Critical Issues on

ISLAMIC
BANKING AND
FINANCIAL MARKETS

Islamic Economics, Banking & Finance,
Investments, Takaful and
Financial Planning

Saiful Azhar Rosly



Critical Issues on
Islamic Banking and
Financial Markets

Islamic Economics, Banking
and Finance, Investments,
Takaful and Financial
Planning

BY

SAIFUL AZHAR ROSLY

Published by Dinamas Publishing
89, Pinggir Zaaba, Taman Tun Dr. Ismail
60000 Kuala Lumpur MALAYSIA.




Copyright © 2005 SAIFUL AZHAR BIN ROSLY

All rights reserved. No part of this book may be reproduced, translated, stored in
a retrieval system, or transmitted, in any form or by any means, electronic,
mechanical, photocopying, or otherwise, without any prior written permission of
the author.

This book was first published in February 2005 by Author house,
1663 Liberty Drive, Suite 200,Bloomington, Indiana 47403 USA
(800) 839-9640 www.authorhouse.com

Perpustakaan Negara Malaysia Cataloguing-in-Publication Data

Saiful Azhar Rosly
Critical issues on Islamic banking and financial markets: Islamic
economics, banking and finance, investments, takaful and financial
planning / by Saiful Azhar Rosly
ISBN 983-4289-0-3
1. Banks and banking--religious aspects--Islam. 2. Finance--
Religious aspects--Islam. 3. Islam and economics. 4. Investments--
Religious aspects--Islam. Title.
332.091767

Published by Dinamas Publishing

89, Pinggir Zaaba, Taman Tun Dr. Ishrart
60000 Kuala Lumpur MALAYSIA

Tel: 03-7728 2424 Fax: 603-7728 2424
Mobile: 017-333 8907,017-333 8913
e-mail: drsaiful99 @hotmail.com

Printed and bound in Malaysia by
Percetakan Zafar Sdn.Bhd.



TABLE OF CONTENTS

PREFACE . ........ S— vii
SECTION ONE: ISLAMIC BANKING PRINCIPLES............. 1
One: Islamic ECONOMICS ........cccconviiiiiirineneiienne e 3
Two: The Islamic Worldview..........cccooeiiniinninn e, 13
Three: Islamic Financial System ..........cccoocvveniniinieninennicnee, 19

Four: Islamic Financial Markets: Shari’ and Tabi’ Principles ... 25

Five: ‘Iwad and lawful profits in Islam............cccccovevieivnniennnnn, 29
Six: Riba and INterest ..........cccovireeeeirnineniircrieieceeeese e 33
Seven: Riba, AI-Bay’ and Risks (Ghorm) .........cc.coovevvvrnennnee. 37
Eight: Islam and Time Value of Money .........c..cococooviinncnience, 41
Nine: Money and the Law of Depreciation............c..cccceveeeune. 45
Ten: Why riba is condemned in Islam..........ccocoieninnne 49
Fleven: Trading and Partnership ..........ccceceverceninnnncnenenncnn. 55
Twelve: Riba, Trade and Sadeqah..........cccceoverviieiiivnineiiiiie, 61
Thirteen: Risk-Sharing Financing .........ccocoeevnviiiiienicinnnnnc. 65
Fourteen: Al-Gharar and Risky Sales .........ccccoevieiivncieniencnenns 69
Fifteen: Understanding Risk and Uncertainty in Islam: Gharar
VeTSUS GROTIN......ooiiiiiiiiieie ettt 73
Sixteen: Islamic Investment Horizon ..........cccovviveeiiicinnenen, 77
Seventeen: Rational Investment Behavior..................c..5e. 81
SECTION TWO: ISLAMIC BANKING PRODUCTS. ........... 85
One: Al-Bai-bithaman Ajil Financing ..........cc.ccoceeiveiviciennnnee. 87
Two: Al-Bai-Bithaman Ajil and the risk of ownership (daman
MILKIYAN) .o 93
Three: Reviving the Agriculture Sector — Bay’ Salam
FINANCINEG ...ovevieniiiieiiet ettt 97
Four: Islamic Hire-Purchase ..........coccooiriiiinininsencicene, 103
Five: Bay’ al-‘Inah Overdraft............ccooooiviiiinniiniiiecreeene 107
xi



Six: Al-ljarah Thumma Al-Bai’ (AITAB) Car Financing........ 111

Seven: Al-ljarah and Leverage Leasing ..........ccoceeovenieninninne 117
Eight: How BBA home financing deals with interest rate

VOLALIIITIES ...eeieieiieie ittt 121
Nine: Islamic FACtOTING ....oeocveieviveeiieericeierriene e 125
Ten: Al-Rahn Islamic Pawn Broking..........cc.c.ccoveiiiiriccenaeen, 129
Eleven: Active and Passive BBA ........cc.ccoovininieeinieeee 133
Twelve: Salam and Istisna Financing........c..cccoccevveeiricineee e 137
Thirteen: Musyarakah Mutanaqisah Home Financing............. 141

SECTION THREE: ISLAMIC DEPOSITS SOURCES OF

FUNDS .tnitnnttesnnnccnnsessessssssssssesssssnsnns 145
One: Attractive Mudarabah deposits..........occecveevieicienicnncennnnne. 147
Two: Hibah and Demand Deposits..........cocovereririencneninnnenn. 151
Three: Quick return not possible for Mudarabah depositors ... 155
Four: Al-Qardhu Hasan and Demand Deposits........................ 159
Five: Problems in Mobilizing SPTF Deposits .........ccceeeeueneeee. 163
Six: The Negotiable Islamic Debt Certificate (NIDC).............. 167

SECTION FOUR: ISLAMIC PARTNERSHIP.........cccccerurene 171
One: Equity Financing for Islamic Business...........c.ccccooenee.. 173
Two: Islamic Venture Capital .........ccocveeveeviiveniiieniee e, 177
Three: Can Islamic banks really practice Musyarakah? .......... 181
Four: Mudarabah Financing and Human Capital...................... 187
Five: Mudarabah and Asymmetric Information....................... 191
Six: Mudarabah Investment Fund............cccccoeiriennrceneniennn, 195
Seven: Third party guarantee scheme for Mudarabah
VEIEUTES ..ottt e e st ete e saesesoe e soaeesaneeanne s 199
Eight: Monitoring System in Mudarabah ..................c.ccoc.c...... 203
Nine: Human Risk in Mudarabah Business ............cccoceeunnn. 207

SECTION FIVE: MACROECONOMIC ISSUES......ccccceeunene 211
One: Idle-Balances in Islamic banking .........c.ccccoovevvnincnnnn. 213

xii



Two: Islamic Universal Banking ............ccccooceeniviveiiiiennnnin. 217

Three: Islamic and Foreign Banking in Malaysia .................... 221
Four: Bank Run and Islamic Banking ......c..cccoccoecviiinnnnne. 225
Five: Islamic Banking and the Education System................... 229
Six: Moral Hazard and Adverse Selection during an Economic
RECESSION ...t 233
Seven: Leveraged Dependent Economy ..........ccccoceeevviieennnee. 237
Eight: Gap Management ............cccoevveeniinieenieesee e 241
Nine: Al-Bai-Bithaman Ajil and the Business Cycle ............... 245
Ten: Islamic Banking and Interest Rate Volatility .................. 249
Eleven: Islamic Banking and Economic Development ............ 253
Twelve: Islamic Banking and Economic Stability.................... 257
Thirteen: Islam Banking and the SRR ........c.cccooveviirninnnene. 261
Fourteen: Islamic loans and inflation risk : Using the Islamic
DINAT o e 265
Fifteen: Can Bank mergers benefit man on the street? ........... 269
Sixteen: Social Obligations of Islamic Banks ......................... 273
Seventeen: Interest rate hike: Impact on Islamic banking ...... 277

Eighteen: Can Malaysian Islamic banks go international?.......281

Nineteen: Labuan Off-shore International Islamic Financial

MarKet ... e 285
Twenty: To use or not to use Al-Bai-bithaman Ajil................ 289
Twenty-One: Bank Lending and Default Loans..................... 293
Twenty-Two: Islam and the Cooperatives..............cccoceeenenen. 297
Twenty-Three: Don’t sideline Islamic Banking........................ 301
Twenty-Four: Margin financing.........ccccocoeevcveviveneeeveeeennee 305
Twenty-Five: Declining interest rate : Impacts of Islamic

banking performance...........cccocoveivniiniiineccecee 309
Twenty-Six: Hybrid products for Islamic finance..................... 313

Twenty-Seven: [slamic Banking Division (IBD) vs. Bank Islam
Malaysia Bhd .......ooooviiii e 317



Twenty-Eight: Predicting Bankruptcy.......c..cccoenvirvenracicnnnnne. 321

Twenty-Nine: Impact of Inflation on Credit Sale Instruments .325

Thirty: Capital requirement for Islamic banking..................... 329
Thirty-One: Banking on Productivity.........cccoceereveiencenennenne 333
SECTION SIX: LEGAL ASPECTS OF ISLAMIC
BANKING. . ...337
One: Addressing the varied legal opinions on Islamic
DANKING «..eoneeeireee it e s 339
Two: The Role of Fatwa in the Islamic Financial System ........ 343
Three: A Need for Shariah-trained economists........................ 347
Four: Legal disputes in the Islamic banking business.............. 351
SECTION SEVEN: ISLAMIC EQUITIES.......ccccocceevvnricsnrece 357
One: The Islamic Capital Market ...........ccoeiieeiincninenennne. 359
Two: Islamic Stock Market Index .........ccoceiiieeeiinicninienens 363
Three: Ethics and the Stock Market ...........ccoeoeviiiiivreniencennn. 367
Four: Purification Process .......c.ccooceviiiinerninicnencee e 3N
Five: Call Warrants .........ccoecceveiiuieeenie et ee e e 375
Six: Does Islam allow short-selling? .........ccc.ccccniviveeniinncenn 379
Seven: Islamic Venture Capital ........c.cccoeeveviicviniinicinenieienne 383
Eight: Blaming George Sorros.......cccoceevererneererieenerienaenenne ... 387
Nine: Musyarakah Venture capital ..........coccooeceiivniieieninnnnenn. 391
Ten: Investment In Shariah Stocks — The Moral Factor........... 397
Eleven: Can Islamic Unit Trusts buy stock futures index?.......401
Twelve: Shariah Index and Stock Screening ...........cccoeeeeeen. 405
Thirteen: Shariah Stock Screening..........coccocvevenenevenenicenenne. 411
Fourteen: Islamic share-trading and dot-com companies........ 419
Fifteen: Islam and Financial Derivatives.........cccocooovevrinnennn. 423
Sixteen: Qabd and Futures Contract..........ococvvvvecvvvereeesivennnnn. 427
SECTION EIGHT: ISLAMIC BONDS 429
One: Global Islamic bonds worth a look ..........ccccooevririeecnnee. 431

Xiv



Two: Bay’ al-Dayn and Islamic bonds secondary trading........ 435
Three: Al-ljarah Munthahia Bittamleek Syndicated facility ...441

Four: Structuring Islamic bonds: Role of Bay’ al-‘Inah.......... 445
Five: Islamic bonds: Fixed Coupon and Capital Protection .... 449
Six: Some viewpoints on Bay’ al-‘Inah .............ccccvnievnnnnnn. 455
Seven: Can local Islamic bonds go global? ............cccccoennen. 459
Eight: Why the Shafi’e School of Figh put less importance on
Niyyah (real intention)? .........cccccevviveieiiiiie i e 465
Nine: Secondary IPDS Trading ........c.cccooenieieniniccnicnennenne. 469
Ten: Malaysian Global Sukuk Bond........cc.cocceoiniiinincninne. 473
Eleven: Muqarada Bond .........cccooeiiiniiiiniiic e 477
SECTION NINE: ISLAMIC INSURANCE 479
One: Islam and Risk Management..........c...occcoeniennnniennnnnne. 481
Two: Concept of Islamic Insurance .............coccecvvnenncevennnne 485
Three: Islam and Life Insurance.............ccoceivniinininnicinnens 489
Four: Islamic and conventional Insurance: A comparison. ..... 493
SECTION TEN: SPECIAL ISSUES .....cccnniinricisnnicnnencennens 501
One: Islamic Debt Securitization...........ccocceveeieniireeenenecnienns 503
Two: Islamic Law of Inheritance (Fara’id) ..........ccoeeveveeeiineee. 509
Three: The Islamic Dinar .......c..coccocooieniiieniieccee 513
Four: Do profits from BBA contain ‘iwad? ...........ccccevvevnrneen. 519
Five: Marketing issues in Islamic consumer financing ............ 523
Six: Product Pricing.......cccocviiveverienericniiiincecnee e 527
Seven: Marketing Islamic Banking Products.........c.c.ccoceeeeeee. 531
Eight: Full Financing via BBA ... 535
Nine: Islamic Fund Management............cccooocenenenincneneenae 539
Ten: Islamic Trade Financing for SMIs........ccccoovevviiierninnen. 543
Eleven: Khiyar al-‘Aib: An option to cancel the contract......... 547
Twelve: Islamic Unit Trusts ........ccocecvvveneneninincneeenccceene 551
Thirteen; Is there a limit to profits in Islam?............................557

XV




Fourteen: Islamic banking and credit risk...........ccocevvrrrenennn.e. 561

Fifteen: Currency trading in Islam................ccccoeiieiinennnn, 565
Sixteen: Islamic Corporate Governance.............ccoccevvecvenuenene. 569
Seventeen: How Islamic banks handle bad “loans™ ................. 573
Eighteen: Financial Planning in Islam...........ccccccoooiiiniinnn 577
Nineteen: The Economics of Zuhud...............cooooovviiiiiiininnn, 581
Twenty: Islamic Project Financing ...........cccoooovvivviiviccinenn.n. 585
Twenty-One: Low interest-rate regime — Impact on Al-Bai-
Bithaman Ajil Housing Financing ............cccoccccveevvvvvvnninrennnn.. 591
Twenty-Two: Islamic Interbank Money Market ....................... 595
Twenty-Three: Islamic Asset-Backed Securities (IABS)......... 603
CITED BIBLIOGRAPHY ...uuuiiiviecneceeseeneceseesnscnseracssacsacsanes 607
............................................................................................ 615

XVi



This book examines the principles and practices of Islamic banking
and financial markets, particularly from the Malaysian experience.

The main objective of Islamic financial system is to govern the flow
of funds from the surplus sector to the deficit sector and it does so to
promote justice (‘adalah). That is, by adhering to Shariah principles
and achieving efficiency - doing the right thing and doing it right,
public and private interest interests are can both be protected By
doing so, the legal and moral dimensions of product design and
development are now equally important. In this way halal status
should not discount how Islamic products affects general economic
activities. It means that Shariah advisors should not only approve
Shariah complaint products along the juristic plane but dunfully
consider how the products can affect income disparities and poverty,
economic stability and growth. For this reason, the principle of risk-
taking (ghorm) and the principle of work (kasb) and the principle of
liability, accountability, responsibility (daman) are paramount in
determining Shariah legitimacy of profits and earnings derived from
Islamic financial transactions. Risk (ghorm), work (kasb)-and liability
(daman) constitute the essence of trading and commerce (al-bay’)
the Holy Quran has enjoined over usury (riba). By risk, it means
allowing capital to depreciate and appreciate as dictated by the market
forces. By work, it refers to value-additions namely, knowledge and
skills imparted into the business process. Liability means the
responsibility each party must assume in the contract such as
providing warranties on the goods and services sold. Based on these
principles of risk, work and responsibility, also known as the principle
of equivalent countervalue ( iwad),the ethical and moral dimension
of Islamic financial transactions can be realized and thus promote
the sense of justice the Quran attempts to convey. It helps people
take a second-look at financial products that have received Shariah
compliant status and help control potential duplication of interest-
bearing products bearing the Islamic label.
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