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What is Islamic Banking?
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Islamic banking is a banking system that operates in
accordance with the Islamic rules and principles or also
known as ‘Shariah’. Conceptually, Islamic banking
provides financial intermediation through products and
services that comply with a set of principles that avoid
dealing in interest (riba), gambling (maysir), uncertainty
(gharar), and other elements that are prohibited by
Shariah.
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In principle, Islamic banking aims to fulfil all customers’
banking needs through alternative methodology that
avoids prohibited elements in Shariah such as charging
of interest in a “money—for-money” transaction that is
present in conventional lending and borrowing. Rather,
Islamic banking utilizes contracts such as sale, leasing,
agency, profit sharing venture in its products and

services.
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Also Islamic banking activities must be based on mutual
consent in dealings and free from elements that
contradict ethical and Islamic values such as prohibition
of immoral activities and intoxicant (liquor), prohibition
of manipulation of market by false buyers (Bay’ Al

Najash) and prohibition of rigging of weighing scale.

Ll Lol ddyadl sl o o laad s
ol (6l Rieia ey clledll (B ol e
ot ALaV) B 4Bl )y 2AY) il ae (ajlem
Ji e el el sy cclSually 28IAY)
@ el waty (Gl au) el Cpjudall

-Olsall

Example of Contract in Islamic Banking
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Since Islamic finance is built on a set of principles that
are distinct from the conventional finance, it requires
different type of contracts or financing arrangements

that are in compliant with Shariah. Some of the
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examples of contracts used in Islamic finance are as ey Jagal)
follow:
Cost-Plus Sale (Murabahah) Aafsall

Murabahah is the sale of a commodity/asset by an
institution to its customer (the purchase orderer) at the
purchase price/cost price with a defined and agreed

profit. This is one of the most used concepts in
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modern Islamic finance where the financial institutions
are required to mention the cost price and the profit
rate or margin involved in a financial transaction to
their customers. The payment term can be either on

spot or on deferred term basis.
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Lease (ljarah & Forward ljarah)
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ljarah is leasing of property pursuant to a contract
under which a specified permissible benefit in the form
of a usufruct is obtained for a specified period in
return for a specified permissible consideration. The
contract shall specify the transfer of usufruct of an
asset from the Bank to the customer for a pre—agreed
period and terms that are in compliant with Shariah. In
a normal /Jjarah structure, Bank will acquire certain
asset e.g., a building, and lease such asset to the
customer against the payment of rental. The bank

shall be the lessor, while the customer is the lessee.
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Forward Jarah refers to a forward lease concept, or
sometimes it is called ‘jarah mawsufah fi zimmah’. It
is a type of Jarah which involves certain underlying
asset that is being constructed or produced for a future
delivery. For example, Bank may finance certain project
during construction period, whilst customer’s payment
of rental will only start after the delivery of the property
to Customer. During the construction period, customer
is usually required to pay the advance rental to the
Bank.
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Agency (Wakalah)
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Wakalah is the act of one party or person delegating
the other party to perform certain task or act on its
behalf. There are different types of agency concepts
from Shariah perspective, namely general agency,
specific agency, limited agency, binding, or non-binding

agency and paid vs. non-paid agency.
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Bank may use the wakalah contract based on the
concept of ‘wakalah bil istithmar’ where it acts as the
investment agent to manage the funds of the customer
in accordance with the Shariah-compliant manners.
Customer will remunerate the Bank specific fund
management fees and it is pre—agreed at the beginning

of the contract.
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Profit Sharing Venture (Mudarabah)
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Mudarabah is a partnership in profit whereby one
party provides capital (Rab al-Mal) and the other
party provides labour (Mudarib). It is a contract
involving a capital provider, called ‘rabb a/-mal’, and
another party who has the expertise and
entrepreneurship skills in managing the funds, called
‘mudarib’, with the intention of making profit in
Shariah-compliant manners. The two parties will
share profits based on pre—agreed ratios. If there is a
loss from the Mudarabah venture, the capital provider
will bear all such loss while the Mudarib does not
receive anything for its effort. Bank may use this
contract in its deposit product where it acts as the

mudarib and the depositors as the rabb al-mal.
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Guarantee (Kafalah)
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Kafalah is a guarantee contract. A party who is a

guarantor, called ‘kafil’ will provide guarantee or
assurance on certain performance or liabilities of
another party. For example, in a trade finance
transaction, a guarantee contract is used to provide
assurance to the parties that are involved in import and
export activities either on the payment or delivery of the

subject matter.
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Example of Islamic Banking Products
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Islamic banking has developed various Shariah-
compliant products based on certain contracts (a

combination of different contracts) to suit the customer
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needs. The most popular Shariah-compliant products | lgess Alls Leodlu/ Lol pe dabgiall Claiiall By
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This is a financing product which is based on
Murabahah (cost plus profit sale) contract in which FAB
purchases the identified vehicle from supplier and re—
sells the vehicle to the customer at certain profit.
Customer will have to pay the sale price to FAB on

deferred payment term.
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1. Customer requests Bank to finance specified vehicle
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3. Bank sells to Customer on Murabaha basis & Customer
will start deferred payments as per contract
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2. Bank will purchase the same specified
vehicle by issuing an LPO
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Home Financing
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This is a financing product which is based on ljarah
(lease) contract in which FAB at the beginning of the
transaction will purchase certain property and
subsequently lease the asset to the customer. The
contract is structured on lease to own basis, which
means the lease period will end with the ownership
transfer from FAB to customer.
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1. Customer requests Bank to finance specified property ﬂ

3. Bank leases to customer on ijarah basis & customer will start

paying rent as per contract
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Bank

2. Bank will purchase the specified
property from developer/seller

Customer
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Savings Account (Deposit)
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This is a deposit product which can either be
structured using a Mudarabah (joint venture) or
Wakalah (investment agency) contract. In the case
of Mudarabah, the product is a joint venture
contract in which FAB acts as entrepreneur in
investing depositors fund in Shariah-compliant
business activities. Any profit that is realized from
the business venture will be shared between FAB
and customer based on pre-agreed ratio e.g.,
60:40.
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Difference between Islamic and Conventional
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Conventional Finance

Islamic Finance

It uses conventional banking practices and other
relevant laws as the main reference.

Islamic finance is built based on the Shariah
principles as the main guidance.

The transaction is mostly interest-based contract.

It is based on profit-based activities e.g. sale
contract, lease contract or partnership contract.

Interest is charged on money directly.

Capital (money) must be put into real business
activities to generate profit.

Money is generally treated as commodity.

Function of money as enabler to facilitate trading
and serves only as medium of exchange in trade
transaction.




