In lease financing, the lessor 
by leasing owned non-consumable assets is entitled to rent which is the price of 
produced utility over time. In sale-based contracts, the seller must own the asset before 
selling it at a higher deferred price. In contrast, hybrid Islamic finance contracts such 
as Murabahah, Ijarah Mutahiyah Bittamlik and Istisna’ coupled with parallel Istisna’ 
are recently structured as an outcome of Islamic financial engineering. They are also 
value adding since they always require ownership of value-creating assets as a             
fundamental condition of entitlement to a return. Some of the hybrid products (e.g., 
Tawarruq and Bay al ‘Inah) 

have received criticisms from scholars regarding their dubious foundation and               
violation of some of the Islamic finance contracting conditions. These products are 
questioned on the ground of lacking adequate satisfaction of the realism principle in 
essence and therefore violating the objectives (Maqasid) of the prohibition of Riba.

Tawarruq, ‘Inah and Maqasid al Shari’ah
Islamic financial engineering has led to the development of several hybrid products in 
an attempt to suit customers’ needs and the requirements of the financial intermediation 
function of Islamic banks as well as the regulatory concerns regarding safety and 
liquidity of the banking system. Some of these products are deemed Shari’ah compliant 
such as Murabahah while others such as Tawarruq and Bay al ‘Inah are widely 
criticized as violating the objectives (Maqasid) of al Shari’ah. According to Kahf 
(2006b), if the objectives of the prohibition of Riba are not fully observed in a hybrid 
product or instrument, it may be simply a superficial cover up for what is actually not 
permissible; a matter which renders Islamic financing ineffective and inefficient in 
fulfilling its fundamental characteristics and objectives. He argues that although 
financing assets and commodities is generally permissible in Shari’ah and complies 
with its Maqasid, taking the condition of possession in a simple formal way is not 
sufficient in itself to realize the objective of a contract (although it is an indispensable
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condition for realism). Possession must be in reality purposive so as to imply its full 
meaning in achieving the Maqsad (objective) of acquisition of goods and services that 
is the aim of the transaction.

The purpose of meaningful sale and possession is to assure that acquiring the 
purchased commodity and/or service is in fact the objective of the finance transaction. 
This is necessary to prevent unproductive and vain transactions which are not meant 
for themselves and to ensure that the commodities/services traded reach a user in reality. 
This assurance is required in order to fulfill the general Shari’ah objective of the 
finance activities sector which is to help trade, consumers and businesses in facilitating 
the processes of production and exchange of goods and services. For instance, in 
Tawarruq, the purchase contract is not meant for fulfilling its own objective since the 
commodities traded do not reach an end user. Rather the purpose of the Tawarruq 
transaction is to provide liquidity to one party which in reality does not create any 
added value in society. It is merely a form of providing personal finance disguised in 
the name of sale which fulfills the formality of possession, in the sense that goods are 
traded, but does not fulfill the Maqasid of sale and of the prohibition of Riba because 
the sale and possession are not loaded with their own purposive meaning. This is the 
meaning of the condition mentioned by the Makkah Fiqh Academy in its 19th Session 
in 2007.19 

Dusuki and Abozaid (2007) also tried to explain the realism principle implicitly from 
a Maqasid perspective by acknowledging that a close scrutiny of some currently used 
Islamic financing instruments prove that they are not different from their conventional 
counterparts. Using the example of Bay al ‘Inah, they argued that some ‘Islamic’ 
finance instruments, although they look different in technicalities and legality, amount 
in essence to the same conventional instruments. Bay al ‘Inah may appear as a valid 
contract in form but in reality, it violates the Maqasid of the prohibition of Riba as both 
transactions of Riba and ‘Inah have exactly the same final outcome of exchanging 
liquid cash for a larger sum of future debt. Dusuki and Abozaid (2007) affirm that 
permissibility of a finance contract is based on the contractors’ real objective as 
revealed by the transaction’s structure. If the objective is true in a way that makes it 
really intended for acquisition of goods and services (i.e., fulfills the realism                         
principle), only then it is lawful or permissible. In other words, if the objective of a 
contact is genuine and the commodities or assets of the sale are intended for their own 

19.  Resolutions of Islamic Fiqh Council of the Muslim World League, 19th Session Makkah al Mukarra-
mah (November, 2007) - Resolution IV: Regarding Commodity Murabahah Used Instead of 
Interest-Earning Deposits. This transaction is exactly like al-‘Inah (which is forbidden) in Shari’ah in that 
the commodity being sold is not intended for its own self. It therefore has same ruling.
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use and the occurrence of two consecutive sale contracts was not pre-arranged from the 
beginning for another alien aim, then the transaction becomes lawful. However, in 
common practice of Bay al ‘Inah, the realism principle is not fulfilled as the                   
commodities are 

not intended for their own but the whole transaction is engineered as a vehicle to 
provide personal liquidity disguised by means of commodity sale contracts.

Application of Realism Principle in Islamic Finance 

Traditionally, banks are financial intermediaries which make money by charging    
interest on lending. As discussed above, such type of banking business is against the 
Shari’ah as it amounts to transferring wealth from debtors to creditors instead of             
creating added value in addition to being founded on the wrong assumption that debts 
are increment-generating assets. On the contrary, Islamic banks, which are also             
financial intermediaries, have come up with Shari’ah-compliant financing instruments 
which are simultaneously profitable simply by virtue of asset-ownership which makes 
them part of the production process as one of the internal components of this process. 
This is what makes an important difference and entitles the finance provider to take 
part of the cake distribution as a contributor in the wealth creating activities.

The classical financial contracts as described in ancient Fiqh treaties are rarely used in 
their pure form in modern Islamic financial intermediation although they make the 
foundation to develop hybrid Islamic finance contracts. For instance, the basic concept 
of Murabahah is known in the classical literature and is defined by AAOIFI (2010) as: 
selling a commodity at its declared purchase price plus a definite and agreed profit. 
But, if the same transaction is concluded with an Islamic financial intermediary                  
institution, it will require an order to purchase coupled by a prior promise to buy from 
a person desiring to acquire the goods, it then becomes a ‘banking Murabahah’, a 
hybrid composite transaction termed as Murabahah to the purchase orderer and often 
called just Murabahah. 

In what follows we will discuss how the principle of realism underlies Islamic finance 
with the help of specific financial products – Murabahah to the Purchase Orderer, 
Reversed Murabahah, Musharakah, Mudarabah, Ijarah and Sukuk. We will also have 
further comments on Tawarruq and Bay al ‘Inah.

(a) Murabahah to the Purchase Orderer (‘Murabahah’)

The usage and dominance of particular types of hybrid Islamic finance contracts is 
influenced by the preference of market players based upon market conditions and 
forces. Murabahah is one of the most commonly used products by Islamic banks              
globally. We will take the example of this product to illustrate the similarities and 
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differences which usually exist between Islamic finance products and conventional 
ones.

Conventional banks, in any loan transaction, would charge an interest rate (usually 
above the prime lending rate) over the principal amount of the loan to the debtor over 
a fixed period of time along with repayment of the principal loan amount. This              
increment amounts purely to Riba. As mentioned above, deferred-payment sale at a 
price higher than the cash price is permissible in Islam. Thus, such a transaction in 
Islamic banks would take the form of Murabahah whereby a client approaches the 
bank for financing, and the bank purchases the goods/assets, chosen by the client, with 
a prior promise from him/her to purchase it later on at a deferred higher price. Upon 
purchase and taking possession of the goods/assets, the Islamic bank will sell the 
goods/assets to the client at a pre-determined fixed mark-up which will be paid as per 
pre-agreed mutual terms and conditions. 

Although Murabahah and interest-based financing are distinct, several similarities 
exist between them as was mentioned above. However, we will point out the                              
similarities from a banking perspective. According to Garner (2013), Warde pointed 
out three common terms between the two: due diligence, credit assessments and using 
the asset as collateral and El-Gamal mentioned a fourth point which is that the profit 
rate charged by Islamic banks in Murabahah transactions is often equivalent to the 
interest rate charged by conventional banks in similar financing transactions. And a 
fifth point was added by Procter, who states that the bank will usually appoint the 
customer as its agent for the purpose of selecting, inspecting, ordering and taking 
possession of the goods.20 It may also be argued that Murabahah transactions resemble 
interest-based transactions as additional collateral and guarantees may be requested by 
the Islamic bank and penalties are levied in case of default. All these similarities may 
be confusing to some but we must realize that Shari’ah allows a creditor to take 
measures that protect his/her properties. With all these similarities, still one is                                  
permissible in Shari’ah (Murabahah) while the other (interest-based financing) is 
prohibited. 

The reason why Murabahah is permissible in Shari’ah is because of realism. This 
fundamental principle in Islamic finance is not observed in interest-based financing. 
Murabahah satisfies this principle as well as the Maqasid behind the prohibition of 
Riba. First, there is a real good or asset exchanged in the contract between the Islamic 
bank and the client. The Islamic bank does not sell the good or asset to the client               
without its prior acquisition. This transaction makes it a real-market transaction          
whereby the Islamic bank becomes a link in trading the good or asset. The debt is, thus, 

20.  Cited in Garner, 2013.
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created because of a trade contract and the Islamic bank, as owner of the good or asset 
has exposed itself to ownership risk, which justifies earning the return. Second, the 
goods are intended for their own sake by the client in a sense that makes the client an 
end user as far as the transaction is concerned. The role of the Islamic bank becomes 
to make it easy and accessible for the end user to have acquisition of desired goods and 
it does that by becoming owner of the asset then selling, i.e., becoming part of the 
wealth creation process. In contrast, there is no asset ownership in interest-based 
financing, and debt is a mute, non-value-generating asset which makes returns in        
interest-based financing not justifiable on grounds of realism or real increase of 
wealth. Furthermore, the good or asset being sold in Murabahah should exist at the 
time of transaction and there must be certainty of price (returns cannot be variable or 
undetermined), which is another element of realism.  

In addition, by sticking to realism, the size of Murabahah (and other tools except 
Tawarruq) financing in an economy cannot go beyond the size of real transactions. In 
contemporary fractional-reserve banking system, there are two types of money: 
currency originally issued by the central bank, and commercial bank deposits. The 
conventional banking system is built upon the concept of credit creation or money 
creation, whereby commercial banks create ‘new’ money through lending and                           
accepting deposits. Since conventional banks act as financial intermediaries, take 
deposits and give loans, an initial deposit can be expanded in the economy many times 
for a given reserve ratio (money multiplier) and banks keep trading debts and debts 
instruments between themselves and with the public.21  Therefore, irrespective of the 
value of goods and services in the market and the size of real transactions, bank debt 
trading increases the volume of financial assets in the system. According to Khurshid 
Ahmad, the contemporary capitalist society faces a major tragedy of ever-increasing 
delinking between the finance economy and the physical economy.22  He discerns that 
purely debt transactions are expanding and multiplying without being matched by a 
real flow of goods and services which result in fulfillment of human needs and com-
forts. In contrast, in Islamic finance, the principle of ownership risk and realism 
ensures that debts exchange and trade do not take place because debts in reality do not 
create increments and that any financial transaction executed is reflected on the real 
market for real exchange of goods and services. Lucrative and unproductive debt    

21.  This is not to claim that Islamic banking does not create credit and does not have a money multiplier 
as the latter is merely a matter of partial reserve requirement and bank openness to accept deposits and 
provide financing in their efforts of profit maximization, a matter which applies to both banking 
paradigms. But we can certainly say that in as much as debt trade creates deposits, conventional banks 
would also create credit by trading debts while Islamic banks would only create credit for real transactions 
of exchanging hands over goods and services in the real markets only.
22.  Cited in Mawdudi, 2011.
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transactions are discarded from the economy. And in Khurshid Ahmad’s words, the 
concept of Islamic economics is an appeal to reestablish the link between financial and 
physical dimensions of the economy.23 

Therefore, the Murabahah product is an example of a product which fulfills the realism 
principle and meets all Shari’ah requirements. As regards to the penalty levied by 
Islamic banks in case of default, this amount is used only as a tool to prevent abuse, to 
deter debtors from delinquency and to cover out-of-pocket expenses (real and genuine 
expenses incurred) not a means of earning a ‘time value of debt’. This is why Shari’ah 
requires that any excess of the fine over out-of-pocket expenses should be given to 
charity. This is again different from interest-based financing where the penalty is 
considered as part of the bank’s income. Thus it becomes simply an added interest for 
the additional time and loses touch with realism. Furthermore, the debt created from 
Murabahah is treated like all other debts which, by their nature, do not produce income 
or added value. Accordingly, these debts once created are not extendable,                             
exchangeable or tradable.

(b) Tawarruq and Bay al ‘Inah

Tawarruq  is defined by AAOIFI (2010) as the process of purchasing a commodity for 
a deferred price determined through Musawamah (Bargaining) or Murabahah 
(Mark-up Sale), and selling it to a third party for a spot price so as to obtain cash. 
AAOIFI also differentiated between Tawarruq and Bay al ‘Inah and states ‘Inah                 
refersto the process of purchasing the commodity for a deferred price, and selling it for 
a lower spot price to the same party from whom the commodity was purchased.

The two transactions are similar in the sense that: (1) in both cases, the debt (deferred 
price) is more than the amount of cash obtained (spot price), and (2) the transaction 
provides liquidity to the buying party against a deferred payment. The only difference 
between the two is that Tawarruq is a three-party transaction while in Bay al ‘Inah, 
only two parties are involved.24  

Kahf and Hamadi (2014) report that  colluded arrangements which hide Riba were 
discussed and outlawed by the OIC Fiqh Academy which resolved that: any pre-ar-
rangement that leads to Riba such as �Inah, and sale combined with loan is prohibited 
in Shari’ah (OIC Fiqh Academy Resolution 157 of the year 2006, Sessions 17 and 19). 
The prohibition of Bay al ‘Inah relates to lack of realism in the transaction (the sale 

23.  Ibid.
24.  If we consider the minute legalistics on which the proponents of Tawarruq rely, when Tawarruq is 
performed through regulated markets of metals and commodities, Tawarruq also becomes a transaction 
between two parties because all contracts, whether buy or sell, in these markets are always done with the 
markets, the counterparty in the transaction is hidden behind the market itself as each order is one sided 
only.
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contracts are not intended for exchanging the commodity but for the purpose of           
obtaining cash for a larger amount of future debt). It is common for people to buy 
goods and assets for consumption or trade. Very rarely do we find traders selling their 
goods at lower-than-the-purchase prices and, even when they do so because of               
unexpected market adversaries, it is not after an immediate purchase transaction. 
Under normal circumstances, traders may accept to sell at a lower price at some time 
in future if the market conditions change. But, the rationale is that no one buys a            
commodity with the purpose of reselling it immediately on spot for a lower price 
unless if one’s objective was not in reality to obtain the commodity but merely the cash 
resulting from the lower-priced resale. 

Bay al ‘Inah is practiced mostly by Islamic banks in Malaysia and Brunei as a tool to 
provide personal financing. Sometimes, the Bay al ‘Inah transaction takes another 
form; that of buying on spot and lease-to-own back. Kahf (ca 2006) states while most 
Shari’ah advisors do not approve of this financing contract as it is merely a cover up 
for interest lending, some claim it is a lesser evil when compared with interest lending. 
Some scholars therefore permit it in the case of paying off an interest-based loan. 
AAOIFI has approved of the buy and lease-to-own back transaction provided the lease 
contract is not conditional of the purchase contract and both contracts are signed             
independently, one from the other of each other (AAOIFI Shari’ah Standard No. 9, 
2010; Issued in 2002).

Would the same prohibition apply to Tawarruq? Or does adding a third party and         
introducing a regulated commodity market to the transaction make it permissible? 
Kahf and Hamadi (2014) argue that introducing a commodity as a mere intermediary 
vehicle in Tawarruq does not make it a real rational sale or trade and such behaviors are 
against the objective of Shari’ah (the objective of the purchase/sale transactions and 
the objective of Shari’ah in protection of property are both violated). Tawarruq is also 
considered prohibited by the OIC Fiqh Academy (Resolution No. 179 adopted in its 
19th session in 2009) as it is a practice that is used to obtain cash while incurring a 
higher debt and described it as pure Riba.

The transaction of Tawarruq has several implications, Kahf added (ca 2006). First of 
all, in Tawarruq transactions, the cost of financing is higher than in interest-based   
lending due to the presence of the brokers (the broker through whom the commodities 
were bought and the broker to whom it is sold for cash). Secondly, it disconnects the 
transaction from the real market because the commodities traded are not intended in 
the transaction and do not have an end user. The commodities are returned to the 
market without any signal to suppliers to replace them through production process. 
The third implication is that Tawarruq inflates the spot market with unreal transactions. 
He gave the example of a bank in Saudi Arabia in 2005 which used heavily the stocks 
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of a power company in Tawarruq and caused great volatility in the stock’s prices to the 
extent that the central bank, SAMA, was forced to intervene to stop Islamic banks from 
using stocks in Tawarruq. 

AAOIFI (AAOIFI Shari’ah Standard No. 30, 2010; Issued in 2006) differentiated 
between Tawarruq and Bay al ‘Inah and prohibits the latter but makes the former 
permissible. It provided the following argument for the permissibility of Tawarruq: 

 Differentiation between Tawarruq and ‘Inah with regard to permissibility and                
prohibition arises from the fact that, contrary to the former, the latter is a trick for           
practicing Riba. I’nah takes place between two parties who are in fact a borrower and 
a lender. The lender sells the commodity to the borrower for a deferred price and buys 
it back from him for a lesser price payable on spot. The majority of the fuqaha 
subscribe to the prohibition of ‘Inah and permissibility of Tawarruq, except Ibn         
Taymiyyah and Ibn Al Qayyim who consider Tawarruq as prohibited or worthy of 
aversion.

Permissibility of Tawarruq transactions that observe the Shari’ah provisions indicated 
in this Standard can be traced in the texts of the Quran and the Sunnah that permit sale 
transactions. It has also been confirmed by two resolutions issued respectively by the 
Islamic Fiqh Academy of the Muslim World League and the Standing Committee of 
the Supreme Board of Shari’ah Scholars of the Kingdom of Saudi Arabia (Fatwa No. 
19297), as well as the fatwas of several Shari’ah supervisory boards. Therefore,   
Tawarruq is an exit for avoiding Riba rather than a trick for performing it, as it is       
usually practiced by those who do not want to be involved in interest-based borrowing. 
It has been mentioned by Abdullah Ibn Al Mubarak that Sayida Ayisha (God bless her) 
practiced it. 

Although AAOIFI permits Tawarruq, it has laid down several conditions which should 
be respected for the transaction to be deemed Shari’ah-compliant. The conditions 
stipulated in Shari’ah Standard 30 to fulfill the realism principle are, namely: first, 
clearly identifying the commodity and providing a full description of the commodity 
(quantity and features) and the place of storage (Article 4/2-3); second, selling the 
commodity to a third party and ensuring the commodity does not return to its original 
seller either through mutual agreement, collusion or customary practice (Article 4/5); 
third, not linking together the contracts of purchase on deferred payment basis and sale 
on spot in such a way that the client loses his right of taking delivery of the commodity 
(Article 4/6); and fourth, restrictions on delegating the financing institution to sell on 
behalf of the client except in specific cases (Article 4/7-10). AAOIFI explained that the 
aim of these requirements is to prevent fictitious transactions (again realism issue) 
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while helping the client obtain cash and that in this respect, local goods are more 
suitable for Tawarruq as they give the client the possibility to take delivery of the goods 
if he wishes to do so (Shari’ah Standard 30). The explanations provided by AAOIFI for 
the requirement to provide detailed information about the goods are as follows:

The ruling, that the finance institution should provide detailed information about the 
commodity to the client, aims at preventing fictitious transactions and helping the 
client to obtain liquidity. Such requirement holds true whether the commodity in                 
question is goods, a car, company stocks, international goods, or local goods. The 
latter are more suitable for Tawarruq due to the easiness of ensuring their existence, 
and the chance available to the client to actually take delivery of them if he so desires.

The ruling that the financing institution should provide the client with a full                  
description or a sample of the commodity is to ensure that the latter’s act of purchasing 
the commodity is actual rather than fictitious.

AAOIFI (2010) has also established limits on the use of Tawarruq by clearly                   
specifying that this product is not a mode of investment or financing and it has been 
permitted when there is a need for it, subject to specific terms and conditions. The 
Standard (Shari’ah Standard 30, Article 5/1) further elaborates on this as follows:

 Therefore, the institutions should not use Tawarruq as a means of mobilizing 
liquidity for their operations, and exert no effort for fund mobilization through other 
modes such as Mudarabah, investment proxy, Sukuk, investment funds, and the like. 
The institution should resort to Tawarruq only when it faces the danger of a liquidity              
shortage that could interrupt the flow of its operations and cause losses for its clients.

Therefore, according to AAOIFI 2006 Standard, Tawarruq may be used only as a last 
resort in cases of dire necessity (Darurah) such as when an Islamic bank is making 
losses or facing a liquidity crisis and there is no other available option. This is               
consistent with the Fiqh maxim                                            (Necessity renders prohibited 
things permissible), but in cases of extreme crises, we can argue that bail-outs though 
interest-based government lending also becomes permissible, again refuting any          
genuine need for Tawarruq.  

However, in 2007, the Muslim World League Islamic Fiqh Academy reviewed its 2003 
decision and resolved that Tawarruq and the practice of using commodity Murabahah 
in the place of interest-earning deposits are prohibited. Further, in 2009, the OIC Fiqh 
Academy in Resolution 179 (19/5) came up with a similar decision after deliberating 
that Tawarruq transactions are considered as a collusion in order to get quick cash for 



35Journal of Islamic Economics, Banking and Finance, Vol- 12, No. 3, July - September, 2016

a debt with increment and contains Riba. As a result, Tawarruq (organised and 
reversed) was prohibited.25   

(c) Reversed Murabahah versus Tawarruq

Murabahah is an Islamic financing tool used by Islamic banks to provide finance to 
their clients. Reversed Murabahah is the opposite transaction whereby the Islamic 
bank becomes a finance user. In this case, the finance provider can be the central bank, 
another Islamic bank, a conventional bank or corporations or even individual                         
persons looking for secure and modest returns (Kahf, 2014). 

Kahf (2006b) explains that Reversed Murabahah can be a good source of funding for 
Islamic banks in addition to funds obtained on loan or Mudarabah bases. In this case, 
the Islamic bank would be the purchase orderer. If this tool is used only for purchase 
of goods for the bank’s own use, funding through this methodology will be limited 
because the needs of the Islamic bank are limited. However, if it is applied to the 
purchases of goods the Islamic bank needs to make as part of its own Murabahah 
financing to clients, it may be able to fund a considerable part of its operations. He also 
argues that the permissibility of Reversed Murabahah is the same as that of                       
Murabahah. In a Murabahah transaction, the Islamic bank (as a seller) is allowed to 
add a markup in the second sale transaction and sell to its clients. Likewise, it is also 
permissible for the Islamic bank to be a purchaser in such Murabahah transactions.

Based on the above argument, one may tend to say that if Tawarruq is considered 
permissible, Reversed Tawarruq should also be permissible and that the Islamic bank 
can be a seller or purchaser in such transactions. However, Kahf (2006b) differentiated 
between Reversed Murabahah and Tawarruq and states that the only differentiating 
factor is the realism or truthfulness property of the transaction. He emphasized the fact 
that Reversed Murabahah must fulfill the realism principle similar to the Murabahah 
transaction and that the purpose of the contract must be purposive transfer of            
ownership of goods from a supplier to a user who intends to acquire the goods for their 
own as a final user. The realism principle in Reversed Murabahah can be fulfilled in 
two ways: (1) either the Islamic bank purchases the goods or assets for its own use (a 
limited application); or (2) the Islamic bank purchases the goods or assets for its 
customers, whereby the goods or assets will be owned by the Islamic bank and then 

25.  Resolution 179 (19/5) Article 3: It is not permissible to execute both Tawarruq (organized and 
reversed) because collusion  occurs between the financier and the mustawriq, whether it is done explicitly 
or implicitly based on usual and customary practices, to obtain present immediate cash in exchange for a 
larger sum as financial obligation, it is Riba.)
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genuinely sold to customers through Murabahah or lease/purchase contracts. The latter 
genuine case is similar to the Islamic bank purchasing from any supplier with deferred 
payment and selling it to a client on deferred payment too. But, in both cases, the         
transaction is genuine and real as compared to Tawarruq where goods or assets are 
traded as a mere vehicle for the sake of obtaining cash. Tawarruq transactions lack the 
realism condition and although they look as commodity-based, they do not have any 
effect on the real market.

In several works, Kahf (e.g., Kahf 2006a, Kahf 2006b, Kahf 2014) contended that 
genuine Reversed Murabahah can be reformulated by adding a line of credit and a 
Wakalah contract to the transaction. The Islamic bank can also maintain two separate 
accounts: a demand deposit (current account) and a Reversed Murabahah deposit for 
the same fund provider. In this case, when the Islamic bank finances its Murabahah or 
lease/purchase clients, it can finance its purchases (the Islamic bank’s purchases of 
goods/assets it provides to its clients) from Reversed Murabahah funding by virtue of 
the Wakalah contract to purchase, on behalf of the funds provider. The Islamic bank 
will then transfer funds from the demand deposit account of the fund provider to its 
Reversed Murabahah account while upholding the realism principle. This transaction 
can be a source of funding for Islamic banks. In cases where some depositors like to 
avail of this facility, Islamic banks benefit from the spread between the two rates due 
to their financial intermediary function.26   

(d) Mudarabah and  Musharakah

Mudarabah and Musharakah are the two most commonly known sharing contracts in 
Islamic finance. Musharakah is an equity sharing contract whereby all partners share 
in the capital and management of the business. In contrast, Mudarabah is a special type 
of partnership whereby capital is from one party (Rabb al Mal) and management is 
from the other (Mudarib). Both have the same purpose of making profits. In                     
Mudarabah and Musharakah, as in any other form of sharing contracts, returns are not 
pre-determined but depend on the actual market conditions. 

26.  It should be noted that Reverse Murabahah can also be used as a fake transaction if there is no real 
exchange of goods or services, and instead, commodities exchange platforms are used to execute the 
transaction. In this case, the transaction would be similar to Reverse Tawarruq. The Islamic bank buys for 
the depositor commodities from the exchange platforms on spot, purchases them for deferred from the 
depositor and sells them back in the platform for spot. This transaction results in the bank owing the 
depositor a deferred amount against acquiring a smaller cash amount. It must be retained that the mere 
presence of assets does not fulfill the realism principle, but transactions must also be true and assets must 
be intended for their own sake by final users whether for consumption or for trade, not as a tool for obtain-
ing cash which will be used for other undisclosed objectives.
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Musharakah

In Musharakah, the principle of realism is apparent because partners own the capital 
which generates the profit and bears its risk. Also, the principle of realism appears in 
the profit itself as it is not permissible to guarantee any minimum returns or salaries to 
any partner, whether as a lump sum or a percentage. Furthermore, while profit distribu

tion ratio in Musharakah may be different than the capital contribution ratio to reward 
a partner for his managerial contribution, the managing partner cannot be assigned a 
fixed return because of the issues of hidden interest element, potential conflict of inter

est and disturbing the sharing principle should returns happen to be less or equal to the 
guaranteed return. These are issues which arise genuinely in practice. Similarly, it is 
not realistic to assign a lower percentage of profit to the managing partner as people 
either work on voluntary basis or for a reward. Kahf (2013) deliberates that it is not 
rational and not permissible in Shari’ah to give a negative compensation to a managing 
partner for the extra effort. The realism principle is also manifested in the condition 
that the manager in a Musharakah contract cannot be held liable for losses unless in 
case of negligence, abuse or breach of contract. 

All losses are shared in same capital contribution ratio. Even if any other loss                       
distribution ratio is consensually determined, the condition is void but the contract 
remains valid. This condition of sharing losses in same capital contribution ratio is also 
another application of the principle of realism because losses are merely a reduction of 
contributed capital. Since partners own shares of capital, it is realistic that losses 
should be in proportion to capital contribution. No partner should bear the loss arising 
in the property of other partners.

It is a Shari’ah requirement that Musharakah contracts include a time period of                
duration at the end of which a contractual exit is given to partners. In real life, partners 
may come together for particular projects and once the project is completed, they may 
no longer want to continue the partnership. This condition of a lifespan for the 
Musharakah contract is also founded on realism. A Musharakah contract can also be 
terminated at any time by any partner but he/she would be liable for any damage    
resulting from his/her doing so. This condition also reflects the realism principle. It is 
well established in Islamic Fiqh that although the Musharakah contract is binding on 
partners, it must not violate basic human rights of any partner by coercing him/her to 
keep own properties held within a partnership. However, since terminating one’s 
partnership by one’s will alone may cause losses or harms to other partners of the 
contract, the terminating partner should compensate others for any real damage caused 
by his/her own individual action; again reflecting real life situations. 
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The same is true for the management of Musharakah which can be done by a partner 
or more often, a third party through the Wakalah concept. The manager acting on 
Wakalah basis in Musharakah transactions can be dismissed anytime without actually 
terminating the contract. This is again a manifestation of the realism principle. In 
Musharakah, each partner has the right of participation in management which he/she 
gives up voluntarily when appointing a manager. But, again, the partner will be liable 
to compensate other partners in Musharakah if any damage is caused as a result of 
his/her action (Kahf 2013).

Yet another interesting expression of the principle of realism is seen in the way Islamic 
Fiqh looks at the property ownership in Musharakah. Usmani (1998) affirms that in 
Musharakah, as soon as partners mix up their capital in a joint pool, all the assets of the 
Musharakah become jointly owned by all of them according to the proportion of their 
respective investment. As a result, they can all benefit from the appreciation in the 
value of the assets, even if profit has not yet accrued through sale. This implies that a 
Musharakah contract does not transfer ownership of capital assigned by each partner 
to the partnership although the partnership is recognized as a legal entity which has 
rights of management and disposition of properties assigned to it while ownership of 
its net worth remains in the hand of the contributing partners. 

In the Sixth Shura Fiqh conference held in Kuwait Nov. 2015, a resolution was adopted 
regarding the Fiqh determination of the nature of shares of companies. The resolution 
stated that a share represents a common share in a company’s assets and therefore, the 
owner of the stock has direct ownership rights in such assets. These assets include: 
physical assets - whether real estate or personal - usufructs, and services of employees 
in the company, cash, debts, and the intellectual property rights such as trade name, 
license and the like.27 This decision is another expression of realism as the Shari’ah 
recognizes that shareholders earn by virtue of this ownership right. Similarly, the OIC 
Fiqh Academy (Resolution No. 63/1/7 of 1992) resolved that the object of the contract 
in the sale of shares is an unidentified common portion of the company assets and the 
share certificate is a document attesting to entitlement to the said portion. Therefore, 
the same logic applies to the assets in Musharakah and Mudarabah contracts.

The OIC Fiqh Academy (Resolution No. 196 (2/21) of 2013) also resolved that it is 
permissible to issue and negotiate Sukuk if ownership of the Sukuk comprises of 
administrative apparatus and economic activity which generates money and debts, as 
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it has independent Shari’ah and legal entity based on the principle of                               
dependency              . However, it clearly asserted that if debts and money are                 
isolated separate from real assets, benefits, administrative apparatus and principal 
economic activity that generate them, then it is not permissible to issue and negotiate 
Sukuk representing such debts and cash. This resolution infers to the important                
principle of realism. Realism is observed in the fact that debts and money cannot form 
a basis for profit-making sale on their own because in reality, by themselves they do 
not generate increments. When they are alone, the rules of money exchange (face value 
and hand for hand) and/or debt exchange (face value regardless of maturity) apply. But 
when they are: (1) integral part of a business enterprise, (2) they accrue as a result of 
its activities, and (3) they are traded with the enterprise itself, the market rule of trading 
at a market price applies.

Mudarabah

The realism principle is also present in the Mudarabah contract. It is a general rule that 
the profit distribution ratio must be pre-agreed by both parties and if the contract is 
silent on it, most schools of Fiqh agree that the contract is invalid and it transforms into 
an Ijarah contract.28   

The Mudarabah contract is genuine and realistic in the sense that the Mudarib is 
entitled to a share of profit in recognition of his actual managerial contribution but 
he/she does not share the losses. Realism is manifested in the principle that the                  
maximum loss suffered by the Mudarib is that he/she receives nothing and his/her 
labour went in vain producing no profit. This is because losses are a decrease in capital 
which in a Mudarabah contract is contributed solely by Rabb al Mal. The Mudarib is 
entitled to profits so long as the partnership makes a profit.

Similar to Musharakah contracts, profits or returns cannot be guaranteed to any partner 
in Mudarabah for the same reasons provided above. However, if the capital provider 
hires a manager, this is not Mudarabah anymore and the manager on basis of employ-
ment will earn a fixed income irrespective of the returns on investment. Kahf (ca 2012) 
added that the realism principle is reflected in the manager/owner relationship as it 

28.  Ibn Qudamah (circa 1223; cited in Ayub, 2007), asserts that any ambiguity or unknowability regard-
ing capital or profit sharing ratio renders the contract invalid. If a Mudarabah contract, for any reason, 
becomes invalid, all returns are for Rabb al Mal due to ownership rights (capital belongs to Rabb al Mal) 
and the Mudarib is paid the market wage rate of a manager with equivalent credentials or fair pay of the 
equivalent (ujratul mithl                     for his work irrespective of the outcome of the investments; profit/loss. 
The AAOIFI Shari’ah Standard No. 13 on Mudarabah rules that it is a requirement in Mudarabah contracts 
that the mechanism for profit distribution is clearly known in such ways that eliminate uncertainty and any 
probable disputes. But, in case the profit distribution ratio is not specified, AAOIFI (Shari’ah Standard 13, 
Article 8/4) gives preference to application of a usual and customary practice, but if there is none the 
contract is void and the Mudarib should receive a common market price for the kind and amount of 
services that he provided. 
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29.  Taqlib is a term often used in classical Islamic Fiqh literature. It is the process of transforming cash 
into goods/services then once again into cash (Kahf, 2013).

30. In this regards, AAOIFI stipulates: the lessor must accept responsibility for any defects of the leased 
asset which impair the intended use of the asset, and may not exclude his liability for any impairment that 
the leased asset may sustain, either by his own doing or as a result of events outside his control, which affect 
the benefits intended to be available under the Ijarah contract. (Article 5/1/5, Shari’ah Standard No. 9)

enables entrepreneurs to enter enterprises on profit-sharing basis or hired-labour basis 
because in real life, people have different risk appetites; some people are risk-takers 
who seek higher returns by sharing profit and some are risk-averse who prefer fixed 
income or salaries.

In both Mudarabah and Musharakah, capital can take different forms: cash, goods or 
inventories, or assets but it cannot be in the form of debt. The reason why money can 
be capital in sharing contracts while debt cannot is explained by the principle of 
realism. Cash in sharing contracts, is not itself used to generate profit but used by the 
manager to purchase assets, goods and other production inputs which are capable to 
create increments through investment or have utilities or usufructs of their own. Thus 
money produces factual increments only through transformation (Taqlib            In 
contrast, debts, whether in cash or in kind, are mute, non-increment generating assets 
which do not produce any utility on their own. The principle of realism is thus, upheld 
in prohibition of taking debts as principal because Taqlib does not apply to them and 
once collected they are no more debts. 

(e) Ijarah 

The word Ijarah lexically means to give something on rent (Usmani, 1998). In Islamic 
finance, Ijarah is selling the usufruct of an asset for a given price. The realism principle 
is expressed in Ijarah contracts in multiple ways. It is found in the condition that only 
durable assets may be leased. Non-durable assets such as money are not leasable 
because their utility is expended by giving them away in exchanges.

More important, realism appears in the respective responsibilities of the lessor and the 
lessee. Since the lessor is the owner, he is responsible to make the usufruct available to 
the lessee and bear all related cost and expenses such as major maintenance and              
insurance expenses required to maintain usability of the usufruct.30 In contrast, since 
the lessee is the user, he bears all operational expenses and their like in addition to the 
responsibility to keep the asset safe while under his/her hand and return it to the lessor 
in the same condition except for normal wear and tear. Moreover, unlike conventional 
financial leases, realism also implies that should the usufruct be non-available to the 
lessee for any reason outside his/her own doing, the lessee’s rental obligation is 
suspended for the entire period of lack of usufruct. This is because Ijarah is a sale 
contract in which the lessor is required to make usufruct available to the lessee     
(AAOIFI Shari’ah Standard No. 9, Sections 7/1/3-5).
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Realism is also reflected in the Shari’ah treatment of usufruct as a property of its own 
although it is different from physical tangible properties (Kahf, 2013). Accordingly, 
both the lessor and the lessee are completely free to undertake any transactions, each 
on own property, asset’s corpus and usufruct respectively, in application of the general 
principle of the owner’s authority over owned property. This is of course provided that 
no one infringes on the property of the other.

(f) Sukuk

Sukuk (plural of sak) is the Shari’ah compliant alternative to conventional bonds 
although the Sukuk concept is unique in its own. AAOIFI (2010) defines Sukuk as: 
certificates of equal value representing undivided shares in ownership of tangible 
assets, usufructs and/or services or in the ownership of particular projects or special 
investment activity (Shari’ah Standard No. 17). From the Shari’ah perspective, the 
realism principle is reflected in permitting only securitization of physical properties 
(goods, inventories, fixed assets), intangible and economic rights (patents, publication 
rights, trademarks, etc.), usufructs and services and bundles or a package of assets/ 
liabilities mix (e.g., a business or an investment project) including money and debts 
provided they are related to and integral component of the mix itself. 

Bonds are not Shari’ah compliant because the realism principle is not observed. Bonds 
are simply debts issued by corporations and governments. Bondholders are entitled to 
a fixed or variable interest which itself is a claimed increment of debt. Bonds do not 
represent real market goods and services which have intrinsic utility in real life. 
Conversely, Sukuk represent the investment of Sukuk holders in projects or assets for 
their acquisition for which funding is required. Since Islamic securitization is a mere 
representation of assets in financial forms (Kahf, ca 2006), the Shari’ah is realistic then 
to apply the rules that are appropriate to the transactions of the underlying properties 
(assets, usufructs, services or bundles) to the securities representing them31. In other 
words, in Sukuk, the realism principle is upheld and the Shari’ah principles governing 
tradability of Sukuk certificates are those related to sale of goods/assets which they 
represent. For instance, if an airline company needs to renew its fleet of aircrafts, it can 
issue an Ijarah Sukuk and the money raised will be used to purchase them. Each Sak 
will then represent a proportion of ownership of the acquired airplanes and the                

31.  A similar conception applies to shares. Shares are financial securities representing ownership rights 
in a company, and shareholders as owners of the company own the total assets in proportion to their share 
capital contribution. Shares from an Islamic perspective fulfill the realism principle in the sense that they 
are treated in relation to the assets they represent and since the components of these assets are always 
changing, it becomes unlawful to trade them via any contract requiring future delivery. Any deferred 
delivery sale of shares is not permissible because the components of what is purchased today are not the 
same as the components of what is delivered in future, although in finance markets, sale with future 
delivery and lending of shares are practiced. The fact remains that shares represent bundles of assets/-
goods in a company.
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company leases them from the Sukuk holders and buys them either gradually or at the 
end of the lease period. The Sukuk holders are then entitled to the periodic rental 
payments and a predetermined value on maturity. Moreover, since the Sukuk 
represents an existing tradable asset, they can be traded on the secondary market. 

Depending on the Sukuk structure, Sukuk provide different degree of liquidity and 
tradability. For example, in a hybrid Istisna’/Ijarah Sukuk where the asset will be 
constructed from the proceeds of the Sukuk, the Sukuk has limited tradability, i.e., they 
cannot be traded on the secondary market until the asset actually exists,32 again                          
reflecting the realism principle since before completion, usufruct would not be                
available and with that rent is not earned. 

Section 3: Exceptions to the rule

This last section deals with exceptions to the realism principle. As mentioned above, 
realism is one of the fundamental characteristics of Islam and a Shari’ah condition 
governing Islamic financial contracts. However, this rule was partially relaxed in 
certain exceptional circumstances during the time of the Prophet, pbuh, and some 
transactions were considered valid and permissible such as Salam. Another Islamic 
finance instrument, namely Istisna’ is also permissible.33 The permissibility of these 
transactions and contracts rests upon the principle of accommodating real econo-social 
needs which itself is another expression of the principle of realism. Salam sale and 
Istisna’ sale are kinds of transactions that human association needs in the process of 
fulfilling economic needs and people actually practice in real life for real objectives. 
While permitted, these transactions are surrounded with a set of conditions that assure 
their sticking to the realism principle and prevent their conversion into non-factual 
purely financial activities. 

It has already been established that for the validity of any sale contract in Shari’ah in 
general and in Islamic finance in specific, three basic conditions should be fulfilled: 
first, the asset must exist; second, the seller should have acquired ownership of that 
asset; and third, the asset should be in the possession of the seller in such a way that 

32.  Ibid.
33.  All schools of Fiqh deem Salam and Istisna’ sales as a necessary relaxation or exception. However, 
the opinion of Ibn Taymiyyah and his disciple Ibn al Qayyim is that they are not an exception to the gener-
al rule because they are made permissible by the Prophet, pbuh, himself. They consider them as self-con-
tained, independent contracts which establish a rule by themselves. And, since it is permissible to defer 
payment of the price in any sale transaction, it also becomes permissible to postpone delivery of the sale 
object.  Dusuki and Abozaid (2008) added that Ibn Taymiyyah and Ibn al Qayyim interpreted the same 
texts to suggest prohibition of selling things that the seller most probably will not be able to deliver. They 
argued that what was prohibited is sale with excessive risk and uncertainty (gharar), where the object may 
be undeliverable, whether it exists or not (e.g. a runaway horse or camel). 
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makes the seller able to give delivery.34 There is consensus that sale of anything that is 
not owned is invalid which may take two different forms: either, the object of the 
contract may be non-existent at the time of contracting, or its existence or deliverability 
may be subject to uncertainty (gharar) – for instance selling fish in the sea or milk in 
the udder, etc. (al Zuhayli, 1997; cited in Zaabi, 2010). 

The permissibility of Salam (sale with deferred delivery) and Istisna’ (sale of 
to-be-manufactured or constructed goods) is mentioned in several Sayings of the 
Prophet, pbuh.35 It is important to note that in these types of sale, although the             
commodity or asset does not exist at the time of contract, they are sales based on full 
descriptions and specifications and all conditions and elements are incorporated to 
ensure the seller can actually deliver the commodity or asset on the specified future 
date and that the buyer cannot make benefit of this contract before he actually and 
physically takes possession of the goods that are the object of the sale. In these sale 
contracts, a debt-in-kind is created and the seller has to deliver goods or assets in the 
future. Therefore, they still reflect the realism principle since they are not vain                 
(‘Abath ) transactions and the commodity/asset must actually reach an end user. In a 
sense, these contracts are permissible because of realism too, i.e., real life has situa-
tions in which these are necessary and part of real life activity. For instance, the very 
contract of Salam was widely used in ancient times in agriculture, and even the Arabs 
in Madinah and other farming oases practiced this type of sale (Kahf, 2013) because 
farmers required financing for inputs and for their own sustenance until the harvest. 
The Prophet, pbuh added refinements to the Salam practice in order to make it precise 
and facili tate its execution. 

Similarly, the Istisna’ sale contract serves a real purpose in the manufacturing and 
construction industry, as it aims at providing upfront or piecemeal financing to the 
manufacturer to enable him to fund procurement of inputs. The Istisna’ contract is 
supported by the actions of the Prophet, pbuh. On one occasion he asked a carpenter to 
construct a mosque Minbar (stand or podium), and on another time, a jeweler was 

34.  This is based on the Hadith narrated that Hakim bin Hizam said: 'O Messenger of Allah, a man is 
asking me to sell him something that I do not possess; Shall I sell it to him?' He said: 'Do not sell what is 
not with you.                                              (Abu Dawud 3503; Ibn Majah 2271). In another Hadith also narrated 
by Hakim bin Hizam who said: "I bought some food and made a profit on it (by selling it) before I took 
possession of it. I came to the Messenger of Allah and told him about that and he said: 'Do not sell it until 
you take (actual) possession of it                                                                             (Al Nasa'i 4603).
35.  Narrated Ibn `Abbas: "Whoever pays in advance (the price for future) delivered, he should pay it for a 
specified measure, a specified weight and for a specified maturity                                                                           

                                                          (Bukhari 2240). This Hadith is reported in similar wording by Muslim 1604a 
& 1604b; Abu Dawud 3463; Ibn Majah 2366; and al Nasa'i 4616.



44 The principle of Realism in Islamic finance

asked to make a silver ring with the Prophet’s name embossed on it to be used as seal 
on official letters.36  

In these kinds of sale contracts,37 the asset does not exist at the time of contract, and 
therefore, they come with certain strict conditions and requirements to ensure that 
delivery factually takes place in the future. In the case of Salam, one of the conditions 
is that the price (the contract’s amount) is paid in full at the time of contract to avoid 
the prohibited transaction of trading one debt for another debt. In al Mughni, Ibn 
Qudamah explained: that is because the [to-be-] delivered item is a debt, and if the 
price was [also] a debt this would result in a debt-for-debt transaction, which is          
prohibited (cited in Zaabi, 2010). Moreover, in Salam, the goods or assets sold must be 
of standardized nature which makes them easily obtainable in the market in case the 
obligor failed to produce them himself on the delivery date. In the case of Istisna’, the 
goods or assets to be manufactured or constructed for future delivery should be fully 
described including all the technical attributes (kind, quantity, size, etc.) and such 
contracts are normally used in real life situations such as when hiring a builder to 
construct a house or building, hiring a cabinetmaker to make furniture, etc. These 
contracts are not fake, abstract or intended for any other objective than their own. 
Therefore, these contracts are still permissible because of the inherent realism                
characteristic. On the other hand, Shari’ah made all conditions in these sale                   
relationships to render the transaction real and avoid its becoming only exchange of 
paper or pure financial obligations.

More important is the fact that when these contracts are used for finance purpose, no 
return can be realized from them before actual possession. For instance, in the case of 
Salam finance, the goods financed cannot be sold before delivery, i.e., the Islamic bank 
cannot execute a purchase transaction with a client and a simultaneous sale of same 
goods with another until the goods are delivered under the first contract. In parallel 

36.  Narrated Sahl: The Prophet (pbuh) sent for a woman from the emigrants and she had a slave who was 
a carpenter. The Prophet said to her "Order your slave to prepare the wood (pieces) for the Minbar." So, 
she ordered her slave who went and cut the wood from the tamarisk and prepared the pulpit, for the Proph-
et. When he finished the pulpit, the woman informed the Prophet, pbuh, that it had been finished. The 
Prophet, pbuh, asked her to send that pulpit to him, so they brought it. The Prophet, pbuh, lifted it and 
placed it at the place in which you see now." (Bukhari 2569)
Narrated Anas: When the Prophet, pbuh, intended to write a letter to the ruler of the Byzantines, he was 
told that those people did not read any letter unless it was stamped with a seal. So, the Prophet, pbuh, got 
a silver ring - as if I were just looking at its white glitter on his hand - and embossed on it the words 
"Muhammad, Apostle of Allah". (Bukhari 2938)
37.  In the same way, Ijarah contracts can be executed for leased assets that do not exist at the time of 
contract, but will be there in the future. It is called as Ijarah mawsufah bi al dhimmah (Ijarah described as 
debt), which means that the Ijarah contract is signed based on description of the asset and the usufruct 
(Kahf, 2015). However, in application of the realism principle, rent can only be deserved upon the 
physical existence of the usufruct and making it available to the lessee. 
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Salam, the two contracts are completely independent, one from the other, and the 
rights and obligations of the first contract are independent of the rights and obligations 
of the parallel contract. The Islamic bank does not sell goods that are still a debt of the 
seller of first Salam and it cannot deserve a return until it actually takes delivery of the 
first Salam’s goods and actually give delivery to the parallel Salam purchaser. 
Although, the Islamic bank can obtain a unilateral promise to purchase from a third 
party, the two contracts cannot be tied up such that the performance of one is contin-
gent on the other. The same rule applies in parallel Istisna’. In other words, earnings 
cannot be realized in finance contracts unless after actual possession and this is realism 
again.

Conclusion

Islam is a realistic and practical religion which deals with realities and concrete facts 
as they are on the ground; it shuns abstractions and unattainable and dysfunctional 
ideals across all spheres, including Islamic economics and finance. This paper is an 
attempt to present the principle of realism in Shari’ah and discuss its implications in 
Islamic finance. The prohibition of Riba is founded on realism because interest-based 
financing is based upon assumptions and abstract notions. The application of realism 
in Islamic finance is also discussed through several other examples. Although the 
presence of an asset is one of the basic conditions in Islamic finance, alone it is not 
sufficient to fulfill the realism principle. For any business transaction or finance 
contract (a relationship that aims at making profit or return) to satisfy the realism 
principle as set forth in the Shari’ah, three requirements should be fulfilled: first, the 
asset by its nature should be able to generate increments; second, the contract should 
be genuinely used for what it is and transactions must be true; and third, returns should 
be factually produced. The co-existence of these elements in contracts and transactions 
is in line with the realism principle and makes them valid, moral and ethical.                 
Therefore, the mere fulfillment of the presence of an asset or commodity in contracts 
such as Bay al ‘Inah and Tawarruq does not meet the realism conditions and therefore 
such arrangements are not Shari’ah-compliant. In contrast, although the asset is non-                  
existing at the time of finance provision in certain types of sales, they remain valid and 
permissible as they still conform to the Maqasid of dealing with real life needs and 
surrounded with conditions that line them up within the principle of realism as it is 
evident in the condition of deserving return only after possession in parallel Salam and 
parallel Istisna’ which make them truely represent actual genuine transactions. The key 
to legitimate Islamic financial engineering would then not be to superficially fulfill the 
form of a contract but to meet the requirements of the Shari’ah in form and substance 
and observe the Maqasid behind its rulings.
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