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In the rame af the Alak, The ga/mf/ba/(f, The /%/Wf«/

This fatwa seeks to clarify the shari‘a perspective on the permissibility of pensions; both personal pensions as
well as occupational pensions (defined income as well as defined contribution).

Given the complexity of the area, the paper looks firstly at some pertinent shari ‘a issues. These relate to:
1. Employment law
2. The potential of gharar (gross uncertainty) in contract clauses
3. The central issue of ownership of a pension without possession.

Having dealt with these prerequisite issues, this document opines on the permissibility of pensions.

The fatwa concludes that, whilst strict analogy would require that defined income pensions are deemed to be
impermissible on account of the inherent uncertainty involved, ! juristic preference (istilisan) allows them to be
deemed permissible due to prevalent practice and the absence of dispute amongst the parties.2 Defined
contribution pensions can also be deemed to be permissible if the underlying investments are sharia
compliant. The fatwa also addresses the permissibility of annuities and other alternatives.

The fatwa then concludes with some suggestions to pension providers and regulators on how to amend existing
pension schemes and regulations so as to achieve a pension contract which would be entirely valid -sahih from
a shari ‘a perspective.

Contract of Employment

A contract of employment is a form of ijara [ijara al- ‘amal - lit. lease of labour]. The primary cornerstone (rukn) of
ijara is verbal offer and acceptance indicating the same.?

An ijara contract maybe either valid (sahih), void (batil), or defective (fasid). A valid ijara contract is that which is
legal in both its fundamental and ancillary components. A defective ijira contract is that which is fundamentally
legally sound but that has a forbidden characteristic, such as the absence of sufficient clarity, or an incongruse
condition. A void ijdara contract is that which is illegal in its fundamental and ancillary characteristics, such as that
which is contracted for a purpose that does not have legal sanction, such as a contract to make statues, or that is in
return for an unlawful consideration, such as carrion or blood.4

The effect of a defective ijara contract is that it necessitates fair monetary remuneration (ajr al-mithl), i.e., the
aggregate market rate, as opposed to the agreed remuneration (al-ajr al-musamma) unless the agreed remuneration
is the lesser of the two. Such remuneration is also ritually pure (fayyib) for the employee. A void ijara contract does
not earn any remuneration.’

Previous versions of this paper first published in 2008 concluded, in accordance with strict analogy that, due to the inherent
uncertainty involved, defined income pensions are impermissible and the pension holder incurs sin, even if the income itself
can sometimes be deemed to be ritually pure (tayyib). The rationale to this conclusion has also been explained in this earlier
paper.
2 Recourse to juristic preference has been made further to the author raising the matter around two years ago in a private
discussion with Muftt Muhammad Taqi ‘Usmani, who concurred that prevalent practice and the absence of dispute amongst
the parties allowed such recourse. Since then Al-Qalam has been advising correspondents that defined income schemes are
permissible, although amendments to the previous paper have been made just now.
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One of the conditions for a valid ijara contract is that the remuneration for the labour must be known property of
value. The basis of this condition is the Hadith: "Whoever hires a labourer should inform him of his remuneration."

[Al-Musannaf li 1on Ab7 Sheyba]® Thus, an employment contract must clearly specify the amount of remuneration. In
the case of a non-specific good, that can exist as a liability in general commutative contracts -‘ugiid mu ‘Gwada such
as minted silver and gold coins, currency, or fungibles that are traded by volume, length or weight or that are
counted out and have similar characteristics, the amount of remuneration is specified by specification of genus,
type, characteristics, and quantity as appropriate.”

Minor and gross uncertainty

Most commutative contracts involve some element of uncertainty; however, uncertainty per se is not prohibited.
Rather, it is only gross uncertainty, characterised by the propensity to give rise to dispute, that renders a
commutative contract defective. Thus, minor uncertainty that is tolerated according to market norm is tolerated.
This precept can be demonstrated by a few examples in classical Islamic jurisprudence:

1. If a heard owner employs the services of a shepherd to tend to an agreed head of sheep, the shepherd is
not required to tend to any of its subsequent offspring, as offspring is considered an additional head after
birth. If the agreement requires the shepherd to deliver and then tend to the newborn lamb, according to
analogy, this would render the contract defective. The amount of work required is uncertain due to
uncertainty regarding the gender and number of lambs to be born. However, Imam Abu Hanifa
rahimahullah has allowed it on the basis of juristic preference (istihsan), as firstly, it is the prevalent practice,
and secondly, the uncertainty here does not give rise to dispute between the two parties.?

2. If one employs a labourer in consideration of a fixed sum + food, or one hires a mount for a fixed sum + it’s
feed, the contract is defective by strict analogy as the food and feed, respectively, constitute an unspecified
portion of the remuneration leaving the sum of the total remuneration uncertain. Similarly, if one employs
a cook to cook and bake in consideration of food and clothing, the contract is defective by strict analogy as
the total remuneration is uncertain. According to strict analogy, hiring a wet-nurse in consideration for her
food and clothing is also defective according to Imam Abu Yasuf and Imam Muhammad, as the
remuneration of food and clothing entails uncertainty. However, Imam Aba Hanifa has allowed it on the
basis of juristic preference due to textual evidence that does not differentiate in this regard between a
mother who remains in matrimony and a divorcee. The Holy Qur‘an states:

[233 52 . Syl 25 2485, s s
... and incumbent upon for whom the child is born [father/is their [mothers’] food and their clothing on a
reasonable basis. ...
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Similarly, after the death of the father, the legal [uterine] heirs of the child are also mandated to provide food and
clothing for the now bereaved mother in a like manner:

[233 :5,20] &5 e o) o5

And incumbent upon the inheritor is the like of that [which was incumbent upon the father].

And further:

[233 5] Syl 2497 G aale 5 K ps 6 2S5 pamind OF 551 05
And if you intend on seeking a foster-suckling mother for your children, there is no blame on you, provided
you pay (the mother) what you agreed to give her on a reasonable basis.

In this latter portion of the verse, Allah | has removed any sense of blame in the employment of the
services of a wet-nurse in general terms.

While it is correct to contend that the remuneration here is uncertain, it is not uncertainty per se that
renders a contract defective, but only that which gives rise to dispute. In this instance, uncertainty does
not give rise to dispute as wet-nurses are normally afforded generosity and munificence. The uncertainty
that exists here is akin to that which exists in the sale of a specified unit of grain [or other similar
commodity] from a pile. In the latter case, there is uncertainty as to what specific portion of the pile
constitutes the object of sale, and the vendor may take from any part of the pile. However, such
uncertainty does not give rise to dispute and is thus tolerated. With regards to employing the services of a
cook in consideration of food and clothing, the uncertainty that exist here does give rise to dispute, as in
this instance, it is customary to haggle and bargain and be as unyielding as possible.

Therefore, the principle established here is that minor uncertainty, characterised by that which does not give rise to
dispute, is tolerated in commutative contracts. Thus, if one is employed for a fixed consideration + an unspecified
amount that typically does not give rise to dispute, or one is employed according to market norm for an
unspecified consideration that typically does not give rise to dispute, the contract will be valid.?

Pensions and uncertainty

There are principally five key elements of an employee’s salary, some of which determine the rate of pension to be
received.

Nett wages received by the employee from his employer as remuneration for services rendered.
Employee's National Insurance contributions

Employee’s contribution towards the pension scheme.

Employer’s contribution towards the pension scheme

LSS
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5. Income Tax

1. Wages received

The nett wages received by the employee from his employer as remuneration for services rendered are known.
Complete!® proprietorship of the same is realised by the employee upon reciept.

2. Employee’s National Insurance contributions

10 Ownership of remuneration is realised even before possession is acheived. However, in the absence of possession, such ownership is
deemed to be defective. Complete ownership is realised only upon actual or constructive possession. Prior to possession, and despite the
realisation of ownership, the employee is not empowered to transact with the remuneration due to him, except with the employer, or by
authorising a third party to take possession as his agent, or through the assignment of debt [hawala] This restriction is imposed due to the risk
that the remuneration does not ultimately transfer to the employee. If the remuneration is a specific, tangible good, ownership restricts others
from the right of disposal, whilst complete proprietorship empowers the proprietor to effect disposal. If the remuneration remains a debt in the
form of a non-specific item such as money, then whilst ownership is established in favour of the employee to the extent due, it cannot be
assigned to specific, identified units of money. Thus, the employer retains his right of disposal until possession is realised by the employee.
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Employee’s!! National Insurance contributions are deducted at source at a defined rate and, according to how
much contribution an individual is credited with throughout his working life, forms the basis of the basic state
pension. The amount deducted may be construed in either of the following two ways:

* Employee’s National Insurance contributions constitute deferred salary which the state agrees to
disburse to the employee upon retirement in the form of the state pension. However, if the state
pension is considered to be a consequence of a contract between the employee and the state, any
excess received by the employee beyond his contributions would constitute riba.

= Employee’s National Insurance contributions do not constitute deferred salary as there is, at least
implicitly, an agreement between the employee and the state that such deductions will be made
according to an agreed schedule. No employee is allowed to refuse to make such contributions.
Ownership of the deducted monies is vested in the state upon receipt by HMRC on the basis of
this agreement, and in any case by appropriation (isti 1a’) of the same.

It would appear that the second possibility is more preferable on account of the fact that such deductions are
mandatory and the inevitable norm. Any individual taking up employment does so with the understanding
that such deductions will be made, and a refusal to do so is in breach of law. Furthermore, such deductions
cannot be reclaimed in the event of death prior to retirement. Accordingly, the state pension must be
considered to be a unilateral undertaking by the state to provide a defined benefit to its citizens upon
retirement according to a pre-agreed schedule. This also obviates any incidence of riba.

3. Employee’s pension contributions

i.e., the sum regularly deducted subsequent to entry into an occupational pension scheme as a contribution
towards the scheme before actual receipt of the regular wage. The deducted sum constitutes deferred salary,
and hitherto only incomplete propriotorship with appropriate rulings is established. Such sum remains a debt
upon the employer in favour of the employee.

4. Employer’s pension contributions

i.e., the sum that the employer undertakes to contribute when the employee enters in to the occupational
pension scheme. The critical issues here relate to, firstly, the status of the employer’s contribution and,
secondly, to its ownership. With regards to the first of these two, as the employer has made a contractual
undertaking to contribute to the scheme, it cannot be argued that this is purely a unilateral act of good will
(tabarru ) or even a unilateral promise (wa ‘d). Rather, as a contractual obligation, the employer’s contribution
effectively forms a deferred element of the total amount of remuneration for services rendered. However, as in
the case of the employee’s contributions, rendering of service, in itself, only establishes incomplete
proprietorship with limited powers to contract therewith. Such sum remains a debt upon the employer in
favour of the employee.

5. Income Tax

Income tax is also a mandatory deduction and the inevitable norm. Again, any individual taking up
employment does so with the understanding that their earnings will be subject to income tax at pre-
determined rates, and a refusal to pay the relavent income tax is in breach of law. Again, ownership of the
deducted monies is vested in the state upon receipt by HMRC on the basis of this understanding, and in any
case by appropriation (isti /a’) of the same.

Agency (wakala) in pensions

If an employer maintains the right of disposal over both the employee and the employer pension contributions and
determines unilaterally as to how they are to be invested, if at all, the employer retains ownership of the said
contributions and the value thereof remains a debt upon the employer in favour of the employee. The employee
enjoys only defective proprietorship of non-specific sums of equivalent value. i.e., whilst the employee enjoys
proprietorship over the remuneration owed to him, such proprietorship cannot be assigned to specific units of

1 Employer's NI Contributions are not relevant to this discussion as they do not have an association with an employee's basic state pension.
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money. Thus, when the employer exercises his right of disposal, he does so in his own property. However, if the
employee is empowered to choose how such contributions are to be invested, or the contributions are invested by
mutual agreement on behalf of the employee, then upon receipt by a third party [such as a pension provider or an
investment company] complete ownership will be vested in the employee by proxy; the third party, being the
agent (wakil) of the employee, will effect possession of the contributions and all proprietary rights and obligations
will accrue to the employee.

Types of pension
Occupational pensions/company pensions
There are essentially two types of occupational schemes:

e defined benefit (final salary, career average) - based on the salary and how long the employee has worked
for the employer

o defined contribution (money purchase) - based on how much has been paid into the pension and how well
it has performed

A final salary pension is one in which the pension is a proportion of the employee’s salary at or near retirement
date and is linked to the number of years the employee have worked for the particular employer.

Members contribute to the scheme with the promise of a certain level of pension. The amount of pension payable
from such a scheme is dependent upon:

o the length of time served in the scheme (known as pensionable service);

e earnings prior to retirement (known as final pensionable salary); and

e the scheme’s ‘accrual rate’. The accrual rate is the proportion of salary that is received for each year of
service. So, if the scheme has an accrual rate of 60, the member will receive 1/60ths of the final pensionable
salary for each year of service completed.

For example: pensionable service x pensionable salary
60

A common multiple for a final salary pension is 1/60 for each year of service. If the employee works for the
employer for 40 years, the employee will accrue 40/60 x the final salary as a pension. This would then equate to
two thirds of the final salary as a pension.

The main benefit of a final salary pension is the fact that the employer provides a guarantee that the pension will
be a certain amount, and that the pension will increase at least in line with minimum standards. The employee may
be required to contribute, but will invariably get a good deal with a final salary pension.

Example:

Ahmed joins the NHS at age 25 and becomes a member of pension scheme from day one. The NHS
deducts 6% from his salary every month. He retires at 65. He receives 40/60 multiplied by final salary
as a pension benefit + 3 times final salary as a tax free lump sum. The pension is payable until his
death, after which his wife recived 50% of what he recived. Upon his wife’s death all payments cease.
If Ahmad passes away prior to retirement, pension benefits are transferred to his wife.

Ruling on final salary schemes - the final salary scheme forms part of the employment (ijara) contract in which the
remuneration for services rendered must be known property of value. The pension payments constitute a
deferred, and hitherto uncertain, portion of the employee’s remuneration (ajr). The employee agrees to receive a
known sum (salary) now as part of the full remuneration and a contingent and final uncertain sum (pension) at a
later date. Payment of the pension is contingent upon reaching retirement age and the eventual final sum is a
function of the death of the employee and the employee’s spouse, if any. The counter values of commutative
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contracts, including the remuneration in employment contracts, must be both certain and clearly determined and
so, according to strict analogy, final salary pensions are defective contracts due to the inherent uncertainty
involved. The normative effect of a defective employment contract is that it necessitates aggregate fair
remuneration (ajr al-mithl) as opposed to that which has been agreed unless the agreed remuneration is the lesser of
the two. Consequently, further to the rendering of services, the employee is entitled to the lesser of the two and,
being recompense for permissible services rendered, such remuneration will be ritually pure for the employee, but
the employee will incur the sin of contracting a defective contract.

However, juristic preference (istihsin) requires that, due to prevalent practice and the absence of dispute amongst
the parties, this inherent uncertainty of final salary schemes is tolerated,'? the contract is not defective and the
employee does not incur sin. The same ruling applies to career average schemes.

A defined contribution pension is one in which the pension is based on the total value on retirement of the money
paid into the scheme and on how the investment has performed.

Defined contribution schemes are sometimes referred to as money purchase schemes. Employers and employees
contribute to the scheme, where the money is invested, and build up, for each scheme member, a “pot of money’.
The amount of pension payable from this scheme is dependent upon:
*  the amount of money paid into the scheme (by the member and the employer);
*  how well the investment funds perform; and
= the ‘annuity rate’ at the date of retirement. An annuity rate!3 is the factor used to convert the “pot of
money’ into a pension.

Example:

Ahmed joins Al-Qalam at age 25 and retires at 65. He again contributes 6% of salary and his employer
matches this. On retirement his pension pot is worth £250,000, having been invested for the last 40 years
in a shari‘a compliant manner. Ahmed elects to take 25% of his fund as a tax free lump sum. With
regards the other 75%, he has a choice of either an annuity or income drawdown (ID). He elects for ID,
which means he continues to invest the money in a manner of his choice, and commits to a tri annual
review of investment and fixes for three years the amount of income he takes. If Ahmad passes away
prior to retirement the value of the fund is given as a tax free lump sum to his beneficiaries.

Ruling on money purchase schemes - the money purchase scheme also forms part of the employment (ijara)
contract but does not suffer the inherent uncertainty of final salary schemes. Here too, the employee agrees to
receive a known sum (salary) now as part of the full remuneration with the balance being invested. If invested in a
shari‘a compliant manner, it has the potential to serve the needs of UK Muslims. However, the concept of ‘annuity”
wherein a regular income is purchased for life in return for the pension fund is not compatible with shari ‘a for
obvious reasons.

Personal pensions

Conventional personal pensions carry very much the same ruling as the occupational pensions mentioned above.
Suggestions to Regulators and Providers for a shari ‘a compliant pension structure:
= Employee will contribute a percentage towards the scheme, which will be deducted at source by the

employer and forwarded to the fund manager. The employee will realise proprietorship through the
possession of his agent, the fund manager.
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* The employer will also contribute a percentage towards the scheme and forward the same on behalf of
the employee to the fund manager. This will, by virtue of being legally enforceable condition of the
employment contract, also form a part of the salary and proprietorship of the same will be realised by the
employee through the possession of the fund manager.

*  The contributions will be invested in various avenues according to employee return requirements, risk
tolerance and any unique circumstances, etc.

=  Upon retirement, contributions and returns will be redeemed. [risk of loss always exists but this pension
fund has been very astute/prudent!]

o Employee - now retired can take a cash sum [say up to 25%] for immediate requirements
[conservatory, cabin cruise, etc]
o Balance:

=  Arrange for it to be invested with a shari‘a compliant takaful company

= Arrange a monthly withdrawal until a certain age [say 75-80] after which he arranges for the balance to be
invested with a shari‘a compliant takiful company

* Employee will have total freedom to redeem the total or part of his accumulated account before retirement

= Employee can port to another fund manager at given intervals while giving sufficient prior notice [say
thirty days].

= In case of death before retirement, investment will be redeemed and made available to legal heirs [whom
he will have designated as his beneficiaries]
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