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CHAPTER 1:
THE ISLAMIC
BANKING INDUSTRY
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CHAPTER OVERVIEW


“Islamic banking is a banking system that follows the Islamic law (Shariah) and its principles”1



Expanding on the above definition, Islamic banking is a system of banking that facilitates financial transactions and activities that are in conformity with Shariah principles. Banking is a form of financial intermediation, which is the “economic function of bringing together the surplus funds units (SFUs) to the deficit funds units (DFUs)”2. Simply put, DFUs refer to customers that require financial solutions to meet their needs, such as home financing, personal financing, credit cards, and vehicle financing; SFUs refer to customers that place their funds as deposits or investments with an Islamic bank.

In conventional banking, the primary mode of business involves interest-based transactions in products and services such as personal loans and fixed deposits. In contrast, Islamic banking transactions are structured based on contracts of trade and service which do not involve the payment or receipt of interest, also known as riba. Beyond the prohibition of interest, Islamic banking products and services must avoid other prohibited elements prescribed by Shariah, such as gambling (maysir) and ambiguity or uncertainty (gharar). Furthermore, Islamic banking is prohibited from financing activities and businesses which are impermissible (haram), such as financing the production of alcoholic beverages, financing the operations of pig farms, or any other types of activities that may be against the objectives of the Shariah (i.e. Maqasid as Shariah).

This chapter will discuss the functions of Islamic banks as financial intermediaries, before further elaborating on the products and services they provide to various sectors of the economy in order to meet their customers’ financial needs. The chapter will also cover the key underlying Shariah principles that Islamic banks must adhere to in the provision of financial solutions. Relevant provisions of the Islamic Financial Services Act 2013 will also be covered throughout the chapter.

TOPIC 1.1: OVERVIEW OF THE ISLAMIC BANKING SECTOR

The finance industry has evolved significantly over the last few decades. It now covers a wide mandate, including banking, credit, investment, capital markets, insurance and fund management, amongst others. The industry serves various sectors of the economy, including households, government, and firms, in enabling them to achieve their financial needs. There are many functions of the industry, such as the allocation of resources between the parties who have surplus funds and wish to invest, and the parties who need the funds in order to finance their individual needs, a business, a project, a purchase transaction, or any other related activities. This is part of the general economic activities which cater to economic and social development, as well as public and private investments. In other words, the financial industry plays an intermediary role in allocating funds between the surplus units (those who have) and the deficit units (those who do not have). The global financial industry is a multi-trillion dollar industry where the surplus parties - whether individuals or businesses - can invest, and the deficit parties can borrow or obtain financing in meeting their objectives. Barring any illegal activities, there is no limit to financial activities.

Islamic finance is a growing industry, and is increasingly becoming an important part of the global financial system. There are some key differences between Islamic and conventional finance which add to its appeal and value proposition.

Despite having established trade and investment principles and practices in the early years of Islam, Islamic finance in the modern context is still considered a newcomer to the finance industry. Despite its relative nascence within the modern financial system, Islamic finance has gained increasing recognition and its presence has become significant in several key countries. The reason for this rise is heightened awareness and demand amongst consumers for financial solutions that comply with Shariah principles and rules. In contrast with conventional finance, Islamic finance is based on divine guidance based primarily on the Qur’an and the Sunnah of the Prophet Muhammad (PBUH) as well as secondary sources such as analogy (Qiyas), consensus (Ijma’) and the formulation of law by the scholars (Fuqaha’) by adapting it to their time and place (Ijtihad) thus allowing it to blend harmoniously with the human intellect.

Modern Islamic finance is a relatively new phenomenon, having emerged approximately fifty years ago with varying success stories which include Mit Ghamr Bank which was established in 1963 in Egypt, and the Pilgrimage Funds Board (better known as Lembaga Tabung Haji) in Malaysia in the same year. It can also be surmised that one of the main drivers for the initial development of Islamic finance in the Middle East was the boom of oil revenue in the 1970s. To cater to the increasing demand for Shariah-compliant financial products, many Islamic banks and various other Islamic financial institutions such as Takaful operators were established. This movement was dominated by institutions in Muslim-majority countries of the Middle East, Southeast Asia, South Asia and Eastern Africa. This was later followed by the establishment of Islamic banks and Takaful operators in Europe and other Muslim-minority countries.

TOPIC 1.2: ISLAMIC BANKING BUSINESS

We will now focus on banking which is the most important and largest sector in the financial system. Banking institutions have been significant contributors to the economic development of nations worldwide, and as financial intermediaries they ensure the smooth and efficient allocation of funds to develop various sectors and industries. The primary focus of this chapter will be the products and services offered by commercial banks, in particular Islamic commercial banks. The Islamic Financial Services Act 2013 (IFSA 2013), which governs all Islamic financial activities including Takaful, defines “Islamic banking business”3 as the business of:

(a) Accepting Islamic deposits on current accounts, deposit accounts, savings accounts or other similar accounts, with or without the business of paying or collecting cheques drawn by or paid in by customers

(b) Accepting money under an investment account

(c) Provision of finance

(d) Such other business as prescribed under Section 3 of the IFSA 2013.4

From the above definition it can be summarised that the main functions of an Islamic bank are as a financial intermediary to accept deposits from the surplus units, including for purposes of investment, and providing financing to meet the needs of the deficit units based on Shariah principles. IFSA 2013 also defines “Islamic deposits”5 as a sum of money accepted or paid in accordance with Shariah:

(a) On terms under which it will be repaid in full, with or without any gains, return or any other consideration in cash or kind (money or money’s worth), either on demand or at a time or in circumstances agreed by or on behalf of the person making the payment and person accepting it; or

(b) Under an arrangement, on terms whereby the proceeds under the arrangement to be paid to the person paying the sum of money shall not be less than such sum of money, but excludes money paid bona fide -

(i) by way of an advance or a part payment under a contract for the sale, hire or other provision of property or services, and is repayable only in the event that the property or services are not in fact sold, hired or otherwise provided;

(ii) by way of security for the performance of a contract or by way of security in respect of any loss which may result from the non-performance of a contract;

(iii) without limiting paragraph (ii), by way of security for the delivery up or return of any property, whether in a particular state of repair or otherwise; and

(iv) in such other circumstances, or to or by such other person, as set out in schedule 2 of IFSA 2013.

In addition to the above, IFSA 2013 has also defined “investment account” as follows:6

“Investment account” means an account under which money is paid and accepted for the purposes of investment, including for the provision of finance, in accordance with the Shariah on terms that there is no express or implied obligation to repay the money in full and -

(a) either only the profits, or both the profits or losses, thereon shall be shared between the person paying the money and the person accepting the money; or

(b) with or without any return.

In comparison, conventional banking business is defined in the Financial Services Act 2013 (FSA 2013)7 to mean the business of:

(i) Accepting deposits on current accounts, deposit accounts, savings accounts or other similar account

(ii) Paying or collecting cheques drawn by or paid in by customers

(iii) Provision of finance

(iv) Such other business as prescribed under section 3.8

From the above we can see that in Malaysia, the businesses of conventional and Islamic banks are broadly similar. The main difference between them is that Islamic banks can also accept funds from clients who are willing to take a higher risk in investment products where capital is not guaranteed, and quantum of return is not pre-determined but instead is based on the agreed profit-sharing ratio (PSR).

Table 1: Comparison between IFSA 2013 and FSA 2013




	Islamic Banking Business under IFSA 2013
	Banking Business under FSA 2013



	• Accepting Islamic deposits on current accounts, deposit accounts, savings accounts or other similar accounts, with or without the business of paying or collecting cheques drawn by or paid in by customers

	• Accepting deposits on current accounts, deposit accounts, savings accounts or other similar accounts

• Paying or collecting cheques drawn by or paid in by customers




	• Provision of finance

	• Provision of finance




	• Such other business as prescribed under Section 3

	• Such other business as prescribed under Section 3




	• Accepting money under an investment account

	• Not applicable.






TOPIC 1.3: COMPARISON OF ISLAMIC BANKS AND CONVENTIONAL BANKS

The main difference between Islamic banks and conventional banks can be summarised as follows:

• Islamic banks function and operate based on Shariah laws using various contracts, concepts and principles. In other words, an Islamic bank has to ensure that all its business activities are in compliance with Shariah requirements

• Conventional banks function and operate on the concepts and principles that are not based on any religious (or faith-based) laws, doctrines or guidelines

For example, Section 28(1) of the Malaysian IFSA 2013 states that Islamic banks and Takaful operators shall ensure that their aims, operations, business, affairs and activities are in compliance with Shariah principles. Conventional banks on the other hand, do not need to comply with any religious or faith-based principles or guidelines.

This leads to the following contrasts in the operations and functions between Islamic banks and conventional banks:

a) Riba (Interest) Based Transactions

Riba is commonly translated as interest or usury (further elaboration on the meaning and types of riba will be covered in the next section). Whilst conventional banks provide financial solutions that are primarily based on riba, Islamic banks do not participate in riba-based transactions as it is prohibited in Islam.

For example:

• Islamic banks do not offer products based on contracts of loans which stipulate additional returns on top of the loan amount, as practiced in conventional banks. Instead, Islamic banks use various types of contracts for financing such as mudarabah, tawarruq or ijarah which will be discussed further in Chapter 2. Any loans, or qard, that may be provided by Islamic banks are only those that are free of riba; in other words, interest-free loans.

• The treatment of late payments and defaults on financing facilities by customers also differs between an Islamic bank and a conventional bank. In a conventional bank, borrowers who make late payments or are in default will be charged with penalty interest, which can be compounded. Since an Islamic bank is not allowed to charge interest for late payments and defaults, the treatment of defaulting customers will depend on the nature of default:

- If a defaulting customer fails to pay, an Islamic bank is allowed to charge compensation (ta’widh) on the customer.9 However, such a charge can only be imposed on the condition that the amount cannot exceed the actual loss incurred by the financier. The amount of compensation is determined by a third party (usually the regulator) and any default or delay must be due to negligence of the customer. The compensation can be treated as income to the bank.

- However, if a penalty (gharamah) is imposed on the defaulter to deter late payments, the amount cannot be treated as income by the bank but must be given out as charity. The rationale for allowing the imposition of late penalty charges is based on the principles of Sad al-dhari’ah, or “blocking the means of evil”.10

- This separation between ta’widh and gharamah is largely practised in Malaysia, and were introduced in response to cases of customer defaults. In the early history of Islamic banking operations in Malaysia, there were no late payment charges.

- The Shariah Advisory Council (SAC) of Bank Negara Malaysia justified the imposition of both ta’widh and gharamah based on the Fiqh maxim “al darar yuzal”, which means “harm is to be eliminated” or “whatever harm should be removed”.11

b) Intermediation Function of Backs

Both Islamic banks and conventional banks function as intermediaries of funds between SFUs and DFUs; or in simple terms, between depositors and borrowers (conventional banking) or customers requiring financing (Islamic banking). However, the foundation that creates the relationships as intermediaries is different.

• The legal nature of the relationship between conventional banks and their customers are usually based on a “lending” nature - i.e. conventional banks provide a loan to borrowers, or depositors lend their surplus funds to the bank.

• However, the legal nature of the relationship between Islamic banks and their customers are based on “sale”, “lease” or “investment”– i.e. borrowers enter into a “sale-based” or “lease-based” contract with Islamic banks, or depositors “invest” their surplus funds into the Islamic bank.

The following diagrams illustrate the differences between conventional banks and Islamic banks as intermediaries:

Intermediation by a Conventional Bank

Figure 1: Conventional Banking Intermediary System
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As shown in the above diagram, a conventional bank acts as an intermediary between the depositor (SFU) and the borrower (DFU).

• When it receives deposits through the various types of deposit accounts, such as savings account, current or interest that will be paid to the depositors.

• A conventional bank will use the funds for its lending activities, where borrowers will be charged interest upon the use of the borrowed amount, either on a fixed rate or a floating rate mechanism, with the discretion by the bank to change the interest amount or rate at any time until the loan is fully paid.

Intermediation by an Islamic Bank

Figure 2: Islamic Banking Intermediary System
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• An Islamic bank plays a similar role as far as being an intermediary between the depositor (SFU) and the customer requiring financing (DFU) is concerned.

• However, when an Islamic bank receives funds from: (a) depositors who place their money for safekeeping purposes; or (b) from investors who place their money for investment purposes, the returns to the depositors or investors will depend on the underlying contracts used.

- If the deposit is placed using the qard and wadi’ah yad damanah contracts, the Islamic bank is not obliged to pay any returns. At most, any return is declared at the discretion of the Islamic bank.

- If the deposit is based on the tawarruq contract, the return is pre-determined.

- On the other hand, if the money is placed as an investment, which means that the investor is willing to take risks using the mudarabah contract, the bank and investor will share the profits (if any) based on the profit sharing ratio (PSR). The return is not a fixed amount, and profit-sharing will depend on the performance of the investments.

- In Malaysia, the two types of funds cannot be co-mingled or intermingled as they involve different types of risk.

• To generate income which is to be shared with the depositors and investors, an Islamic bank will then use the funds received for its financing activities by applying the various categories of Shariah contracts, namely sale-based, lease-based, and profit-sharing or profit-loss sharing based contacts.

• Customers who have secured the financing from the Islamic bank will pay the finance charges as agreed with the Islamic bank in the form of profit, lease rental, or return on investments depending on the contacts used.

• The finance costs can either be fixed or variable depending on the Shariah contracts used in the financing facilities.

• Unlike Islamic banks, conventional banks do not offer such profit-sharing and profit-loss sharing financing activities. This is one of the main differences in practice between both types of banks.

c) Other Differences:

Apart from the difference in their function as intermediaries, there are also other differences between Islamic banks and conventional banks:

• Islamic banks are prohibited from being involved in activities that are ambiguous (gharar), which involve gambling (maysir), and any other impermissible or prohibited (non-halal or haram) business activities.

• Islamic banks also have a Shariah committee or supervisory board to advise the bank on Shariah matters, including Shariah compliance.

• Islamic banks in Malaysia also pay zakat, although this is not required by law.

All these aspects are non-existent in the conventional banking system. In summary, it can be said that the operations of Islamic banks and conventional banks are broadly similar with regards to the commercial considerations and strategies (known as tabi’i), but differ significantly in the substantive operations in which Shariah principles must be adhered to.

Table 2: Macro and Micro Differences between Islamic Banks and Conventional Banks




	Macro Differences between Islamic and Conventional Banking



	Area of Difference
	Islamic Banking
	Conventional Banking



	Philosophy
	Operates on Shariah rulings using various contracts, concepts and principles and must be in compliance with Shariah requirements, supported by man-made laws that are not in contravention with Shariah rulings
	Operates on the contracts, concepts or principles based on man-made laws, and not based on any religious laws, doctrines or guidelines



	Accepting and charging of interest
	Interest or usury (riba) is prohibited
	Interest (riba) is allowed and is the basis of all financial transactions



	Other prohibited elements in financial transactions
	• Gharar (ambiguity or uncertainty)

• Maysir (gambling)

• Prohibited purpose such as non-halal products or activities

	Not applicable



	Contracts typically used in deposit taking
	• Qard (Loan) interest-free

• Wadi’ah yad Damanah (safe custody)

• Tawarruq (Fixed Deposit)

	Loan contract



	Contracts typically used in investment account
	• Mudarabah (profit-sharing)

• Wakalah bi Istithmar (agency)

	Not applicable



	Returns on deposits
	• Hibah (gift)

• Profit margin

• Dividend

	Interest payment



	Contracts typically used in provision of financing
	• Sale-based contract

• Lease-based contract

• Equity-based contract

	Loan or lending contract



	Income from provision of financing
	• Profit margin

• Rentals

• Profit-sharing

	Interest income





TOPIC 1.4: PROHIBITED ELEMENTS IN ISLAMIC FINANCE

As the Islamic financial system is based on Shariah, it is important to recognise the main principles and the prohibited elements that apply in the daily business conducts in Islamic finance.

There are several fundamental guiding principles on how an individual is to conduct himself or herself, including:

• Piety (Taqwa): Fear of God or the obedience to God’s command (applicable to Muslims)

• Equality (Musawwah): Provide equal rights and responsibilities

• Brotherhood (Ukhwah): Respect for one another

• Justice (‘Aadl): Balance in performance of rights and duties (liabilities) amongst parties

• Benevolence (Ihsan): Doing something good beyond promised responsibilities

• Cooperation (Ta’awun): Helping others

Apart from the above principles on individual conduct, Shariah has clearly stipulated some prohibited elements in a transaction or financing activities. Among the major prohibitions in Islamic transactions and which are common in conventional transactions are:

• Riba (Interest or Usury)

• Gharar (Ambiguity or Uncertainty)

• Maysir (Gambling)

Prohibited Element #1: Riba (Usury/Interest)


“.…. Those who devour interest will not stand except as stands one whom the Evil One by his touch has driven to madness. That they say: Exchange (trade) is like usury’, but Allah hath permitted exchange (trade) and forbidden riba. Those who, after receiving direction from their Lord, desist, shall be pardoned for the past; their case is for Allah (to judge); but those repeat (the offence) are Companions of the Fire: they will abide therein (forever)…. (Qur’an, 2:275)”



The prohibition of riba is clear in the Qur’an, and applies to any activity whether lending or borrowing. From a religious perspective, the restriction on riba is explicit and unequivocal, and the quantum of the rate of interest is immaterial. Riba is categorised as follows:

• Riba duyun (riba in debt including lending)

• Riba buyu’ (riba in sale/trading/exchange of goods)

Figure 3: Types of Riba

[image: ]

A) Riba Duyun

Interest arising from debt that occurs in lending and borrowing activities. In Islamic finance, it is deemed as an unjustified increment in borrowing or lending of money, paid either in kind or in money above the principal amount of the sum being loaned or borrowed, as a condition imposed by the lender or voluntarily agreed to by the borrower. Riba duyun is further classified into two categories:

• Riba Qard: It is imposed from the beginning of the loan and is proportionate to the time taken by the borrower to pay the loan.

• Riba Jahiliyyah: While there may or may not be riba imposed at the beginning of the loan, riba jahiliyyah differs from riba qard in that it is imposed upon delay or default on payment. Essentially, this results in a situation where the creditor (lender) agrees to allow the debtor (borrower) to delay payment of the matured debt in exchange for an increase in indebtedness. The deferment of the payment of debt is a function of time.

Riba Qard

Figure 4: Riba Qard Illustration
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Riba Jahiliyyah

Figure 5: Riba Jahiliyyah Illustration
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B) Riba Buyu’

Riba buyu’ occurs in transactions of trade or exchange involving ribawi items, or items (commodities) of certain specifications and nature that may result in riba. The prohibition is based on the Hadith of the Prophet (PBUH) which states:


Gold is to be paid for with gold, raw and coined, silver with silver, raw and coined (in equal weight), wheat with wheat in equal measure, barley with barley in equal measure, dates with dates in equal measure, salt by salt with equal measure; if anyone gives more or asks more, he has dealt in usury. But there is no harm in selling gold for silver and silver (for gold), in unequal weight, payment being made on the spot. Do not sell them if they are to be paid for later. There is no harm in selling wheat for barley and barley (for wheat) in unequal measure, payment being made on the spot. If the payment is to be made later, then do not sell them12.



The above items mentioned by the Prophet is known as ribawi items, as exchange of these items are subject to specific conditions in Shariah as compared to other items. Based on the above hadith, riba buyu’ can happen when an exchange of ribawi items does not follow the rule(s) stated in the hadith of the Prophet (PBUH) above.

Riba buyu’ can be classified into two namely:

a. Riba Fadl: The ribawi materials of similar nature e.g. gold to gold exchange but with different weights, measurement or numbers and are exchanged at the same time. It is also termed as riba of excess. As stated in the Hadith above, if two ribawi items of the same nature e.g. gold and gold is exchanged, the rule is that it must be of the same weight and exchanged on the spot.

Figure 6: Riba Fadl Illustration

[image: ]

b. Riba Nasi’ah: Riba by virtue of deferment at the time of exchange of the ribawi items. The Hadith of the Prophet (PBUH) stated that the second rule for exchange of any ribawi items is that the exchange must be completed on a spot basis and there should not be any deferment on the completion of exchange of the ribawi items. Riba Nasi’ah may happen in the following circumstances:

i. Exchange of ribawi items of equal nature: of equal weights, measurements, or numbers, but exchange is not conducted on a spot basis.

ii. Ribawi items of different nature (e.g. gold and silver): the weights, measurements, or numbers may be different, but exchange is not concluded on a spot basis.

Riba Nasi’ah

Figure 7: Riba Nasi’ah Illustration
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The above rules of exchange only apply to ribawi items which has been stated in the Hadith or other commodities that have the same characteristics as ribawi items, which are either:

a) The items which are staple and storable food (e.g. rice and wheat); or

b) The items which are measure of value (al-thaman)13

For example, currency is considered a ribawi item because it has the same characteristics as gold, which is the commonly used standard or reference for the measurement of value (al-thaman)14.

The figure below summarises the rules concerning the exchange of the ribawi items:

Figure 8: Rules on Exchange of Ribawi Items

[image: ]

Prohibited Element #2: Gharar (Ambiguity / Uncertainty)

Gharar is commonly defined as ambiguity, uncertainty, hazard, chance, or risk. In Islamic finance, the prohibition or gharar refers to activities or matters for which the consequences or results are unclear. In business terms, gharar means to undertake a venture blindly without sufficient knowledge or to undertake an excessively risky transaction. The presence of gharar in a contract makes the outcome unknown or hidden, and this is impermissible under Shariah law as such an outcome will result in injustice or zulm.

However, it is recognised that uncertainty or ambiguity do exist in some form in most activities, and therefore it is important to distinguish between the two types of gharar:

• Gharar fahish (major gharar) is considered impermissible and thus prohibited by Shariah

• Gharar yasir (minor gharar) is uncertainty or ambiguity that are unavoidable or cannot be avoided, and would not likely affect the validity of an agreement or transaction, with the unlikely potential of causing harm or injustice to one of the parties in that agreement or transaction.

Ideally, contracting parties should have perfect knowledge of the counter-value intended for exchange. For example, if a person sells a car without informing the potential buyer about its faulty engine, the latter is exposed to risk of which the potential buyer will not have had prior knowledge or awareness. This may potentially lead to great harm to the potential buyer, and is a form of injustice caused by information asymmetry and lack of transparency. Prof. Mustafa Al-Zarqa defined gharar as follows:


“…Gharar is the sale of probable items whose existence or characteristics are not certain, due to the risky nature which makes the trade similar to gambling…”



Whilst gharar was not specifically mentioned in the Qur’an, there are several Hadith in which the prohibition has been emphasised, with classical examples that include situations where a seller or vendor is not in a position to hand over the goods to the buyer. As reported by Ibn ‘Abbas, the Prophet (PBUH) had said:


“…He who buys food grain should not sell it until he has taken possession of it…” – al-Bukhari, Hadith no. 213615



In the context of business dealings, risk is a normal part of any business and carries with it a degree of unpredictability or uncertainty, whereby the likelihood of those risks materialising may or may not be foreseeable or measurable from the outset. As such, there is a need to differentiate between ghorm (business risk) and gharar (uncertainty). Figure 9 below displays the difference between ghorm and gharar.

Figure 9: The Difference between Ghorm and Gharar
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Source: Saiful Azhar Rosly (2005)

In the context of a sales contract, gharar (ambiguity or uncertainty) may be present in the subject matter (such as object and price), the contracting parties (buyer & seller) as well as the offer and acceptance (sighah). On the other hand, ghorm usually relates to the external factors or something that is natural (tabi’) and cannot be avoided. In finance this is known as systemic risk.

Some examples include: robbery, storms, severe heat, outbreak of diseases (such as H1N1, ebola, and others), or price fluctuation. While gharar can be managed and controlled by ensuring clarity of the terms and conditions of the agreement, ghorm on the other hand is matters which cannot be eliminated. As mentioned above, gharar can be classified into two, namely gharar fahish and gharar yasir:

A) Gharar fahish: A major or serious gharar defined as:

i. An uncertainty which is so great that it becomes unacceptable; or

ii. It is so vague that there is no means of quantifying it.

Gharar fahish can be categorised into four:

a) Uncertainty and risk pertaining to the existence of the subject matter

b) Uncertainty over availability of subject matter

c) Uncertainty over the quantities involved

d) Uncertainty over timing of completion and delivery

Gharar may occur in the subject matter, price and conditions of the contract. For example, a contract which stipulates that the purchase price shall be determined based on the market condition on the time of delivery of the item. Such uncertainty of the purchase price falls under the concept of gharar and is not permissible in Shariah. Other examples of gharar fahish are:

a) Purchasing an asset or merchandise that does not exist or could not be delivered

b) Deferred sale in which the deferment period is unknown

c) Purchase price is not determined in the agreement


During its meeting on the 23rd December 2003, the Shariah Advisory Council deliberated whether a clause in a promise to purchase can be made by stating “Islamic financial institution will purchase the asset from the customer at a purchase price that will be determined later based on the terms and conditions of the agreement”? It was resolved that such clause is not permitted as the purchase price is not determined and falls under gharar fahish which is prohibited.16



B) Gharar Yasir: A minor uncertainty or ambiguity, and not deemed to be as serious as gharar fahish. This type of gharar is found in almost all contracts, and refers to the aspects of sale that are not likely to obstruct completion and delivery. The existence of gharar yasir does not affect the fulfilment of the sale and it remains valid upon delivery or completion. Some examples of sales with minor gharar that are permissible are:

• Purchase of fruits without peeling or cutting off the skin to see the inside

• Charging a fixed amount for a bus fare for a certain distance even though the passenger may not travel the whole distance

Prohibited Element #3: Maysir

Maysir, or gambling, is also known as qimar, and is defined as any activity which involves betting whereby the winner will take the entire bet while the loser will lose his bet (ISRA, 2012). The Qur’an has strictly condemned and prohibited it in the following verse:


“O believers, wine and gambling (maysir), idols and divination by arrows are but abominations devised by Satan, avoid them so that you may prosper…………. (Al-Maidah: 91)



One of the reasons for its prohibition is that it invokes enmity in society and distracts believers from worshipping Allah SWT. According to Islamic principles, money should be properly used so that it can benefit society. Any surplus money can be used either for consumption or for investment in economic activities. The use of money to purchase goods for individual needs will encourage the producers of goods, whereas investments made by from the use of surplus money will boost economic activities that may create benefits either in the form of increased employment opportunities or an increase in the production of goods and provision of services. This is one of the reasons why gambling is prohibited - as it does not bring any benefit to society as a whole.

CHAPTER SUMMARY


Though there are broad similarities between the Islamic banking and its conventional counterpart, there are significant fundamental differences between the two. Islamic banks operate based on Shariah principles, where elements such as riba (interest or usury), gharar (uncertainty or ambiguity), and maysir (gambling) as practised in conventional banks, are prohibited.



TEST YOUR UNDERSTANDING

1) All of the following are considered gharar yasir (minor gharar), except:

A. Charging a fixed amount for a bus fare for a certain distance even though the passenger does not travel the whole distance

B. Charging a fixed rate per night for a hotel room even though different guests use different number or quantity of services provided by the hotel

C. Selling an asset or property where the seller is unsure of the deliverability

D. Purchase of fruits without peeling off the skin to see the inside

2) All of the following are prohibited elements in Islamic transactions, except:

A. Riba

B. Gharar

C. Ghormi

D. Maysir

3) Gharar (uncertainty/ambiguity) is an element that should not exist in an Islamic transaction. It can occur in one of the following situations, except:

A. Non-disclosure of defects

B. Fluctuations in market price

C. Selling of fish which are still in a pond

D. Selling of goods where the seller is not capable of delivering it

4) Ali started a business of selling used computers to students of schools in the rural areas. Ali’s action is categorised as:

A. Gharar yasir

B. Gharar fahish

C. Ghormi

D. Maysir

5) When 20kg of Basmati rice is exchanged with 25kg of Thai fragrant rice with payment and delivery made at the same time, this is categorized as:

A. Riba fadl

B. Riba nasi’ah

C. Riba jahiliyyah

D. Riba qard

6) The classical ribawi items under the food stuff category include all of the following, except:

A. Wheat

B. Salt

C. Rice

D. Dates

7) Which one of the following is NOT an item categorised as Currency in riba prohibition?

A. Gold

B. Platinum

C. Silver

D. Pound Sterling

8) Riba is an Arabic word which literally means one or any combination of the following:

I. increase

II. addition

III. growth

IV. wealth

A. I

B. I, II, IV

C. I, II, III

D. None of the above


CHAPTER 2:
ISLAMIC BANKING
PRODUCTS
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TOPIC 2.1: FINANCIAL STRUCTURE OF AN ISLAMIC BANK

Islamic banks provide various financial solutions to their existing and potential customers. In order to better understand the financial solutions and their implications on both the customer and the Islamic bank, it is important to first consider the financial structure of an Islamic bank. The following is a simplified example of a balance sheet17 of a typical Malaysian Islamic bank:

Table 3: Typical Balance Sheet of a Malaysian Islamic Bank




	Assets
	Liabilities & Equity



	Cash & short-term funds:
- Placements at other Institutions

- Marketable securities

- Financing and advances

- Investment in subsidiaries & related Companies

	Liabilities:
- Customers’ deposits

- Investment accounts of customers

- Placements by other institutions

- Other liabilities (incl. zakat and Tax)




	Fixed Assets:
- Property and equipment

	Equity:
- Share capital

- Reserves




	Total Assets
	Total Liabilities + Equity





From the above example, the major contributors to assets are financing and advances. These are the financing solutions provided to the bank’s customers who are the DFUs, which comprise of the following:

• Individuals (e.g. personal financing, Islamic hire purchase, home financing, vehicle financing)

• Businesses (e.g. corporate financing, trade financing)

• Government (e.g. infrastructure financing, development financing)

On the liabilities and equity side of the balance sheet, the primary sources of deposits and investments are derived from customers who are SFUs, including:

• Individuals (e.g. deposits, investment)

• Businesses (e.g. institutional placements)

• Shareholders (e.g. share capital)

It is important to understand the basic structure of an Islamic bank’s balance sheet as it provides a snapshot of a single point in time of an Islamic bank’s financial position and health. Having a strong balance sheet means that an Islamic bank’s assets are more than sufficient to cover for its liabilities, and provides greater assurance to customers and regulators that an Islamic bank is operating at optimal capacity. This, to some extent, reflects the quality of its business operations. Almost any bank that has a strong balance sheet, whether Islamic or conventional, will usually have a strong credit rating as well. This is important to potential investors and future shareholders in determining whether the bank that they wish to invest in is considered “investment grade”.

TOPIC 2.2: ISLAMIC BANKING PRODUCTS AND SERVICES FOR INDIVIDUAL CUSTOMERS

This section covers the range of services and products typically offered by Islamic banks to individual customers.

Deposits, investment products, and their operations

Deposits are the main source of funds for Islamic banks, particularly Islamic commercial banks. The deposit transactions can be made by cash, claims or money - such as cheques placed in the depositors’ accounts, disbursement of money by banks pertaining to a financing facility, or money from investments. Depositors may come from the surplus units that comprise households, business firms, clubs and societies, investors and government. Without deposits from SFUs, a bank would not be able to grow its business as it would not be able to provide financing solutions to the DFUs. Hence, the role of deposit mobilisation is vital in promoting economic development and stability.

Customers primarily keep money in an Islamic bank for the following purposes:

• Precaution or safety

• Transactions

• Investment

An Islamic bank may offer various types of deposit accounts to accommodate the above purposes. Though there are many names given to the deposit products or accounts, the main categories are as follows:
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Savings Account

The Savings Account (SA) is an account opened and maintained by a customer usually for precautionary and transactional purposes. Deposits into the account will accumulate for a period of time and there is no time limitations or restrictions. This type of account is normally offered by Islamic banks to:

• Private individuals

• Joint individuals

• Adults on behalf of minors (parents or guardians for individuals below the majority age)

• Societies, associations, religious groups and clubs

In order to attract the depositors, an Islamic bank may offer savings accounts with innovative and attractive product features that cater to the specific needs of their target customers. For example, savings accounts for students may provide account holders with exclusive benefits that would be suitable for students, whereas savings accounts for wealthier individuals may provide higher returns for higher amounts deposited. These are examples of differentiating value propositions that banks, including Islamic banks, may offer in order to stand out in a saturated market.

Current Account

The Current Account (CA), which is also known as Checking Account, is a type of demand deposit. The account holder can make a withdrawal anytime he or she wishes. Apart from cash withdrawals through an automated teller machine (ATM), withdrawals can also be made by a written negotiable instrument known as cheques18, which are issued by the account holder to the payee. This type of account is normally offered to:

• Private individuals

• Joint individuals

• Companies, partnership and sole-proprietorship

• Societies, associations, religious groups and clubs

The Current Account can also be used to facilitate the utilisation of financing facilities that include a cash line facility (or Islamic overdraft).

Term Deposits

The Term Deposit is a type of deposit which allows the depositor to keep the money for a specific period of time. Generally, the labels “term deposits” and “time deposits” are used interchangeably as both are deposits with maturity, based on the period of time that money is kept in the accounts. Whilst conventional term deposits give guaranteed interest-based returns, term deposits in Islamic banks provide returns based on an agreed rate of return (also known as profit rate). Both the bank and depositor must agree on the rate of return, but actual returns may not be guaranteed. The depositor cannot however withdraw the deposit during this period and must wait until it has reached its maturity. That said however, if there is an urgent need to use the money the bank may allow withdrawal, subject to certain conditions, which will usually affect the return on the deposit, if any.

Gold Account

This is an innovative solution for customers that wish to participate in the precious metals market, specifically in gold. In Malaysia, the gold account is a type of investment product, and is not eligible for protection by the Malaysia Deposit Insurance Corporation, also known as Perbadanan Insurans Deposit Malaysia (PIDM). There are typically two types of gold products:

1) Physical gold:

• Customers may purchase physical gold bars, to be kept either at the bank (service fee may apply), or to be kept at customer’s own preferred location (e.g. personal vault).

• Customers may sell back the gold to the bank for cash to benefit from the potential capital appreciation of the gold amount based on the price of gold on the date of transaction.

• There is also potential for the customer to receive less cash than the price of the gold on the date of purchase as there is a possibility for impairment in the gold value, depending on the volatility of the gold markets.

2) Gold account:

• Customers may open a gold account (also called gold investment account), where gold that is sold to customers will be backed by casted gold bars, stored in a bank’s vault for safekeeping on behalf of the customer.

• In a gold account, customers usually receive a passbook that contains their respective personal details and a record of the gold purchased. Customers may, at any time, choose to sell the gold accounts back to the bank for cash, which will be credited into their connected savings or current accounts.

• As per the physical gold, the price of the gold will fluctuate, depending on the movement of the gold markets.

Therefore, there is a potential for both appreciation as well as impairment in the value of the gold in the customers’ gold accounts.

The Shariah contracts generally applicable in gold products are summarised in the table below, together with the typical product features:

Table 4: Typical Shariah Contracts and Features of Gold Products




	
	Shariah Contracts
	Product Features



	Physical Gold
	1. Wakalah (agency): Bank acts as agent for the gold supplier to sell physical gold to the customer.

2. Bai’ sarf (currency exchange): As gold is a form of currency and is a ribawi item, the rules of bai’ sarf must be observed. The customer purchases the physical gold based on the selling price that is stated on the day of transaction.

3. Hibah (unilateral gift): Customers may choose to transfer the ownership of the physical gold to another person as a gift. The recipient of the gift may be allowed to sell the gold back to the bank, provided that the recipient is also a customer of that bank. A unilateral gift is irrevocable.

	• Customers have a choice of different weights of gold, depending on what is offered by the bank.

• Gold purity will also differ from bank to bank, as they may have different suppliers of the physical gold.

• Each physical gold is provided with a numbered certificate for proof of ownership.

• Usually, physical gold bought from one bank cannot be sold to another bank. This is why any gift of gold from a customer cannot be sold back to the bank unless the recipient is also a customer of the same bank.

• There are no profits generated from the transaction of physical gold. Any potential gains will be from the potential capital appreciation based on the gold price on the day.

• The bank may charge a service fee for the selling of the physical gold.

• Physical gold is not eligible for protection by PIDM.




	Gold Account
	1. Wakalah (agency): Bank acts as an agent for the gold supplier to sell gold to the customer, reflected in the form of an account (recorded in a gold passbook).

2. Bai’ sarf (currency exchange): As gold is a form of currency and is a ribawi item, the rules of bai’ sarf must be observed. The customer purchases the physical gold based on the selling price that is stated on the day of transaction.

3. Wadi’ah (safekeeping): The bank, as custodian, retains the gold on behalf of the customer for safekeeping.

4. Wa’d (promise or undertaking): The bank may promise or undertake to buy back the gold in the customer’s account.

5. Hibah (unilateral gift): Customers may choose to transfer the gold in the account to another account holder as a gift. The recipient of the gift may be allowed to sell the gold back to the bank. A unilateral gift is irrevocable.

	• With a gold account, customers need not assume the risk involved with safekeeping of physical gold.

• At any time, the customer may sell the gold account back to the bank. The customer may also sell part of the gold account.

• The customer may also choose to convert the account into physical gold by giving advanced notice to the bank (notice period will depend from bank to bank).

• Conversion of the physical gold back to the gold account is not allowed, however customers may sell the physical gold back to the bank and use the proceeds to purchase a new gold account.

• There are no profits generated from the transaction of the gold account. Any potential gains will be from the potential capital appreciation based on the gold price on the day.

• The bank may charge a conversion fee for the service to convert the gold account into physical gold.

• The gold account is not eligible for protection by PIDM.






There are several banks in Malaysia that offer gold products. For example Bank Muamalat Malaysia Berhad offers the Muamalat Gold-i (gold account)19 and the Muamalat Gold-i Consignment (physical gold).20 Gold products are a way for customers to participate in the gold markets, and are usually categorised under wealth management products as they are deemed investments to encourage creation of wealth for those customers.

Investment Accounts

The Investment Account (IA) is also known as the Participating Account Under the Investment Account. By depositing into an investment account, the customer or investor has a better chance at gaining a higher return because the profit gained from the business or project that the investment is placed in will be distributed based on the agreed profit-sharing ratio. There are two types of Investment Accounts:

• Restricted Investment Account (RIA) - the bank can only place the investment amount in a specific business or venture

• Unrestricted Investment Account (URIA) - the bank is allowed to invest in the business or venture of its choice in a manner it deems appropriate.

The following illustrates the types of Islamic banking deposits, and the contracts applied:

Table 5: Summary of Deposit Products in Islamic Banking




	Type of account
	Purpose
	Features
	Return



	Savings Account – contract used:
a) Mudarabah

b) Wadi’ah

c) Qard

	For safekeeping and taking no risk
	• The account can be operated with or without passbook

• It is withdrawable on demand

• Insured by PIDM

	Depends on the contract applied.
a) Mudarabah – profit sharing

b) Wadi’ah/qard – hibah (gift)




	Current Account – contract used:
a) Wadi’ah

b) Qard

	Mainly for transactional purposes such as payments
	The account is operated using cheque and withdrawable on demand
	Wadi’ah/qard – return is based on discretion, and classified as a unilateral gift (hibah)



	Term Deposit – contract used: Tawarruq
	For safekeeping and for higher return
	To be kept for a certain duration of time
	Rate of return is preagreed



	Investment Account – contract applied: Mudarabah
	For investment purposes with potential higher returns
	Funds from the client are to be invested in businesses either specifically agreed or in general, which is up to the discretion of the Islamic bank
	Profit will be distributed based on the agreed profit-sharing ratio





Shariah Contracts and Principles Applied in Deposits and Investment Accounts

Demand Deposits (Current Accounts and Savings Accounts – CASA)

Unlike in conventional banking where there is only one type of contract between the bank and the depositors i.e. that of a borrower and lender, Islamic banking has several Shariah contracts and principles which are applied in deposits and investment. Among the most common Shariah contracts and principles used are:

Wadi’ah Yad Damanah

Wadi’ah (deposit) is amongst the lawful transactions in Islam. It simply means “any belonging left by the owner or his representative with somebody to take care of them”, and essentially denotes a situation where an individual has given something he or she owns to another party for safekeeping. The Mejelle (or Majallat al-Ahkam al-Adliyyah) has defined wadi’ah as assets given to someone for safekeeping without any return. In other words, the term wadi’ah signifies a thing entrusted to the care of another.

There are two types of wadi’ah, as set out in the table below:

Table 6: Types of wadi’ah and the Corresponding Differences




	Types
	Wadi’ah yad Amanah
	Wadi’ah yad Damanah



	Principle
	Safe custody based on trusteeship
	Safe custody based on guarantee



	Utility of asset
	The custodian cannot utilise the deposited asset
	The custodian may utilise the deposited asset with the consent of the depositor



	Entitlement to profits
	The custodian is not entitled to any profits
	The custodian is entitled to profits arising from the utilisation of the asset





For cash deposit-taking by Islamic banks, the type of wadi’ah used is wadi’ah yad damanah as the bank will guarantee the return of the cash deposit to the depositor on demand. The application of wadi’ah yad amanah21 in cash deposit taking is not popular since it is a mere trust and it will not be possible for Islamic banks to utilise the money for financing or investment activities.

For wadi’ah yad damanah, there are two contracts involved namely wadi’ah (safekeeping) and daman (guarantee). Among the features of wadi’ah yad damanah include:

• The custodian acts both as trustee and guarantor to the deposited asset

• The deposit can be utilised by the custodian which include trading or financing activities irrespective of whether there is consent from the depositor

• The deposits can be drawn on demand at any time

• The deposits need not be segregated from other assets as it can be identified or distinguished from other assets

• There should not be any pre-agreed benefit of any kind to the depositor to avoid riba

• The custodian has the sole right to the income derived from the use of the deposits since it bears all liabilities pertaining to the deposit in providing financing to the DFUs.

Figure 10: Wadi’ah yad Damanah Illustration
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In relation to the type of deposits, wadi’ah yad damanah is applied in savings account as well as current account. The practice in Malaysia is that while there is no return for the deposits in the current account, a sum is given to the savings account holders in the form of a gift (hibah) at the sole discretion of the bank as a token of appreciation. However, the gift is minimal due to the nature of the contract where the account holders bear no risk like the ones in investment accounts. Besides, the gift cannot be advertised in advance as a return but subject to the criteria set by the Islamic bank, and the gift will be declared and credited into the account periodically.

In Malaysia, the deposit accounts that use wadi’ah yad damanah contract are insured by PIDM, which was established on the 1st September 2005 alongside the enactment of the Malaysia Deposit Insurance Corporation Act 2011. The corporation was set up to administer a deposit insurance system in Malaysia. The insurance cover is automatic in that the depositors do not need to apply for it. For Islamic banks, deposits are covered via Takaful whilst conventional banks’ deposits are covered via conventional insurance.


In the case of Malaysia, all Islamic banks have been directed by Bank Negara Malaysia to convert all Current Accounts and Savings Accounts (CASA) which use the Shariah contract of wadi’ah yad damanah to the Shariah contract of qard. The banks were given until July 2018 to complete the conversion. In practice, the conversion exercise will not involve a new Aqad or additional documents, and the depositors do not have to incur extra cost. However, the depositors will have the right not to accept the conversion, in which case the accounts will have to be closed.22



Qard

The contract of qard can also be used in the deposit-taking activity of an Islamic bank. According to the Shariah Standards and Operational Requirements issued by Bank Negara Malaysia23, qard is a contract that entails lending money to a borrower where they are obliged to return an equivalent replacement amount to the lender.

For this purpose, money may include cash in all forms of currency and gold and silver. In qard, a contract is established when the sum of money that belongs to the lender is transferred to the borrower. This entails the obligation of the borrower to pay the lender in full. Whatever the terms and conditions that have been mutually agreed upon between the contracting parties and consistent with the Shariah must be binding on both parties.

Qard as a contract in deposit taking has been used by many Islamic banks in the Middle East region, which includes the United Arab Emirates (UAE), Bahrain, Saudi Arabia and Kuwait. In Malaysia, the application of qard in Islamic banks is a fairly recent development, whereas the application of wadi’ah yad damanah as the underlying contract for deposit taking has been the standard practice of Malaysian Islamic banks up until now.

Figure 11: Qard Illustration
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In principle, when depositors or savers place their money with the bank under the contract of qard, they are perceived as lenders to the Islamic bank. As the borrower, the Islamic bank may utilise the money and will bear the liability to repay the lender on demand or upon request. The Islamic bank may use the money for its business purposes, including the provision of financing to the retail and business sectors to earn income. Some of the features of qard deposits include the following:

• The Islamic bank is not allowed, as a borrower, to stipulate any pre-determined excess or return as this will be tantamount to riba

• As it is a loan, the Islamic bank is under obligation to return the same amount it has borrowed when demanded by the lender, notwithstanding any losses it may have incurred when using the borrowed money

• For current accounts using qard, the Islamic bank is permitted to demand from the account holders any wages or fees for services rendered while using the current account

• Provision of an ATM card to the account holder is not tantamount to riba as it is not a primary but a secondary benefit

• Granting of hibah to the lender by the borrower shall be at the latter’s discretion

• The Islamic bank as the borrower also should not disclose or promote the indicative hibah rate or the prospect of granting such rates

• The borrower shall have the discretion to disclose historical information on the hibah granted, provided that such information shall not–

(a) be construed as an indicative hibah; or

(b) give rise to any obligation on the part of the borrower to provide such hibah to the lender.

In practice, the contract of qard can be used in savings accounts as well as current accounts similar to wadi’ah yad damanah. As in wadi’ah yad damanah there is no return for the deposits in the current account but the savings account holders are given a return in the form of a gift (hibah) at the sole discretion of the bank as a token of appreciation. The gift cannot be advertised in advance as a return, but subject to the criteria set by the Islamic bank, the gift will be declared and credited into the account periodically. In Malaysia, the deposit accounts that use qard contracts are protected via Takaful by PIDM.

Term Deposits and Investment Accounts

In the previous section, the focus on the types of demand deposits was meant to illustrate the applicable Shariah-compliant CASA that are available to Islamic banking customers. This section will focus on the types of accounts that are aimed at providing returns through other types of deposit products, either in the form of investment accounts that apply the mudarabah contract, or Term Deposits that apply the tawarruq concept. Investment accounts utilising the wakalah contract will also be discussed.

Mudarabah

As defined in the Shariah Standards and Operational Requirements (SSOR) Series 1, issued by Bank Negara Malaysia in 2016, mudarabah is a contract between a capital provider (rabbul mal) and entrepreneur (mudarib) under which the rabbul mal provides capital to be managed by the mudarib, and any profits generated from the capital is shared between the two parties according to a mutually pre-agreed profit-sharing ratio (PSR). Both parties must be a natural person (individual) or legal person (e.g. companies). In case of loss, only the rabbul mal will bear the loss as long as the losses are not due to the mudarib’s misconduct, negligence or breach of specified terms.

There are two types of mudarabah contracts in relation to Investment Accounts, namely:

• Unrestricted mudarabah (mudarabah mutlaqah)

• Restricted mudarabah (mudarabah muqayyadah)

In the Unrestricted Mudarabah Investment Account, the rabbul mal allows the mudarib to manage the capital without any specific restriction, which means that the mudarib can exercise his own discretion and absolute authority on how to utilise the funds entrusted to him as long as it is deemed appropriate. In the Restricted Mudarabah Investment Account, the rabbul mal may impose specific restrictions on the mudarabah terms. In this case, the rabbul mal may specify certain conditions for the use of the mudarabah funds such as the determination of location, period for investment, type of business or project, and any other terms that he or she wishes, provided these are not illegal or in contravention of Shariah principles.

Figure 12: Mudarabah Investment Illustration
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Generally, the application of both types of mudarabah contracts can be seen in the following variations of the investment account:

Table 7: Application of Mudarabah in Investment Accounts




	Type of Mudarabah Contract
	Type of Account
	Profit-Sharing Mode



	Unrestricted Mudarabah
	• General Investment Account (GIA)

	• The profit-sharing ratio (PSR) will differ from one bank to another, and will depend on the performance of the underlying investments made by an Islamic bank

• The investor does not restrict the entrepreneur in terms of investment activities




	Restricted Mudarabah
	• Special Investment Account (SIA)

• Investment Account Platform (IAP)

	• The profit-sharing ratio (PSR) will differ from one bank to another, and will depend on the performance of the underlying investments made by an Islamic bank

• The investor may impose restrictions on the entrepreneur in terms of investment activities






For GIA and SIA, the tenure for the investment deposits may typically range from 30 days (one month) up to a maximum of five years. The PSR will also vary between tenures, and it depends on the individual Islamic bank’s strategy and preference. In general however, the longer the tenure of investment, the better the PSR in favour of the investors. Since there is no guarantee from the bank of the amount invested and the risk of capital will be borne by the investors, PIDM will not provide insurance coverage for all types of mudarabah investments.

Tawarruq

Tawarruq or Commodity murabahah is another Shariah concept that can be used in mobilising deposits or funds by Islamic banks. The use of this concept in Malaysia is quite recent compared to the other contracts or concepts. Technically, tawarruq involves a series of sales contracts. It starts with a customer purchasing an asset or commodity from a commodity seller (in this case the Islamic bank acts as an agent of the customer) for a deferred payment (based on an agreed period of time, or term). Then, the seller subsequently sells the asset or commodity to a third party on spot for cash, at a price lower than the deferred payment price. The margin between the deferred payment price and the spot cash price is the profit or return paid to the customer upon maturity of the agreement. The following diagram illustrates how a tawarruq typically operates as a deposit product.

Figure 13: Tawarruq Deposits Illustration
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Wakalah

Another Shariah contract that is currently being applied in the investment process by customers of Islamic banks is wakalah or agency. Not all Islamic banks offer placement of deposits under this contract. The wakalah contract can be applied in many financial transactions, including the various types of agency contracts such as wakalah Letter of Credit and wakalah used in a commodity murabahah transaction. For deposit taking, one type of wakalah that can be applied is a fee-based agency called wakalah bi ististhmar, also known as an investment agency contract. Under this contract, the customer as the investor will place the money with the bank. The bank will act as an agent or wakil to invest the money on the customer’s behalf. The bank will charge an agreed fee for the agency service provided, and any income from the investment will be paid to the investor. If there is no profit from the said investment, only the principal amount will be returned. In case there is negligence on the part of the bank, the wakalah fee will be waived.

Figure 14: Wakalah bi Istishmar Investment Illustration
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Source: ISRA (2016)

1. The customer, as investor, appoints the Islamic bank as his or her agent

2. The Islamic bank invests the money that has been placed with it

3. The returns, if any, as well as principal are returned to the investor

4. Any surplus returns above the expected returns are either given to the Islamic bank as an incentive, or it can also be shared between the two parties based on pre-agreed ratio

5. In the event of the bank’s negligence, the principal is returned to the investor with a waiver of the wakalah fee.

Below is the summary of the accounts discussed above:

Table 8: Summary of Shariah Contracts/Concepts for Deposits and Investments




	Type of Shariah Contract/Concept
	Brief Description
	Typical Use



	Wadi’ah yad Damanah
	Guaranteed safe custody
	Savings account, current account



	Mudarabah
	An investment partnership with profit-sharing implication where one party acts as the provider of capital and the other as the entrepreneur
	Investment account, business financing



	Tawarruq
	An arrangement consisting of two sales and purchase contracts used to seek liquidity
	Term deposit, liquidity financing for consumer and business



	Wakalah
	A contract of agency in which one party appoints the other to perform a certain task on its behalf, usually for a fee
	Investment account, letter of credit, used in tawarruq transactions



	Qard
	Loan
	Savings account, current account, interest-free loan





The products and their underlying Shariah contracts discussed above have been described in a general context. Different Islamic banks will have their own suite of products and variants although at their core, the main principles, functions, and operations remain in compliance with Shariah principles as well as regulations on products. The specific features and terms of each product offered by an Islamic bank in Malaysia are disclosed in Product Disclosure Sheets (PDS), which are publicly available for customers to refer to as per the regulatory guidelines and policies on product transparency. Additionally, it is important to adhere to the regulations and guidelines of the Securities Commission of Malaysia (SCM) on Shariah compliance in investments, especially with regard to the role of stock-screening24 in managing a portfolio of Shariah-compliant stocks.


The Investment Account Platform (IAP)

A New Value Proposition for Islamic Banking in Malaysia

In IFSA 2013, there is specific mention of the investment account being one of the types of products and services that an Islamic bank may offer, and is seen as an important game changer as well as a key differentiator between an Islamic bank and a conventional bank. Since IFSA 2013 came into force, the Islamic banking industry in Malaysia have undertaken various measures to not only comply with the requirements under the new law, including the separation of investment accounts from deposit accounts. With the investment accounts, Islamic banks would need to channel funds received from customers (as investors) to match the financing requirements of business ventures with higher risk profiles – in particular ventures that would not normally be eligible for financing due to the risk averse nature of banks. This is because the operational requirements of deposit accounts would generally steer the mobilisation of funds towards “safe” investments or towards financing the needs of low-risk businesses with almost guaranteed returns.

The risk averse nature of banks (whether Islamic or conventional banks) and the similar risk averse sentiments of the majority of depositors, meant that channelling funds to DFUs (whether individual entrepreneurs or small-medium businesses) that had higher risk profiles would not be possible as any failures from DFUs returning the financing given to them would affect the banks’ ability to return depositors’ funds on demand. This would make liquidity management very challenging for banks, and would require higher capital reserves in order to provide for any impairments in financing should any DFUs fail to return the funds they have been given.

As a result, many DFUs are left with fewer avenues to meet their financing requirements to grow their businesses, as their higher risk profiles can only be met by investors with appetite for higher risk in exchange for better returns. However, such investors and venture capitalists are relatively scarce in supply, and may have different types of criteria from banks that business ventures need to comply with.

The investment account presents a new opportunity for Islamic banks to be able to match financing requirements of higher risk business ventures with a wider range of customers. These customers may already have their normal deposit accounts, and those who have excess funds may be willing to invest in higher risk ventures through the banks, whose operational infrastructure would be well equipped to channel and manage the funds invested.

To realise the value proposition of investment accounts, a consortium of six Islamic banks25 collaborated to launch the Investment Account Platform (IAP) in early 201626 to provide customers with a new solution for investing their surplus funds. The IAP is a financial technology platform that will facilitate the process of selecting the appropriate business ventures based on the investors’ risk appetite. Since the IAP ecosystem embeds the key functions of the consortium of Islamic banks, investors can be assured of the efficient deployment and management of capital invested towards the sponsored business ventures.

The following diagram illustrates how the IAP works and its key features:

Figure 15: How the IAP Works and Key Features
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Source: IAP www.iaplatform.com

In many ways, the IAP is similar to equity crowdfunding platforms (ECPs), with the obvious difference being that banks are part of the intermediation platform as sponsors for ventures, and provide the necessary technical and technological support for the ecosystem, instead of being outside the chain of transactions (i.e. disintermediated). However, it is important to note that the IAP is not an equity crowdfunding platform. Rather, it is more accurately described as a new type of asset class for investment, which is suitable for individuals, corporates, as well as institutional investors. Unlike an ECP, business ventures are required to have an established track record before applying for investment funding through the IAP. While this means that start-up ventures are excluded from the selection process, it also allows the IAP to be more focused in the types of ventures that are listed on its platform. All ventures that are listed will be rated by RAM Solutions Sdn Bhd, as the appointed credit rating agency for the IAP27, which provides valuable information for potential investors in assessing which ventures match their risk appetite.

The following diagram shows the mechanics of the IAP:

Figure 16: The Mechanics of IAP
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Source: IAP (www.iaplatform.com)

The IAP’s potential for amassing a larger base of investors to support the growth of viable business ventures is considerable. Listed ventures are funded through various means of investment intermediation, with applicable fees to investors depending on which Shariah contract is used (these may either be wakalah, mudarabah, or musharakah). As these ventures are relatively high risk DFUs compared to those that are financed through low-yield deposits, there is the expectation of higher rewards for investors. Conversely, the risk also means that investors may not be able to recoup their investments if the ventures fail or suffer considerable financial losses. All investments made through the IAP are not protected by PIDM, and investors are advised to consult with professionals before taking the decision to invest.

Early success story

The first venture listed on the IAP was Perak Transit Sdn Bhd, which successfully raised a total of RM10 million (US$2.4 million) for working capital financing. The fundraising enabled Bank Muamalat Malaysia Bhd (the sponsoring bank) as the investment manager to provide a tawarruq term financing facility28 to Perak Transit Sdn Bhd, with expected returns of 6.5%29 to investors over a period of three years. Since then, several other ventures have been listed on the IAP and have successfully raised funds to grow their businesses.



TEST YOUR UNDERSTANDING

1) A savings account may employ any of the following Shariah contracts, except:

A. Wadi’ah yad Damanah

B. Qard

C. Tawarruq

D. None of the above

2) Unrestricted Mudarabah may be applied in all of the following account types, except:

A. Savings Account

B. Current Account

C. General Investment Account

D. Special Investment Account

3) Which one is NOT true about a Mudarabah Investment Account?

A. Mudarabah is an equity product with no capital protection

B. Mudarabah contract operates along profit-sharing principles

C. Mudarabah is risky

D. Mudarabah is a fixed return instrument

4) The following are similar activities under both the IFSA 2013 and FSA 2013, except:

A. Accept deposits

B. Provide financing

C. Accept money under investment account

D. Conduct other allowable businesses

5) The type of account that allows the bank to pre-determine the return to the depositor/investor is:

A. Wadi’ah yad damanah savings account

B. Qard current account

C. Tawarruq term deposit

D. Mudarabah investment account

TOPIC 2.3: ISLAMIC BANKING PRODUCTS AND SERVICES FOR CONSUMERS AND BUSINESSES

The topics under this section will cover in detail the types of financing products and services provided to consumers and business entities.

Consumer Financing Products

The term “consumer” is often used interchangeably with “customer”. A consumer is a person or group of people, such as a household, who are the final users of products or services. Consumer financing is obtained individually or jointly for personal, family or household purposes. Consumer financing is usually categorised under Retail Banking. The many needs of a consumer can be met through a financing product.

Consumer needs can be financed by:

• Internal sources - a customer’s own capital or funds; or

• External sources - other sources of capital or funds (e.g. banks)

In today’s world, the availability of external sources for funds is abundant, available normally through financial institutions such as banks. Individual consumers may approach the banks, including Islamic banks, for fulfilment of their financial needs, for example, the need to purchase a home, which can be accomplished through a combination of the consumer’s own funds, such as his savings and bank financing.

The most common individual financial needs can be summarised as follows:

Figure 17: Common Individual Consumer Financial Needs
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Before going into further detail on the Shariah-compliant solutions for each of the above needs, it is useful to appreciate the general differences in financial solutions between Islamic banks and conventional banks:

Table 9: Comparisons between Conventional and Islamic Term Financing Solutions




	Items
	Conventional Bank
	Islamic Bank



	Relevant contract applied
	Lending contract
	Sale-based contract such as:
• Murabahah,

• Tawarruq

• Lease-based (ijarah)

• Partnership-based
(musharakah mutanaqisah)




	Type of income to the bank
	Interest (riba) that is prohibited
	• Sale-based: Profit margin

• Lease-based: Rentals

• Partnership-based: Profit-sharing




	Variation to bank’s finance charges
	Interest rate can be varied, provided that the borrowers are duly informed
	• Sale-based: No variation allowed

• Lease-based: Rental fees can be varied

• Partnership-based: Profit-Loss Sharing (PLS) ratio is fixed, but ijarah rental may vary based on market prices




	Late payment charges
	Interest penalty charges are allowed and treated as income
	• Sale-based: Compensation (ta’widh) and penalty (gharamah) are allowed but their application is stringent and the rates are determined by the regulators






Financing for consumers are categorised into:

Table 10: Consumer Financing Products in Islamic Banks




	Product for Consumer Financing
	Summary



	Home Financing Products
	Financing facility provided by the Islamic bank to their customer who are purchasing house. Type of contract usually applied:
• Murabahah (markup sale)

• Tawarruq (commodity murabahah)

• Ijarah lease)

• musharakah or shirkah mutanaqisah (diminishing musharakah)

• Istisna’ (order-based sale)




	Vehicles Financing Products
	Financing facilities provided to customer in assisting them to purchase vehicles including personal or for business. Contracts that are usually applied:
• Ijarah

• Murabahah




	Personal Financing
	Cash or liquidity financing for different purpose. Contracts that are usually applied:
• Tawarruq

• Al-Rahnu or Ar-Rahnu






Home Financing Products

Consumer financing helps a person to fulfil his needs and wants. For example, one of the most important needs of any individual is a home for shelter. Instead of renting the house, he may wish to own one in the long-term. Acquiring or owning a residential property can be quite a substantial expense, and unless a person happens to be cash rich, they may not be able to buy the property outright by paying in cash for the full purchase price. In practice, an individual customer will usually pay a certain percentage of the property’s purchase price as a deposit or down payment, normally between 10 to 20 percent. The remaining amount will be obtained from an external source such as an Islamic bank. There are many Shariah contracts and principles that can be applied for this purpose. Amongst the contracts and principles that are applicable are as follows:

• Murabahah (Markup Sale)

• Tawarruq (commodity murabahah)

• Ijarah (Lease)

• Musharakah or shirkah mutanaqisah (Diminishing musharakah)

• Istisna’ (Order-based Sale)

Figure 18: Common Shariah Contracts/Principles Used in Home Financing
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i. Murabahah Home Financing

One of the Shariah contracts that used for home financing is murabahah. There are two types of murabahah that can be applied: (i) the basic murabahah contract; or (ii) the murabahah to the purchase orderer (MPO) contract.

• The majority of Islamic banks apply MPO instead of the basic murabahah as it is considered more relevant in the context of Islamic banks being the financial intermediaries

• It involves the sale of an asset through a murabahah contract to the purchaser at an agreed selling price that includes the bank’s profit

• Financing using this Shariah contract is usually for a completed property, and not for property under construction

• There are three parties involved in a murabahah financing:

i. the seller of the property

ii. the buyer (the bank’s customer)

iii. the bank as the intermediary

• There is a promise by the bank’s customer to purchase the asset. The agreed selling price is payable by instalments over an agreed duration, usually monthly.

• In Malaysia, the use of this contract is not very popular, however it is commonly used in the Middle East. One of the Islamic banks that applies this facility is Dubai Islamic Bank

• The following diagram illustrates the mechanism of murabahah home financing:

Figure 19: Murabahah Home Financing Illustration
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ii. Tawarruq Home Financing

Another financing concept that can be used for home financing is bay’ al-tawarruq, or tawarruq for short. It is also known as commodity murabahah (CM).

• The use of tawarruq in general is for procurement of cash through the process of monetisation

• There are many types of tawarruq, and the one that is applied in this case is banking tawarruq (tawarruq masrafi)

• In the context of home financing, a tawarruq arrangement shall precede the financing of the purchase of the house by the bank’s customer. The cash generated from the sale and resale of a certain commodity (e.g. palm oil) will be used to finance the purchase of the house, irrespective of whether the house is completed or still under construction

• As such, it is more flexible compared to a murabahah financing which is only applicable to a completed project

• The use of tawarruq is very popular in Malaysia, where most Islamic banks - both local banks and locally-incorporated foreign banks, offer this facility in addition to other Shariah contracts

• The mechanism of Tawarrruq home financing is illustrated in the figure below:

Figure 20: Tawarruq Home Financing Illustration
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As shown above, the house being financed is not the underlying asset for the tawarruq transaction. However, the cash that is received from the tawarruq transaction will be used to finance the purchase or even for the construction of the house. In order for the tawarruq transaction to be valid, the parties involved must observe all the necessary requirements.

iii. Ijarah Home Financing

Another major Shariah contract that is applied in home financing is ijarah or lease. Ijarah in general refers to a contractual relationship between an owner of a property and a person who wishes to hire the asset or property. Both parties enter into a lease contract or hire contract.

• Ijarah as a mode for fixed asset financing is not very different from sales-based financing.

• The major difference between a sales contract and a lease contract is:

- Sales contract: There is a transfer of ownership at the beginning of the contract.

- Lease contract: There is no transfer of ownership at the beginning but only a transfer of usufruct.

• There are two types of ijarah depending on the purpose of the transaction:

- Operating ijarah (ijarah tashghiliyyah): There is no intention on the part of the lessee to own the asset, and the ownership remains with the lessor at the end of the lease period.

- Financing ijarah (ijarah tamwiliyyah): Used when it involves ownership transfer of assets. The primary focus in this topic is that of financing ijarah.

For financing a completed house, the contract that is most often used is ijarah muntahiah bi al tamlik (IMBT).

• IMBT can be defined as a form of ownership transfer involving the usufruct of an asset, such as building or equipment, for a particular period, in consideration for a defined rent, which is usually higher than normal rental, to encourage the lessor to transfer the leased asset to the lessee at the end of the lease period after the lessee has paid all instalments (in the form of periodic rental).

• The effective legal transfer can be in the form of a sale or a gift of the asset to the lessee.

• In the IMBT agreement, the rental amount as well as the method of its determination, and the lease period must be clearly stipulated.

• In Malaysia, Islamic banks may adopt either fixed rate or floating rate rental as the mode of payment in IMBT financing.

- Under the fixed rental rate, the ijarah rental can be determined based on the common practice in the market, for the duration of the financing tenor.

- Under the floating rental rate method, the ijarah rental payment may fluctuate from time to time based on the movement of the Base Rate (BR) or Base Financing Rate (BFR), which are influenced by the Overnight Policy Rate (OPR) of the central bank as well as the Islamic bank’s own benchmark cost of funds.

- The rental rate can also be benchmarked against any rate such as the London Interbank Offered Rate (LIBOR). The mechanism of an IMBT home financing is illustrated in the figure below:

Figure 21: Mechanism of IMBT Financing Illustration
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For the acquisition of a house which has not been constructed or is under construction, a suitable financing is ijarah mausufah fi dhimmah (forward lease). Under this ijarah contract, the agreement is executed for an asset undertaken by the lessor (bank) to be delivered to the lessee (customer) according to the specifications. During the construction period of the leased asset, the lessor may require the lessee to pay a certain portion of the rental which has been pre-agreed by both parties. This advanced rental payment will be considered as a debt to the lessor until the delivery of the leased asset to the lessee.

iv. Musharakah Mutanaqisah Home Financing

Musharakah mutanaqisah or Diminishing musharakah (DM) home financing is another financing product offered by several Islamic banks in Malaysia as well as other countries. It is a specialised type of musharakah in which the bank (as the financier) and the customer (the buyer of the asset) come together as partners to facilitate the asset acquisition.

• In addition to the musharakah contract, two other Shariah contracts are applicable in DM, namely ijarah (lease) and bay’ (sale)

• The supporting Shariah contracts are to facilitate the process of buying back the bank’s share of the asset by the customer who will ultimately have 100% ownership of the asset

• There is no intention on the bank’s part to remain a co-owner of the asset unlike a normal musharakah partnership. The application of DM in home financing is illustrated in the figure below:

Figure 22: Diminishing Musharakah Financing Illustration
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Source: Kamal Khir, Loksh Gupta & Bala Shanmugam (2008)

• In the above illustration, the bank (as the financier) and the customer (as the buyer of the asset) participate as partners where at the outset, the bank is usually the major contributor of the funds.

• There must be an agreement detailing the partnership which includes the profit-sharing ratio, the periodical rental amount, the mechanism of buying of shares by the customer, etc.

• Upon periodical payments made by the customer through the sharing of rental income, the bank’s share in the asset will diminish until it becomes zero.

• The bank will then transfer the asset fully to the customer where he/she will become the sole owner of the asset.

v. Istisna’ Home Financing

Unlike the four Shariah contracts above, the use of istisna’ as a mode of home financing is not very common either in Malaysia or any other country. Istisna’ contracts were popular during the early stages of Islamic banking in Malaysia, but became less so since the turn of the new millennium. Whilst most Islamic banks in Malaysia these days use either murabahah, tawarruq, ijarah or musharakah contracts for home financing, there are a few banks that still continue to provide istisna’ financing for specific purposes. Istisna’ is a mode of financing that involves the sale of a property under construction, as opposed to fully constructed properties, including the building of a home on a land owned by the customer. Typically, an istisna’ home financing operates as follows:

• A customer who owns a piece of land may require financing in order to build a house on it.

• As the house does not yet exist, the bank may suggest the use of istisna’ home financing as a suitable financial solution for a property that has not yet been constructed.

• As the bank is not a developer, it will enter into what is called a “parallel” istisna’ – firstly between the bank and the customer, and secondly between the bank and the contractor or builder of the house.

• There should be clear specifications within both istisna’ contracts and the details should include price, delivery date, payment plans and other relevant conditions. This is an important aspect of istisna’ in order to avoid the element of gharar due to absence of subject matter30.

• The contractor/builder will construct the house and receive progressive payments from the bank and later deliver the completed house to the customer.

• The customer will then pay the bank on a monthly basis in accordance to the agreed payment plan or schedule.

Below is a summary of the key differences between the various home financing products as discussed above:

Table 11: Differences in Home Financing Facilities based on Shariah Contracts




	Types of Islamic Home Financing
	Key Differences



	Murabahah
	• Underlying asset is the property to be financed

• The bank will purchase the asset first before selling it to the customer

• Ownership of property is transferred immediately to the customer but the customer will be indebted to the bank

• Profit margin (rate) is fixed




	Tawarruq
	• Underlying asset is not the property to be finance but instead a commodity

• Ownership of property to be financed is transferred immediately to the customer but the customer will be indebted to the bank

• There will be a purchase and sale transactions of commodity in the commodity market

• Ownership of property to be financed is transferred immediately to the customer but the customer will be indebted to the bank

• Profit margin is usually fixed but may also be floating




	Musharakah mutanaqisah
	• There will be a partnership between the bank and the customer for the purchase of the property

• Both parties contribute to the funds

• Customer will buy over the share of the bank through an ijarah mechanism

• Property will be transferred to the customer upon full share buy back




	Ijarah
	• The bank as the lessor will acquire the asset to be leased first

• The customer as the lessee pays the periodical rentals as agreed

• Rental rates can be fixed or floating

• Property will be transferred to the customer upon full rental payment




	Istisna’
	• Two parallel contracts between the customer and the bank and between the bank and the developer

• The developer will develop the house for the bank as per the istisna’ agreement and the bank will pay to the developer at the bank purchase price

• The bank sells to the customer and the customer will pay the bank in periodical instalments at the bank’s selling price

• Upon completion, the house will be transferred to the bank from the developer, or in many cases the bank will authorise the developer to deliver the house to the customer






Vehicle Financing

Another commonly available product for consumers is vehicle financing. Islamic banks generally offer two modes of financing to help the customers in financing the purchase of vehicles. One is through an ijarah facility and the other is through a murabahah facility. The most common mode for vehicle financing in Malaysia is Al ijarah thumma al bai’ (AITAB) whilst the use of murabahah for such financing is less common.

i. AITAB

• There are two contracts in AITAB: Lease (ijarah), and sale (bay’)

• The product has to adhere to the principles of both contracts

• In Malaysia, the practice of AITAB involves the combination of the lease contract and sale contract under a master agreement which governs the process for the execution of the financing. This is important to ensure that, in accordance with the Islamic law of contracts, the execution of one contract (lease) has to be commenced and concluded before the execution of the other contract (sale), where:

- Under the first contract, a lessee or hirer leases the vehicle from the lessor or owner at an agreed rental over a specified period.

- At the end of the lease period the lessee enters into a second contract to purchase the vehicle from the lessor.

- It is important for the two contracts to be conducted in the proper sequence, as otherwise there could be an element of gharar as to which of the contracts is being executed, risking invalidation of the agreement due to non-compliance with the Shariah principles.

• The mechanism of AITAB is illustrated in the figure below:

Figure 23: Mechanism of AITAB Vehicle Financing Illustration
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ii. Murabahah to the Purchase Orderer (MPO)

• Another mode of vehicle financing is MPO. It is a sales contract under which the customer will purchase the identified vehicle from the bank, after the bank has made the initial purchase from the vendor or seller.

• The bank will only purchase the vehicle upon the customer’s agreement to purchase the said vehicle from the bank.

• The bank may either provide full financing or part financing (typically at 90 percent of the price), subject to the customer’s payment capability (known as creditworthiness).

• Payment of the agreed selling price is by way of monthly instalments.

• In Malaysia, if there is early settlement, the bank is obligated to provide a rebate (ibra’).

• The mechanism of this mode of financing is illustrated in the figure below:

Figure 24: Mechanism of MPO Vehicle Financing Illustration
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Source: BIMB Website

Personal Financing

Aside from financing for the purchase of assets, individual consumers may also need cash or liquidity financing - the purposes of which may differ from one customer to another. Islamic banks offer personal financing where the mode of financing can be on a revolving basis or term financing for a certain period, depending on the consumers’ preference and suitability. The modes of financing are further explained below:

i. Revolving Personal Financing

One of the revolving financing products offered by Islamic banks is the cash line facility, also known as Islamic overdraft.

• As per its name, the facility is revolving in nature where the consumer may use the facility repeatedly within a given financing limit and period of financing.

• It is, in some respects similar to the conventional overdraft facility, albeit in accordance with Shariah requirements.

• As practised in Malaysia, the most common Shariah concept applied to this facility is tawarruq. There will be an asset sale and purchase transaction that is facilitated by the commodity market, and the resulting cash will be placed in the customer’s current account where a financing limit will be specified.

• There will be a selling price computed based on the financing amount, period of financing, and the bank’s agreed profit rate.

• The facility may either be uncollateralised or on secured basis depending on the payment capability assessment (creditworthiness) of the consumer.

• The customer will also be given cheques to facilitate the utilisation of the facility.

• Illustration on the mechanism of tawarruq cash line facility is given in the figure below:

Figure 25: Mechanism of Tawarruq Cash Line Facility
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ii. Personal Term Financing

Another facility that can help solve a customer’s need for liquidity is personal term financing.

• Unlike the above example for a cash line facility, this term financing is not reusable or able to be re-utilised once the first drawdown has been made.

• This facility is similar to other term financing such as home financing, where upon full disbursement of the facility, the customer will make the periodical payment, usually monthly until full payment of the facility is made.

• As practiced in Malaysia, the common Shariah concept used for personal financing is tawarruq.

• The facility can be used for many purposes. Among others it can be used for education, family travel, performing umrah (pilgrimage), share purchase financing, and much more.

An Islamic credit card is an example of a simple term financing solution, and one of the more convenient ways to make purchases without the hassle of carrying cash. The product is usually offered by most banks as a form of consumer finance.

• In conventional banks, credit cards are issued as a revolving credit facility that is interest-based.

• For Islamic credit cards, Islamic banks offer interest-bearing revolving financing facility under various Shariah contracts and concepts which include tawarruq, ujrah (service fee), ijarah, qard, wakalah, and kafalah.

The operational mechanism for both conventional and Islamic credit cards are quite similar. However, Islamic credit cards cannot be used for the purchase of non-halal or Shariah non-compliant items such as purchase of liquor and other non-halal items, or Shariah non-compliant entertainment. To ensure the customer complies with the requirement, Islamic banks will stipulate in the credit card agreement that the bank has the right to revoke or suspend the usage of the credit card upon its finding that the customer has used the card to purchase or pay for these prohibited items.

In Malaysia, the most common Shariah concepts applied to Islamic credit card financing are tawarruq or murabahah. This is illustrated in the figure below:

Figure 26: Mechanism of Tawarruq Credit Card Facility
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Similar to conventional credit cards, there are many benefits of Islamic credit cards to users. These include shopping discounts and rewards, reward points, travel miles, petrol rewards and dining rewards. There are also many classes of credit cards from basic or classic, up to premier class depending on the income levels of the users. Credit card usage is highly regulated by the authorities to avoid over indebtedness. In Malaysia for example, certain income groups are not allowed to have more than two credit cards and a minimum payment is also fixed to discourage indebtedness over a long period.

iii. Ar Rahnu (Short-term Loan)

Ar Rahnu or pawn broking is a facility that provides interest-free loans or qard hassan, as offered by some Islamic banks. It is important to note that other than the investment account, this is another unique product that Islamic banks are allowed to offer under IFSA 2013, but not under FSA 2013.

• Under the concept of Ar Rahnu, the customer or borrower approaches the bank (the lender) for a short-term interest-free loan to meet his/her liquidity requirements.

• The loan arrangement requires the borrower to pledge his/her assets, usually gold or other jewellery, under the Ar Rahnu arrangement.

- Where the pledged assets are gold and jewellery, the amount of financing will also depend on their purity. The purer the gold, the higher the value and hence the amount of financing that can be given also will be higher.

- The bank will keep the pledged assets as collateral. Once the loan period is up, the borrower will repay the interest-free loan to the bank, and the latter will return the pledged assets to the borrower.

- The safekeeping of the pledged assets by the bank is based on the wadi’ah yad damanah contract.

• The bank will lend the money over a short-term period, for example six months. The amount of loan issued normally ranges from 50 to 70 percent of the value of the pledged assets. However, if the customer needs a time extension, the bank will allow up to one year.

• The bank will charge an administrative or safekeeping fee based on the concept ujrah for the service rendered as custodian of the jewellery. In case the borrower is unable to pay after the loan duration has lapsed, the bank may sell the jewellery to a third party and any surplus from the sale will be placed in a separate account in case the borrower or his or her heir makes a claim on it later.

• The mechanism of Ar Rahnu pawn broking is illustrated in the figure below:

Figure 27: Mechanism of Ar Rahnu Pawn Broking
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Other Banking Facilities:

Internet Banking

In addition to the various types of financing facilities made available to the consumer sector, Islamic banks also provide other services to their customers. Internet banking is one such facility. In an effort to make banking services more widely available to customers, internet banking was introduced in order to enable customers to manage their banking needs. This reduces the need for customers to be physically present at bank branches to conduct their transactions and provides banks with the opportunity to extend their reach beyond traditional physical branches.

There are many types of financial and non-financial transactions that can be done through the internet, including transactions such as bank transfers and bill payments. The transactions that can be done online are electronic funds transfers, payment of bills especially utilities, payment of loans of financing, renewal of insurance or Takaful, trading of online stocks, purchase of unit trusts, online will writing, cards management, and various other facilities.

The use of internet banking benefits the customers as it is convenient and they do not have to visit bank branches or outlets which saves them from incurring additional costs such as transportation or parking fees. Banks are also working on adding more internet-based services so that they can reduce the number of physical branches and outlets, potentially leading to greater cost savings.

Aside from internet banking, there are other technology-enabled facilities that banks provide to customers, including contactless payment which enables faster credit or debit transactions. For example, the contactless payment system, QR code payment, various e-wallet solutions, among others, complements many banking products. Visa’s Paywave is an example of contactless payment technology.


Paywave

Paywave is a contactless payment system by Visa that uses radio-frequency identification (RFID). These days, many credit card issuers have upgraded traditional cards to cards with Paywave capabilities, or other similar contactless technologies. The embedded chip and antenna will enable card holders to “wave” their cards or any other contactless payment cards or devices (including smartphones) over an RFID reader at the point of sale terminal. The use of Paywave takes a shorter time compared to the use of cash or normal payment by card. This saves a lot of time for both the user as well as the merchant.

Despite the convenience of using Paywave and other contactless payment technologies, security remains a concern to users, especially if their cards have been stolen and used before deactivation. Some mitigation measures provided by banks include transaction limits for contactless payments, and 24-hour hotlines to request for the deactivation or cancellation of cards, or restriction of the contactless payment facilities.



Business Financing Products

Businesses operate by using internal or external sources of funds. Internal sources of funds may include paid-up capital, reserves, and loans from shareholders. External sources of funds include direct financing from financial institutions, or indirectly from trade creditors who provide credit terms that allow businesses to settle their trade debts over a period of time. The ability to obtain external financing from external sources depends on a business entity’s financial strength and factors such as viability of the business or project, risk profile, and such other factors relevant for the determination of creditworthiness. A business entity, such as a manufacturing company, may require financing for the following purposes:

Figure 28: Purpose of Financing in Business
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From the above it can be seen that the financing for meeting business requirements can be categorised as follows:

• Working capital financing that comprises purchase of goods such as raw materials, building materials, finished goods, and so on.

• Working capital for financing of expenses that are not related to purchase of goods- these may include management and administration expenses, marketing and sales expenses, financing of collection activities, payments to professionals, payment of staff salary, and various other related expense.

• Fixed asset financing, including the purchase or acquisition of land, building, plant, machinery, equipment as well as construction, renovation and expansion of existing buildings.

There are a number of financing products offered by Islamic banks to finance the above purposes, including the following:

Fixed Asset Financing

There are many modes of financing for this purpose. The Shariah contracts and principles that are used are similar to the ones given for consumer financing above, including murabahah, tawarruq, musharakah mutanaqisah and ijarah, all with similar modus operandi to those discussed earlier.

In summary, the purchase and acquisition of land and buildings may use any of the available financing modes. The purchase of plant, machinery and equipment can also be financed using similar modes of financing, depending on whether they are completed assets or assets which are to be constructed, developed, manufactured or built.

Working Capital Financing

Working capital financing can be divided into two:

(i) Inventory assets financing, which involves purchasing of assets such as raw materials for the purpose of business operations; and

(ii) Liquidity financing, which does not involve the purchase of assets but normally used for payment of related expenses, such as cash advances to suppliers or cash line facilities to manage short-term liquidity needs.

What is Inventory Asset Financing?

In its day-to-day operations, a business such as a trading company, manufacturing company or property developer, needs to finance amongst others the purchase of goods that include finished goods, raw materials for production and, material for construction of building. These are some of the examples of working capital needs.

Amongst the modes of financing offered by Islamic banks to finance the cost of working capital include:

Table 12: Types of Financing Facility and Contracts Applied




	Type of Facility
	Contract Applied



	a) Short-term working capital financing

	• Murabahah to purchase orderer (MPO)




	a) Post-sale post-delivery financing

	• Bay’ Al-Dayn

• Tawarruq






i. Short-term Working Capital Financing

Short-term working capital financing is a facility that helps a business to address its short-term liquidity needs. The murabahah contract is commonly used to provide short-term working capital financing, including:

• The Murabahah Working Capital Financing (MWCF)

- The Islamic bank must first make available the asset to be purchased before it can sell to the customer.

- MWCF is normally used for pre-work or pre-sale financing where the customer, usually a business firm, will buy the goods either for subsequent resale, or for use in production of finished products, or for construction of a building.

- As it involves goods, MWCF would be the most suitable mode of financing. Different Islamic banks may brand the product differently, with slightly different features and value propositions. However, the underlying operating mechanisms remain the same.

- This mode of working capital financing is not very common in Malaysia where most Islamic banks prefer the use of MPO.

• Murabahah to the purchase orderer (MPO) is another variant of the murabahah working capital financing. The mechanism of MPO working capital financing is illustrated below:

Figure 29: Mechanism of Murabahah Working Capital Financing Illustration
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ii. Post-Sale Post-Delivery Financing

A customer who is a seller or supplier may need working capital to finance the sale that is made on credit. There is no need for bank financing if the sale has been made in cash. However, if the sale made to the customer is made on credit, say for 60 days, the customer would need bank financing.

There are two Shariah contracts that are normally used in type of working capital financing, one of which is bay’ al dayn (debt trading) and the other is tawarruq. The use of bay’ al dayn is confined to Malaysia as most other Islamic finance jurisdictions do not subscribe to its use. However, while the use of bay’ al dayn is still common in Malaysia, in recent years many Islamic banks have begun to gradually increase the use of tawarruq instead in post-sale delivery financing.


Case Study

Mr. Ramadan Kareem, the owner of Tayyibah Foods Private Limited Company (TFP) which is a small and medium-sized food processing company, requires fixed asset financing facility from an Islamic bank. He approaches Lion Islamic Bank (LIB), to partially finance the purchase of a factory building which costs RM3 million (US$721,486). LIB is a subsidiary of Lion Bank (LB), a conventional banking institution. Mr. Ramadan is new to Islamic banking, but he is very familiar with conventional banking facilities as he has been a long-standing customer of LB and has subscribed to several conventional credit facilities.

He has heard about the floating rate pricing adopted by both Islamic and conventional banks, but is not too sure how different they are. What Mr. Ramadan understands is that both banks are influenced by the interest rate fluctuations in the market as the conventional banking system still dominates the financial industry in the country.

LIB has assessed the financing application by TFP and is satisfied that that the customer’s creditworthiness is acceptable and would like to offer the facility as per the following principal conditions:

• Facility amount: RM2.4 million (US$577,166)

• Margin of financing: 80%

• Pricing: BFR + 1.5% (Floating rate with Selling (Aqad) Price of 10%)

• Shariah contract applied: tawarruq

Required:

Based on the above scenario, you as the Financing Officer of LIB, are required to explain the concept of Floating Profit Rate in a fixed asset financing facility and to show how the concept is able to overcome the adverse impact of fluctuations of interest rates in the market to tawarruq asset financing compared to a conventional term loan. Support your explanation with an illustration so that Mr Ramadan would be convinced to accept the bank’s offer of the facility.

Suggested Solution:

Tawarruq fixed asset financing is one of the most flexible modes of financing as it can be offered either on a fixed rate or floating rate pricing mechanism. This is the most popular financing mode in Malaysia at the moment. Conventional banks also provide term loans based on both pricing mechanisms. Assuming that the pricing structure is similar between the tawarruq financing (offered by LIB) and a conventional fixed loan (offered by LB) as given above, and both facilities are subject to the fluctuations in the market, the following is a comparison of the differences between the two facilities:

• The tawarruq financing has a maximum selling or Aqad price calculated at 10% per annum while also being allowed the flexibility of changes according to the market interest rate.

• On the other hand, the conventional fixed loan is based on the floating rate pricing. As illustrated in the diagram below both facilities will be affected by fluctuations in the market interest rate.

• However, the tawarruq financing facility is subject to the maximum Aqad price at 10% per annum (the ceiling price) and if the market interest rate goes above the Aqad price, the customer will only be subject to the maximum limit and will not have to pay anything beyond this.

• On the other hand, the conventional bank may keep on charging the interest on the fixed loan since there is no interest rate ceiling being imposed on this facility.31 However, the sophistication of the conventional bank’s operations may manage interest rate fluctuations by offering customers a hedging option through what is called the “interest rate collar”. However, this is not usually practised in Malaysia.

• The following diagram illustrates a possible scenario of using tawarruq with the floating rate mechanism and ceiling price:
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TEST YOUR UNDERSTANDING

1) A fixed asset financing may employ any of the following Shariah contracts, except:

A. Wadi’ah yad damanah

B. Murabahah

C. Tawarruq

D. Ijarah

2) Which of the following Shariah contracts entails the complete transfer of the asset by the bank upon completion of the financing period?

A. Murabahah

B. Ijarah Muntahiah bi al Tamlik

C. Tawarruq

D. Musharakah mutanaqisah

3) Which of these is NOT TRUE about musharakah mutanaqisah ?

A. The bank is usually the bigger contributor at the commencement of the contract

B. The process of buying back the share by the customer will involve an ijarah contract

C. The property will be solely owned by the bank until the buyback of shares by the customer is complete

D. At the outset the customer must agree to take the asset on lease and to ultimately own it

4) All of the following Shariah contracts/concepts allow the financing of a non-completed house, except:

A. Ijarah mausufah fi dhimmah

B. Istisna’

C. Tawarruq

D. Murabahah

5) Which of the following facilities allows the charging of a management fee?

A. Tawarruq personal financing

B. Murabahah working capital financing

C. Ar Rahnu short term loan

D. Ijarah fixed asset financing

6) A short-term business financing using a tawarruq mode of financing can be used for all the following purposes, except:

A. Purchase of raw materials or inventory

B. Payment of workers’ salary

C. Purchase of stationery for family members

D. Payment of marketing allowances

7) Which one is NOT TRUE about the murabahah to purchase orderer (MPO) mode of financing?

A. It can be used in financing the purchase of raw materials or inventory

B. It can be used in vehicle financing

C. The bank does not have to keep goods in store or warehouse before they are sold to the customer

D. It can be used to finance workers’ salary or wages

TOPIC 2.4: ISLAMIC BANKS AS AGENTS FOR OTHER GOVERNMENT-LINKED BODIES

Beyond taking deposits and providing financing, Islamic banks may also act as agents for other organisations. One such organisation is the Pilgrimage Fund Board or Lembaga Tabung Haji (LTH) in Malaysia, which is a body that is responsible for the mobilisation of savings for hajj pilgrims. The arrangement between LTH and the banks is that LTH account holders may conduct their transactions online either via savings or current accounts maintained at the Islamic banks which act as the official agents. Amongst the services available are balance enquiry and electronic funds transfer. With Islamic banks as agents, it becomes more convenient for LTH account holders to conduct their financial transactions without having to visit LTH branches.

Currently LTH does not have an Automated Teller Machine (ATM) service, thus this arrangement enables the LTH account holders to make cash withdrawals at the banks’ ATMs. There is a fee charged on the account holders for providing these services however. The mechanism of the transaction between the parties in the arrangement is illustrated in the following figure:

Figure 30: Funds Transfer between Tabung Haji and Islamic Banks Illustration
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Another service that is provided by Islamic banks in Malaysia is as agents of Permodalan Nasional Berhad (PNB) for the Amanah Saham Nasional Berhad (ASNB) investment account holders to conduct financial transactions through the banks. ASNB is a subsidiary of PNB, which is an investment corporation for the Bumiputera community in Malaysia.


Note: Currently ASNB has more than ten investment schemes, the first of which was Amanah Saham Nasional (ASN) followed by Amanah Saham Bumiputera (ASB). Through these investment schemes, PNB has acquired many large and strategic companies, and many are industry leaders in their own respective fields – such as financial, insurance, plantation, property, automotive, logistics, infrastructure, pharmaceuticals and chemicals. PNB has also undertaken a series of corporate exercises, where companies under the PNB portfolio were re-organised, merged or acquired to increase their operational efficiency and to attain synergistic benefits. This has enabled PNB to achieve its objectives for consistent returns. Apart from the ASNB offices and branches, investment account holders can perform their investment transactions at selected Islamic banks. Amongst the services provided through the banks are purchasing additional units of investment, as well as selling of existing units of investment for cash. The banks will be paid a fee for the services it provides. ASN and ASB account holders may also apply for personal financing from the bank in order to increase or maximise their investment in the unit trusts.



TOPIC 2.5: OTHER PRODUCTS AND SERVICES PROVIDED BY ISLAMIC BANKS

Islamic banks may offer other types of products and services, either directly or in collaboration with their subsidiaries or related companies. These include Shariah-compliant investment products, Shariah-compliant unit trusts or mutual funds, and Shariah-compliant exchange-traded funds.

Investment Products

Investment products are usually offered to customers with surplus funds who wish to grow their wealth, but who are not necessarily sophisticated or knowledgeable investors. Funds or collective investment schemes are another way for those with surplus funds to make investments in a relatively less risky manner. Under these schemes, funds are pooled either under private or public programmes. These pooled funds from multiple investors are managed professionally to achieve a common goal. The fund managers will manage the investment portfolios which may comprise of listed shares, private equity investments and venture capital funds, and will in the process absorb the risks. Private investors will be able to diversify across asset classes without having to make large investments. At the same time, investors will benefit from professional management without having to worry over daily issues relating to the investments.

The relationship between the unit holders is akin to that of musharakah, where the fund manager is similar to either mudarib (entrepreneur) or wakil (agent), depending on the role that the latter plays which also affects the compensation. Islamic equity products must be structured in accordance with Shariah in terms of the concepts or contracts used. Amongst the most common equity products include:

Shariah-compliant Unit Trusts or Mutual Funds

A unit trust is an open-ended public fund, where the investor purchases units in such funds either directly from Unit Trust Management Company (UTMC) or through authorised agents who could be individuals or financial institutions. Proceeds from the sale of the units will be invested in various investment instruments which form the asset portfolio of the funds.

• By virtue of owning units in the fund, the investor will have a share in the portfolio of investment.

• The investor will be able to sell back the units to the management company at the prevailing price which fluctuates daily. The fluctuation depends on the performance of the assets under the particular fund.

• The UTMC will charge the investors two types of charges, one upon the initial purchase (front end load) and the other upon redemption or sell back of the units (back end load).

• The reward for the unit trust holders would in return be in the form of income distribution or dividends.

• To be Shariah-compliant, the funds should only be invested in assets and securities that have passed the Shariah screening process.

Shariah-compliant Exchange-Traded Funds (ETFs)

An ETF is an open-ended, indexed tracking unit trust fund. According to the Securities Commission Malaysia, it is defined as “a listed index-tracking fund structured as a unit trust scheme or any other approved structures whose primary objective is to achieve the same return as a particular market index by investing all (full replication) or substantially all (strategic sampling) of its asset in the constituent securities of the index”. In other words, its objective is to track or replicate the performance of a benchmark index.

As such ETFs provide investors a cost efficient and convenient way to gain exposure to the basket of securities represented in the index in a single transaction. One obvious advantage of ETFs over unit trusts is the overall lower cost as there is no service fee to be paid to a unit trust agent. In addition, ETFs also enjoy the benefit of diversification because it tracks the performance of the index that comprises many companies. For a better understanding let us compare between the two instruments as depicted in the table below:

Table 13: Comparison between Unit Trust and ETF




	Items
	Unit Trust
	ETF



	Diversification benefits
	Yes
	Yes



	Transparency
	Less transparent
	More transparent



	Fund information
	Information is available from the fund manager and the appointed agent
	Market price and trading activity data are readily available via the stock exchange or brokers



	Liquidity
	Generally less liquid
	Generally more liquid



	Entry fee
	Ranges from 3% to 5% (for equity funds)
	Brokerage fee, clearing fee and stamp duty are applicable when trading on the exchange, generally lower than unit trust



	Management fee
	0.75% - 5% per annum of the net asset value (NAV)
	0.4% - 0.5% per annum of the net asset value (NAV)



	Purchase settlement
	Upfront, usually deducted from purchase proceeds
	T+332 (if through brokers)



	Trading done via
	Agents
	Brokers or participating dealers



	Daily trading period
	Fixed throughout the day
	May change throughout the day





Source: ISRA (2016)

Shariah-compliant Real Estate Investment Trusts (REITs)

REITs were implemented in the 1960s to give small investors a stake in big ticket investments - in this case investments in real estate. According to the Securities Commission Malaysia, a REIT “is an investment instrument that aims to invest in at least 50 percent of its total assets in real estate, whether through direct ownership or through a single purpose company whose principal assets comprise real estate.”

A REIT provides investors with the opportunity to diversify their portfolios and invest in real estate securities which, amongst others, includes residential, commercial, retail properties, plantation land, storage facilities, and more.

• Generally, REITs function like any trust fund linking many stakeholders such as the management company, trustee and the unit holders. The relationship among them is formalised by way of a trust deed, a formal document delineating the objectives and principles of the REIT.

• To protect investors, REITs must be run by a management company approved by regulators.

• Besides REIT management companies, another stakeholder that is important is the property manager who supplies property management services and is paid a management fee. Among the roles of the property manager are to prepare budgets, keep financial records as well as advise on sale and purchase decisions.

• In terms of administration, regulation and laws, there is no major difference between Shariah-compliant REITs and conventional REITs. However, a Shariah-compliant REIT must have a Shariah committee or advisor to control the activities of tenants, give preference to Takaful rather than conventional insurance, and to secure financing from Shariah-compliant sources including Islamic banks.

Equity Financing

Equity financing is one of the most common avenues to finance a business. Equity financing is defined as a joint venture between two parties; whereby one party is the owner of capital, while the other is the entrepreneur who provides the enterprise (who does the work). This is also known as al-qirad or mudarabah.

In equity financing, a capital provider partners with an entrepreneur for the purpose of a business venture wherein the entrepreneur provides his skill and expertise in exchange for the use of the capital provider’s money or resources. As discussed earlier in this module, under a mudarabah contract, the capital provider is known as the rabbul mal, whereas the entrepreneur is known as the mudarib. In an ideal situation, this arrangement results in the efficient allocation of capital from the SFUs to the DFUs, through a direct arrangement mutually agreed between the parties.

Below are some types of equity financing provided by Islamic banks:

Mudarabah Financing

Mudarabah financing is a type of financing where the rabbul mal, the owner of the capital, provides the capital for the business, and the mudarib - the entrepreneur, is responsible for managing the business operations.

For a mudarabah to be legally applied under equity financing, there are a few elements that must be fulfilled:


Essential Elements (Rukun) of Mudarabah:

1) Owner of capital

2) Entrepreneur

3) Capital

4) Projects

5) Profit

6) Offer and Acceptance



The necessary conditions of mudarabah33 are as follows:

1. The capital must be money

2. Profit-sharing must be based on percentage or ratio of profit not on fixed sum of money

3. Profit must not be guaranteed

4. Owner of capital cannot perform the work

5. Owner of capital bears all losses and no indemnity against losses for owner of capital is permissible

6. Mudarabah contract may be terminated prior to work

7. Project must be permissible (halal)

8. Partners must be persons who are legally able to enter into contracts, and are also able to act as agents of the other

Figure 31: Types of Mudarabah
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Mudarabah may be applied in several modes of financing for businesses. Application of such mudarabah contracts in Islamic financing are:

• Project financing

• Contract financing

• Share purchase financing

• Trade financing

Figure 32: Mudarabah Financing Illustration
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When an Islamic bank enters into a mudarabah financing agreement with the customer, the bank is a provider of capital (rabbul mal) while the customer is the entrepreneur (mudarib). The business venture that they enter into can be in the form of a normal business or a project.

• If, for instance, the business or project is profitable, both parties will reap the benefit according to the pre-agreed profit-sharing ratio (PSR). For example, a PSR of 40:60 means that one party (the bank) will receive 40 percent of the gross profits whilst the other (the customer) will receive 60 percent of the profits. The actual amounts received by each of them depends on the actual profits gained or realised.

• In the case of loss incurred, however, the bank will bear it in full as the rabbul mal. The customer on the other hand experiences no capital loss but instead will have suffered loss in terms of wasted effort and time. The impact on the bank is huge as this will affect its capital adequacy ratio (CAR), and will need to rectify the position quickly in order to meet the CAR requirements.

Musharakah Financing

A partnership agreement between two or more individuals or bodies, each contributing capital while profit and losses are shared between the partners. All partners provide capital and participate in managing the business.
Musharakah, also known as sharikat or shirka’, is described as a grouping of capital by shareholders to finance a particular project and profit therefrom is divided according to an agreed ratio. If the project incurs losses, then these losses are borne by the partners according their percentage share of capital.

Essential elements (Rukun) of musharakah are as follows:

1. Shareholders (Shirka’)

2. Capital (Ra’sul Mal)

3. Project (Mashru’)

4. Profit (Rabh)

5. Offer and Acceptance (Sighah)

The necessary conditions of musharakah are as follows:

1. Each partner has the right to run/manage the project

2. Profit-sharing ratio must be based on a percentage of profit not on a fixed sum of money and is pre-agreed upon execution of the contract

3. Capital in terms of money or assets that can be valued with money

4. Musharakah is jointly owned by partners

5. Individual work is valued separately

6. Shareholding need not be equal

7. Individual share ceases upon withdrawal, or in the event of death or insanity

8. Loss sharing is according to the percentage of capital contribution

9. The shareholder running the project generally is given a free hand to run the project

10. Project must be permissible (halal) in an absolute manner. Any amount of haram income will render the entire profit of the sharikat as haram

11. Shareholding is transferable

Other features of a musharakah contract are the following:

1. Profit must not be guaranteed

2. No complimentary contracts that could undermine the intent and spirit of the musharakah agreement

An illustration of a musharakah financing is as shown below:

Figure 33: Musharakah Financing Illustration
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Once an Islamic bank enters into a musharakah financing agreement with the customer, the bank and the customer will become partners.

• The business venture that they enter into can be in a form of a business or a project

• Contribution of capital can be in the form of any asset other than cash

• If the business or project is profitable, both parties will reap the benefits according to the pre-agreed profit sharing ratio (PSR) and the amount received by each of them depends on the actual profit gained

• However, in the case of loss, the bank and the customer will incur the loss according to the capital contribution ratio (CCR). This has a significant impact on the bank as it will affect its capital adequacy ratio (CAR) and if necessary, it has to rectify the position quickly so as to avoid adverse impact on its ability to continue business

Musharakah Mutanaqisah (Diminishing musharakah)

Digressive, decreasing or Diminishing musharakah is a special form of musharakah. Diminishing musharakah (DM) culminates in the ownership of asset or project to the client. It is an innovative and flexible tool for Islamic financing in the area of business working capital, asset acquisition and property venture. Under DM, the bank participates as a financial partner in a project or business venture. The client will gradually buy over the bank’s share until the client gets complete ownership of the project/property. The bank will then release the project/property to the client. The benefits of Diminishing musharakah (DM) are:

• To the bank: It may potentially earn periodical profits all year round.

• To the customers: It encourages the partners to participate in halal investments, and it helps to realise the customers’ ambitions to ultimately own assets or businesses at the end of the tenure

• To society: It builds the economy by developing positive partnerships in ventures instead of negative relationship of indebtedness

As musharakah financing is a form of equity financing, there is a higher risk on capital to the bank as a partner to the financing transaction. On the basis of its potential to create a positive impact to develop the real sector of the economy, the use of a musharakah contract in financing should be encouraged, with the proper risk management tools and policies in place to mitigate the potential for loss. For example, the banks may mitigate the risks by employing more expertise in the businesses that they are going into. This means that if a bank is, or aims to be, involved in the construction of railroad system projects, it should employ mechanical engineers, civil engineers, material specialists, and other relevant experts including transport and city planners to ensure the success of the ventures.

TEST YOUR UNDERSTANDING

1) Which of the following are necessary conditions for mudarabah financing?

A. Rabbul mal and mudarib share in the profit and loss

B. Capital can be in the form of money and in kind

C. Rabbul mal manages the business venture

D. Profits can be varied according to an agreed ratio

2) What is the main difference between a unit trust and an exchange-traded fund?

A. ETFs are investments in “baskets” of stocks

B. Unit trusts are more profitable

C. Unit trusts include fees for agents

D. ETFs are managed by a broker

3) Which of the following is TRUE?

A. In a musharakah financing, profits and losses are shared equally amongst the partners

B. Mudarabah financing can be used to purchase property

C. ETFs are less liquid than unit trusts

D. All equity financing must have a profit and loss sharing agreement

4) How are payments settled for investment in ETFs?

A. Through a broker, with settlement usually made after three days of the transaction

B. Upfront, either through deduction from the account of the customer, or by the customer paying in cash

C. Within three days of payment

D. Within three days, including the date of payment

5) Which of the following contracts are suitable for a project in which there are certain specifications that have been set?

A. Mudarabah muqayyadah

B. Mudarabah mutlaqah

C. Mudarabah mutanaqisah

D. Hybrid mudarabah and musharakah

TOPIC 2.6: FINANCIAL INNOVATIONS

There is no denying that the banking sector is the mainstay of the financial system in any country. However, of late, the world has seen the emergence of financial innovations and initiatives that may in the near future become viable and scalable alternatives to contemporary banking. These new financial innovations include, amongst others, financial technology (Fintech), crowdfunding, and cryptocurrency.

Fintech or financial technology is the application of technology in the financial product ecosystem. It can be said that the advent of new technological applications, quicker processing power of computers, and larger storage capabilities, have contributed to the tremendous speed of Fintech development and adoption. The world is also seeing rapid growth in Fintech investments, with an estimated total of US$23.5 billion34 invested globally in 2016 compared with US$3.1 billion in 2012 – an increase of more than fivefold. This speedy growth is seen by many as a result of the global financial crisis of 2008, in response to the unethical practices that have plagued the financial services sector leading to the collapse of many banking institutions and major depression of the global economy. The following are the main segments in the financial services sector that have been affected, and disrupted, the most by the rise in innovative technologies:

Banking and Lending

In banking and lending, traditional banks face two types of disruptions. One is to deal with the Fintech start-ups in digital and online delivery that forces the banks to reduce its cost, for example, by drastically reducing the number of branches and enhancing their IT capabilities. The other is the emergence of Peer-to-Peer (P2P) lending where interested parties may lend, or provide financing to each other with the advantages of, among others, easier access to financing, higher returns than bank deposits for lenders with low fees, and without doubt rapid technological innovation that appeals to the masses that are technologically savvy.

Payment Services and Transfer System

The payment services and fund transfer system has also changed tremendously with increased accessibility to mobile and smartphones. Among the applications that reduce further the role of traditional banks are the availability of digital wallets or e-wallets where online details of accounts are stored. Another option is airtime transfer to a vendor as an instant payment. Nevertheless, these new applications have to improve further on security protection to enhance customers’ confidence. The emergence of cryptocurrencies and blockchain also have the potential to create even more disruption to payment services and transfer systems.

Investment and Wealth Management

In wealth management, crowdfunding is becoming more popular as an avenue for investment. It began with informal microfinance ventures in the last decade to attract small equity contributions for entrepreneurial activity. This has developed into various platforms for entrepreneurs that may not be able to, or perhaps do not want to, access traditional bank funding. If this continues, the role of a banks as financiers for small businesses may be reduced further. Another disruption to traditional banks is the emergence of robo-advisors, an artificial intelligence programme that provides investment advisory services in place of professional financial advisors. In essence, the programme determines the investment portfolio that suits the investor’s expected risk appetite for investments.

Insurance

Another segment that is affected by Fintech advancement is insurance, which includes Takaful. Sophisticated digital channels with smartphone capabilities will provide, amongst others, greater speed and accuracy in insurance transactions that are expected to become the norm in the near future.


Value Based Intermediation:

The financial services landscape has changed significantly since the sub-prime crisis of 2008, and there is greater movement towards more socially responsible and ethical practices in the global financial sector. The emergence of innovative technologies and calls for greater ethical values in response to the increasing inefficiencies, as well as widening gaps in the deficit of trust in finance professionals, serve as important signposts denoting the key lessons that must be taken on board in order to navigate the current VUCA – Volatile, Uncertain, Complex, and Ambiguous global environment.

In this respect, the fact that Islamic finance has always promoted social responsibility and ethical values in the execution of financial services places the industry in a strategic position to be the leading voice as part of the new vanguard in driving the new agenda for greater good. In line with this, Bank Negara Malaysia in late 2017, announced the Value Based Intermediation (VBI) initiative with the aim to encourage the Islamic financial services industry to attain the next level of growth that is sustainable and with a clear value proposition. In short, VBI focuses on delivery of outcomes of practices, conduct and offerings of Shariah which cultivate positive and sustainable impact to the economy, community as well as environment.

As the first part of a collaborative initiative, a VBI Community of Practitioners was formed with nine participating Islamic banking institutions comprising Bank Islam Malaysia, Bank Muamalat Malaysia, Maybank Islamic Bank, CIMB Islamic Bank, HSBC Amanah Bank, AmBank Islamic Bank, Alliance Islamic Bank, Standard Chartered Saadiq Bank and Agrobank Malaysia.

Bank Negara Malaysia envisions VBI as an important initiative for the Islamic finance industry, placing equal emphasis on both economic value creation and upholding ethical values. With the aim of achieving a sustainable economy driven by ethical values, VBI may be viewed as a complementary initiative alongside initiatives under Socially Responsible Investing (SRI), which has overseen the issuance of Green Sukuk, promotion of zakat and waqf, in order to promote Islamic social finance.



CHAPTER SUMMARY


The range of products available in Islamic banks are comparable to those in conventional banks, particularly the types of financial solutions available for individuals and business entities, at least in terms of meeting their needs. However, unlike conventional banking which mostly structures its products on interest-based loans, the underlying structures of Islamic banking solutions vary from product to product, depending on their purpose as well as the specific needs of customers. Products that are based on mudarabah and musharakah provide equity-based solutions that promote a partnership relationship between the banks and the customers, whereas products based on wadi’ah yad damanah and qard involve a relationship of safekeeping and custodianship. The varied nature of contracts in Islamic banking potentially allows Islamic banks to have a much broader and more diversified balance sheet compared with conventional banking, and the unique Investment Account proposition provides the industry with a solid opportunity to differentiate itself from its conventional counterparts.

Furthermore, in practice, Islamic banks are increasingly incorporating elements of social benefits as product features – this is one way that Islamic banks are actively promoting and contributing to social change. For example, Bank Muamalat Malaysia’s debit card features a social benefit where every time the debit card is used, a part of the bank’s interchange fee35 is contributed to waqf.36 This is merely one example of linking Shariah-compliant financial solutions with social responsibility.




CHAPTER 3:
THE TAKAFUL
INDUSTRY
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CHAPTER OVERVIEW

Individuals and businesses seek security and strive to avoid risks that would lead to potential loss or catastrophic losses due to death, fire, theft etc. Risk exposes oneself to adversity or loss, which in turn causes a reduction in value. As such, one should take the necessary steps to face the risks in life and not leave everything to fate.

Many of the economic and social institutions that have evolved were created in response to risk. One such development is the development of Takaful. The Takaful industry is now recognised as one of the key components of the Islamic financial system. It has evolved from a regional business into a global entity. The business has been growing significantly as an Islamic alternative to conventional insurance. The module will provide the current practices and products available in the Takaful sphere.

TOPIC 3.1: INTRODUCTION TO TAKAFUL

Modern insurance has been in operation for more than 400 years, although the practice of compensating losses incurred by people had existed much earlier. For example, in the distant past, if a house caught fire, the neighbours would rebuild the house for the owner. Takaful too, has a long history. The concept was even applied during the pre-Islamic era through the concept of al-Diyat (blood money) and Al-Aqilah.37

However, Takaful in the modern form was first practised in 1979 in Sudan when Faisal Islamic Bank established the first Islamic Insurance company in the world38. The Islamic Insurance Company Limited (Sudan) founding members and key investors were Faisal Islamic Bank, Mr. Mohammed Yousif Mohammed and Mr. Yousif Abdul Rahman. The insurance company operated as a cooperative insurance with an aim for the benefit of the participants. The amount to be paid by a subscriber shall be an advance premium and shall be specified as a donation in whole or in part, for those subscribers who encounter misfortune.

Origin of the word “Takaful”:

• The word “Takaful” is derived from the Arabic root word “kafala” which means to guarantee.

• Takaful, being a noun, is extracted from the verb “takafala” which means “committing one’s self to avert the loss of somebody”.

• The verb in turn, is derived from the noun “kifl” which means “whatever protects the back of the rider”.

• The actual word “Takaful” does not exist in the Qur’an but a form of the verb “kafala” exists. The Qur’an says, “… And we ordained that he refused to suck at first, until (his sister came up and said) ‘Shall I point out to you the people of a house that will nourish and take care of him for you’” (Qur’an, 28:12). In a Hadith, Prophet Muhammad (PBUH) said, “Myself and the orphan’s protector are close like my fingers in paradise”.

In Malaysia, Takaful as a business was regulated with the enactment of the Takaful Act 1984, and with it we saw the formation of the first Takaful company in Malaysia, Syarikat Takaful Malaysia Berhad. Over the years, the Malaysian Takaful industry has expanded to accomodate a total of 11 Takaful companies and four re-Takaful companies. Currently, the laws governing the Takaful business is the IFSA 2013 while conventional insurance is governed by the Financial Services Act 2013. The IFSA 2013 defines Takaful as “an arrangement based on mutual assistance under which Takaful participants agree to contribute to a common fund providing for mutual financial benefits payable to the Takaful participants or their beneficiaries on the occurrence of pre-agreed events.”39

TOPIC 3.2: OVERVIEW OF TAKAFUL AND CONVENTIONAL INSURANCE

Conventional insurance is a contract of sale and purchase.

• The company sells an insurance policy to the customer at a price which is the premium

• The company undertakes to indemnify the insured up to an agreed limit, if the insured event happens, in return for payment of premium by the customer

• However, the insured does not get any tangible benefit, except an undertaking as stated in the policy contract that the company will indemnify his losses when the risk materialises

In an insurance arrangement, the risk of the insured is transferred to the insurance company in exchange for a premium consideration. If the risk does not materialise during the period of cover, the company assumes all the premium and the insured gets nothing. The policy will not only determine the type of risk that is covered but also the kinds of risks that are excluded, the period of coverage for the indemnity, the limit of compensation that the insured will receive, and sometimes the types and limit of loss that the company will not be responsible for.

Figure 34 : Risk Transfer Concept under Conventional Insurance
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Muslim jurists are unanimous in concluding that while the objective of insurance is good, the manner in which it is currently being conducted is not Shariah-compliant. The Fatwa Committee of the National Council for Islamic Religious Affairs Malaysia on the 15th June 1972 resolved that although the concept of insurance is permissible, the insurance contract is otherwise prohibited because it contains the prohibited elements of gharar, maysir and riba:

1. Gharar - gharar (uncertainty) means risk which is not certain. In other words, it may happen or not, such as the contracting of selling birds in the sky of which the purchaser may or may not get it.40 Exessive uncertainty is something that is not acceptable in Islam mainly because parties will be exposed to injustice. Insurance is a normal sales and purchase contract of the protection given. Ambiguity and uncertainty is dominant in this type of insurance contract because of:

a) The subject matter although exists at the time of the contract may not be in existence when it is enforceable

b) There is doubt as to the existence of the subject matter of the contract

c) The quantity and quality of the subject matter cannot be precisely determined at the time of the enforcement of the contract

d) There is uncertainty in its disclosure of the material facts relating to the contract

2. Maysir – The second objection is to the element of maysir or gambling that arises out of the chance phenomenon that exists in the contract. The insured takes a chance to protect himself from the risk that he is facing. He is prepared to lose the premium if the risk does not materialise. But if the risk materialises, he will get much more than the premium he has paid for. This situation of possibly getting something more than what has been paid for which is based on chance is called gambling, and is prohibited by Shariah.

3. Riba – The third element that Islamic scholars object to is riba or interest that is present in the form of returns from the investment of the insurance fund. Obviously, most of the investments are placed in interest-based instruments and, hence, is prohibited by Shariah.

Although insurance and Takaful have the same function, there are differences between them in terms of intention, principles and transaction. According to the Special Task Force - established on the 25th October 1982, for the introduction of Islamic insurance in Malaysia, the following are important aspects of a Takaful operation:

1. The company is not the one assuming the risk. Rather, it is the various participants who are mutually covering each other

2. The company acts on behalf of the participants as a trustee to manage the operation of the Takaful business. As such, the company does not have any right to the Takaful benefits

3. All contributions (premiums) paid by the participants will be accumulated in the Takaful fund

4. All the Takaful benefits (i.e. claims) will be paid from the Takaful fund. At the same time, money credited to the said fund can be invested in areas approved by the Shariah

5. Should there be a surplus from the operation, the company will share the surplus with the participants according to the principle of mudarabah (profit-sharing)

6. According to the principles of mudarabah, the company as the mudarib (entrepreneur) is also entitled to part of the surplus according to a pre-agreed ratio. At the same time, the company is eligible to earn profits from the investment of the shareholders’ fund

Under the Takaful system, the contribution or donation (tabarru’) by each participant should be made with the intention of tabarru’ and not to effect an exchange of goods or to profit from the contributed sum. It is the existence of tabarru’ that makes the transaction permissible from a Shariah perspective.

Takaful contracts are usually seen as different from insurance contracts in that there is an inherent element of unilateralism whereby participants “donate” to the Takaful fund. This is due to Muslim scholars’ opinion that Takaful should be based on a contract of tabarru’ (donation). The Holy Qur’an is clear on this as demonstrated by the following verse:


“Help one another in righteousness and piety, but help ye not one another in sin and rancour.”41 -Surah Al-Maidah (5), verse 3



The concept of Takaful is clearly meant to foster Islamic brotherhood amongst the participants who have agreed to bear each others’ specified loss such as death or any other peril which may befall a member. Takaful stresses on the importance of solidarity or brotherhood amongst members. Self-interest motivated by material gain has no place in the Takaful scheme. The table below highlights the difference between insurance and Takaful:

Table 14: Differences between Conventional Insurance and Takaful




	Items
	Insurance
	Takaful



	Contract
	Based on sales and purchase contract
	Based on a cooperative donation or contribution contract to help fellow members



	Contractual parties
	Parties are insurance company and policyholder only
	Mutual relationship between all participants and the Takaful operator as manager of the fund



	Compensation
	The insurance company will compensate the policyholders upon unexpected events
	The Takaful participants compensate or help each other upon unexpected events



	Premium/Contribution fee
	Policyholder pays upfront premium as fee to insurance company for future compensation
	Takaful participants pay contribution towards a pool risk fund managed by the Takaful operators





TOPIC 3.3: SHARIAH CONTRACTS APPLIED IN TAKAFUL MODELS

Takaful operators have to conduct their business in a way that is Shariah-compliant by avoiding the three prohibited elements of gharar, maysir and riba that will make the operations void. The easiest part to avoid is riba, which can be achieved by investing the Takaful fund in non-interest-bearing instruments.

The Takaful system is based on the elements discussed above and its principles are as follows:

1. Policyholders cooperate among themselves for their common good

2. Every policyholder pays his subscription to help those that need assistance

3. Losses are divided and liabilities spread according to the community pooling system

4. Uncertainty is eliminated in respect of subscription and compensation

5. It does not derive advantage at the cost of others

Essentially, Takaful is a cooperative insurance whereby members are those who face the same risk or danger of incurring losses and who willingly contribute a certain sum of money which knowingly will be used to compensate those members of the group who incur such losses.


“Help one another in righteousness and piety, but help ye not one another in sin and rancour.”42

“Allah will always help His servant for as long as he helps others.”43

“The place of relationships and feelings of people with faith, between each other, is just like the body; when one of its parts is afflicted with pain, then the rest of the body will be affected.”44

“One true Muslim (Mu’min or believer)) and another true Muslim (Mu’min) is just like a building whereby every part in it strengthens the other part.”45

“By my life, which is in Allah’s power, nobody will enter Paradise if he does not protect his neighbour who is in distress.”46



Based on the above concept and the principles of ta’awuni and tabarru’, the Takaful company then is simply the operator who invites people who faces similar risks to form a group.

• The company is an operator which makes arrangements for the group to come together and make contributions to a common fund

• If any member of the group has become a victim of any peril or mishap (which has been stated earlier), the company will donate part of the fund to the member

• The company is not selling a policy and the participants therefore share their risks collectively and do not hope to make a profit out of their contributions. Hence, the prohibited elements of gharar and maysir are removed

This is exactly what the ancient Arab tribes did. So did the Muslim merchants of the eighth century who collected a sum of money as donation to be used as compensation to any of them who faced some mishap and incurred losses. There is complete transparency to avoid ambiguities or chances. Thus, the Takaful company does not own the fund but the ownership of the fund remains with the policyholders or participants as they are referred to in the Takaful industry. Example of Takaful models for Takaful products will be briefly discussed below.

It is important to note that these models vary in practice. The same model may be applied differently between companies or across countries.

The Cooperative Model

A cooperative is defined as:


An autonomous association of persons united voluntarily to meet their common economic, social and cultural needs and aspirations through a jointly-owned and democratically controlled enterprise. (International Cooperative Alliance)



It operates on the following values:

a) Self-help and self- responsibility

b) Principles of democracy, equality and equity

c) Solidarity

d) Honesty and openness

e) Social responsibility and caring for others

An insurance cooperative and mutual scheme providing Shariah-approved products and investments is permissible under Islamic law.

Most cooperative and mutual Takaful bodies/enterprises provide schemes under micro Takaful for the alleviation and deprivation of poverty in large Muslim communities, especially in less-developed nations.

• The cooperative model is practiced by Saudi Arabia and Sudan. In the Islamic insurance world, Saudi Arabia is the only market which does not have a conventional insurance market. Since the State monopoly on insurance ended in 2004, it has been mandatory for insurance companies to operate in accordance with the cooperative model.

• The main distinction between the Takaful models (used elsewhere in the world) and the cooperative model (used in Saudi Arabia) is that the cooperative model does not contain provisions such as:

- Policyholder funds and shareholder funds do not need to be segregated

- A cooperative insurance company is not required to invest in accordance with Shariah principles

- A cooperative insurance company is not required to appoint a Shariah board47

Nevertheless, many companies in the Saudi Kingdom do operate in accordance with the Takaful model, particularly in the Family Takaful arena such as in the case of Al Rajhi Takaful Company for Cooperative Insurance:

• The company applied the concept of Islamic cooperative insurance through the separation of shareholders’ funds from participants’ funds.

• Al-Rajhi Takaful seeks to accrue profit through net surplus and agency fees.48

• The Saudi Arabian Monetary Agency (SAMA) as the primary regulator of the insurance sector together with the Capital Markets Authority and the Council for Cooperative Health Insurance oversee the insurance companies in Saudi Arabia.

• SAMA is widely recognised as being proactive in its oversight of the cooperative insurance market in the Kingdom and in the introduction of new regulation.49

To understand the module of Takaful cooperation, it best to look at Sudan’s concept of cooperative insurance:

• The contribution made by the participants is contracted as contributions (tabarru’) for the purpose of covering members who have encountered misfortune, and the contributions are made under the basis of cooperation between members to help fund each other.

• The amount to be paid by a subscriber shall be an advance premium and shall be specified as a donation in whole or in part, for those subscribers who endure misfortune.

• Any surplus of the mutual cooperative fund shall be reserved or distributed back to the participants.

• The funds received shall be invested and managed by the Takaful operators.

• The Takaful operator collects a fee as an agent to manage the fund (wakalah) and to share the profit from the investment of the Takaful fund.

• The participants can be elected as one of the board of directors in accordance with the articles of association of the Takaful company as a representative of policyholders and shall contribute in the company’s management through the annual general meeting of the subscribers (participants or policyholders).50

Figure 35: Takaful Cooperation Model
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The Mudarabah Model

In a pure mudarabah model, management expenses and any other indirect expenses for the management of the Takaful fund will be borne solely by the operator from its shareholders’ fund and its share of the surplus of the underwriting and investment returns.

• At the end of the financial year, if there is surplus from the fund after meeting all liabilities and direct expenses such as re-Takaful costs, this will be shared between the participants and the operator according to the share that has been agreed on at the outset of the Takaful contract.

• The Takaful operator must diligently manage the funds and consider the need for re-Takaful to manage the claims risk of the pool fund, where the cost of re-Takaful will be paid out from the fund.

This mudarabah model is currently being practiced in Malaysia by Syarikat Takaful Malaysia Berhad as well as Takaful operators in Brunei.

Figure 36: Mudarabah Model
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• In the above model, the contribution made by the participant will be divided into two, which are for the Risk Account and Investment Account.

• The Investment account will be operated by the Takaful operator who will act as the mudarib and manage the investment.

• The profit will be distributed between the Takaful operator and participant according to the agreed percentage.



The Modified Mudarabah Model

This model is applicable to the investment aspect of both the participant risk fund and participant’s investment fund. The entrepreneur (Takaful operator) will manage and invest the Takaful funds to generate investment profits, which will be shared at an agreed share between the Takaful operator and the participants.

This model can co-exist within other models (wakalah and waqf). Application of profit-sharing under mudarabah is only valid to the excess of capital (i.e. investment profit) and generally such sharing is not allowed on surplus from the risk fund, even though some companies practice surplus sharing on the back of mudarabah arrangements.

The Wakalah Model

Under the pure wakalah model, the Takaful participants appoint the operator as their wakil/agent in the management of

Takaful fund and investments activities. The features of the wakalah model are as follows:

• Operating company acts as an agent

• The company does not share in the surplus of the fund

• Underwriting surplus (UWS)/underwriting loss (UWL) and investment profit/loss belongs to the participants

• Takaful operator charges a fee for its services based on a pre-agreed percentage (e.g. 30%) to cover all management expenses

• For incentives, part of the underwriting surplus is given to the agent/wakil depending on their performance (bonus)

It is normal in Takaful businesses that this model is modified to combine the mudarabah or waqf contracts, among others, to create more sustainable products.

The Wakalah-Mudarabah Model

Under this model, the Takaful operator (being the agent) is appointed by the participants (i.e. the principal) to act on latter’s behalf in exchange for wakalah fees.

• The wakalah fee is usually expressed as a percentage of contributions and can vary by policy duration

• The wakalah fee can also be expressed as a percentage of other variables such as sum covered, risk charges or fixed amount such as policy fee

The Takaful operator will earn net profits if the collected wakalah fee (together with investment profit share from the mudarabah arrangement as explained above) less operating expenditure, expense reserve and marketing expenses become positive. This is highly dependent on good marketing and operational efficiency. Irrespective of the risk fund’s position (being in deficit or surplus), the Takaful operator will receive the wakalah fee as long as new business is issued and remains in force.

The Takaful operator must diligently manage the funds and consider the need for re-Takaful to manage the claims risk of the pool fund, where the cost of re-Takaful will be paid out from the fund.

The Takaful operator will have to bear any potential deficit in the risk fund. This can be done by providing a qard (non-interest loan) and paying it from future surplus. Recouping losses incurred by deficit from future surplus can take years if there is a series of poor claims experience. A good example is the issuance of personal accident policies in which a large value is covered but the contribution base is small. This can potentially wipe out the risk fund upon occurrence of a big claim amount.

There is a disagreement on the treatment of surplus sharing amongst Takaful operators under the wakalah model:

• Some argue that the surplus should be shared with the operator as an incentive for good performance in exercising prudent underwriting to safeguard the risk fund from turning into deficit.

• Others argue that this is not allowed as donations are solely meant for mutual assistance to compensate members afflicted by unfortunate events, and should not be used for other purposes such as surplus sharing.

Figure 37: Wakalah Mudarabah Model51
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In Malaysia, most Takaful operators will receive a share of the surplus in the risk funds. However, this surplus may not necessarily be paid out on a yearly basis.

The Wakalah-Waqf Model

The wakalah-waqf model is predominantly practiced in Pakistan and South Africa. Under the model, the initial waqf fund is provided by the Takaful operator in the form of seed money or donation. The Takaful participants appoints the operator as their wakil/agent in the management of the Takaful fund and investment activities. The features of the wakalah-waqf model are as follows:

• Operating company acts as an agent

• The company does not share in the surplus of the fund

• Underwriting surplus (UWS)/underwriting loss (UWL) and investment profit/loss belongs to the participants

• Takaful operator charges a fee for its service that has been pre-agreed (e.g. 30%) to cover all management expenses

• For incentives, part of the underwriting surplus is given to the agent/wakil depending on performance (bonus)

Figure 38: Wakalah-waqf Model
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In the above model:

• Takaful operators shall contribute to establish the waqf fund which, in principle, shall not be used

• Participants’ contribution shall be made as a waqf fund

• The waqf fund shall be invested and the profit of the investment shall be distributed between the Takaful operator as mudarib and returned to the waqf fund

• Any surplus of the waqf fund contributed by the participants, together with any investment profit shall be returned to the participants

TEST YOUR UNDERSTANDING

1. Which of the following objectionable elements in the contract of insurance has made it prohibitive and void?

i. Riba

ii. Gharar

iii. Maysir

A. i

B. i & ii

C. All of the above

2. Participants voluntarily contribute to the common pool in the form of donation with the condition of compensation. This describes the concept of:

A. Tabarru’

B. Wakalah

C. Ta’awun

3. Which of the following statements is FALSE?

A. Insurance is a contract of exchange but Takaful is not

B. Insurance and Takaful are the same thing with only a change in name

C. Islam is not against the principle of insurance but opposes it means and methods

4. Which of the following are basic principles of Takaful?

i. Participants cooperate among themselves for their common good

ii. Contributions are paid on the basis of tabarru’ (donation)

iii. In classical theory, losses should be shared among the participants

A. i only

B. i and ii

C. All of the answers given

5. Claims for the risks covered under the Takaful contract are paid from the:

A. Operator’s Fund

B. Participant Risk Fund

C. Participants’ Investment Fund

6. A contract where one person appoints someone else to perform a certain task on his behalf is referred to as:

A. Wakalah

B. Mudarabah

C. Ju’alah

7. In a pure mudarabah model, which party bears the management expenses and any other indirect expenses for management of the Takaful fund?

A. The operator from its shareholders’ fund

B. The participants from the participants’ risk fund

C. The operator from its shareholders’ fund and its share of the surplus of the underwriting and investment returns

D. The participants from the participants’ investment fund


CHAPTER 4:
TAKAFUL
PRODUCTS
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There are generally two types of Takaful products:

• Family Takaful

• General Takaful

Broadly, the definition of general insurance/Takaful relates to the indemnification of losses arising from non-life items such as property damage, bodily injury, financial losses and third party liability, etc. as opposed to life/family products.

TOPIC 4.1: GENERAL TAKAFUL PRODUCTS

General Takaful contracts are designed to meet the needs for protection in the event of loss or damage, or bodily injury consequent upon the accidental happening of a peril whether it is catastrophic in nature or otherwise inflicted upon properties, material belongings or human beings.

The participants of the general Takaful products will contribute to a pool fund known as tabarru’ or the General Takaful Fund. The Takaful operator is essentially just the mudarib or manager of the fund and in the event of claims, payment will be made from the fund. The mudarib must diligently manage the funds and consider the need for re-Takaful to manage the claims risk of the pool fund, where the cost of re-Takaful will be paid out from the fund.

Characteristics of general Takaful

• Annual/Short-Term Contracts

General Takaful contracts typically last for one year or less and at the end of that period, can be renewed by mutual consent of the Takaful operator and the participant.

• Varying Contribution at Renewal

At the end of the contract period, the Takaful operator will reassess the risk. Based on this reassessment, different contribution rates may be charged. The difference in rates could be due to two basic causes:

a) Change in the nature of the individual risk to be covered; and/or

b) Overall change in the certificate or contribution rates for that particular class of business owing to, for example, an overall worsening of the risk to be covered

• Contracts of Indemnity

In general Takaful, the aim is to place the participant in the same financial position before the occurrence of the loss, subject to maximum limits of the covered amount. For the majority of general Takaful contracts, the process of indemnifying a loss leads to the claim amount per unit of certificate, varying considerably even within the same class of business which can be considered to be fairly homogeneous in relation to the covered risk.

• Payment of a Claim Does Not Terminate the Contract

Under general Takaful, the settlement of a claim will not terminate the contract unless there is a total loss claim paid. Further claims can be made within the contract period for the balance of the sum covered.

• Risk to Be Covered Does Not Necessarily Increase with Time

Unlike family Takaful contracts where the mortality risk increases with age, covered risk under general Takaful may not increase with duration. In fact, it may decrease due to better safety measures taken by the participant (e.g. installation of water sprinklers for the building).

The main types of general Takaful products are:
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	Motor Takaful



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Motor Takaful
	a) Wakalah

b) Tabarru’

	Private and commercial





Introduction:

The Road Transport Act 1987 makes it mandatory for all motor vehicles to be covered at the very least against third party bodily injury risks before they can be used on public roads. It is an offence for any individual to drive a vehicle without this minimum coverage.

This class of motor Takaful scheme is no longer tariff-rated, similar to the conventional motor insurance. The Motor Tariff provides for Cash-Before-Cover, i.e. participants are required to pay their contributions before risks are assumed and intermediaries are allowed seven days to remit the contributions to their principals.

There are two types of coverage for a motor Takaful plan, i.e. third party and comprehensive coverage:

• Third party liability coverage protects the policyholder against misfortunes or losses which emerge because of death or bodily injury to a third party and/or damage to the third party’s property.52

• Comprehensive coverage protects the policyholder against a third party’s death, bodily injury and/or property damage as well as loss and/or damage to the policyholder’s vehicle because of accidental fire, theft or accident.53

• In some cases, additional benefit coverage is provided as an add-on, for example windscreen cover, or accidental benefit to insured person.

Types of Vehicles:

For the purposes of rating, the Motor Tariff classifies vehicles under the following broad categories:

- Commercial Vehicles

- Motorcycles

- Private motorcar

Coverage:

Motor Takaful will not cover the following:54

• Damage to tires unless the vehicle is damaged at the same time

• Consequential loss, depreciation, wear and tear, rust and corrosion, mechanical or electronic breakdowns, failures or breakages, equipment or computer malfunction

• Loss, damage or liability occurring outside the geographical area (coverage limited to Malaysia, Singapore and Brunei)

• Loss or damage caused by or due to cheating or criminal breach of trust

• Loss, damage or liability arising from an act of nature, arising during or consequence of flood, typhoon, hurricane, storm, volcanic eruption, earthquake or landslide and other nature, landslide

• Loss, damage or liability arising from riot, strike, war and/or warlike operations and nuclear risks

• If the participant or the authorised driver drives the vehicle whilst under the influence of alcohol or drugs

• Loss, damage or liability caused by the vehicle being used for an unlawful purpose

• If the vehicle is used for any motor sports or competition (other than treasure hunts) or any other purpose specified in the certificate

For some insurance/Takaful companies, add-ons are offered - some of which enables extension of coverage to some of the above exclusions. The types and levels of add-ons vary across insurance/Takaful companies. For example, with additional contribution, a participant can extend the standard motor Takaful plan to cover passenger liability, convulsion of nature (i.e. flood, earthquake, etc.), breakage in windscreens or windows, and others.55

Other Important terminologies:

i. Indemnity

The motor certificate provides indemnity to the participant or authorised driver, should any liability be attached to the participant in consequence of any third party being injured or death caused by the use of the covered vehicle. If an authorised driver or even a teenager without a license drove the motor vehicle, liability claims can be rejected.

ii. Third Party

A third party is a person who is injured or has suffered losses or damages arising from an accident involving a participant’s motor vehicle. A third party may be a pedestrian, a driver, or passengers in the participant’s vehicle (excluding those being carried out of or in the course of a contract of employment) or another vehicle. However, it would be prudent for the insured to have the standard certificate to be extended to cover legal liability to passengers for the certificate of indemnity to take effect.

iii. Sum Covered

The amount covered under a motor Takaful certificate can either be on a Market Value basis or Agreed Value basis.

a. On a Market Value basis, the sum covered reflects the market value of the vehicle, i.e. the cost of replacing such vehicle with a similar make, model and condition. If the amount covered is less than the market value, the average condition will apply in the event of a claim. The average condition is a penalty for underinsuring the vehicle. Underinsuring means the sum covered at the time of loss is less than the market value.

Example: The sum covered is RM80,000 (US$19,240) while the market value of the vehicle is RM100,000 (US$24,051) and the loss is RM5,000 (US$1,202). The average condition will operate as follows:

• The Takaful operator will only pay RM4,000 (US$962) instead of RM5,000 (US$1,202) for the loss

• The participant has to bear the difference of RM1,000 (US$240)

b. On an Agreed Value basis, the sum covered is based on database supplied by Insurance Services of Malaysia (ISM Malaysia) Sdn Bhd’s valuation listing, which insurance and Takaful operators are required to subscribe to. In the event of a claim, the Agreed Value is the basis of the payment.

iv. No Claim Discount (NCD)

If no claim is made after the vehicle has been covered for a continuous period of 12 months, the participant is entitled to a “no-claim discount” upon renewal of the certificate as follows:-

Table 15: Example of No-Claim Discounts for Renewal




	Takaful Period
	Discount



	after 1st year of Takaful
	25%



	after 2nd year of Takaful
	30%



	after 3rd year of Takaful
	38.33%



	after 4th year of Takaful
	45%



	after 5th or more years of Takaful
	55%





The above discount percentages are applied in Malaysia. If an accident occurs involving a third party, the participant will lose his NCD entitlement even though he has not made any claims as the claim is made by a third party. It is important to note that the NCD is transferable to another Takaful operator or to another vehicle that belongs to the participant, because the NCD is attached to the person rather than the vehicle.

v. Cancellation

A participant may cancel the certificate by giving 14 days’ written notice to the Takaful operator. Upon cancellation, the participant is entitled to a pro rata refund of the contribution on the unexpired period of Takaful. Upon cancellation, the original motor certificate must be surrendered to the Takaful operator.

vi. Excess

The Takaful operator may, as stated in the certificate, impose excess or deductible on the motor Takaful certificate. Excess is the amount of loss the participant has to bear before the Takaful operator will pay for the balance of claim. In other words, the excess amount will be deducted before the final claim payment. Example: If the amount of excess is RM1,000 (US$240) and the amount of claim is RM1,500 (US$360), the Takaful operator will only pay the covered person RM500 (US$120).

vii. Loading

The Takaful operator may apply a loading on the contribution to ensure that the amount charged is commensurate with the risk. The most commonly used loading criteria would be the participant’s age, any adverse driver characteristics, cubic capacity (CC) of the vehicle’s engine, past claims experience of the vehicle and re-conditioned vehicles.

vii. Betterment

Betterment occurs when, in the course of repairing an accident vehicle, an old part is replaced with a completely new one. For example, if an old bumper is replaced with a new one, the participant will have to bear the difference in cost between the old and new bumper, in line with the principle of indemnity. This is because the Takaful plan is based on the amount covered. This amount, in turn depends on the market value of the vehicle, which will usually be lower than a new one.

ix. Detariffication of Motor tariff

Tariffs are sets of fixed price list created under insurance law to streamline and control premium charges and policy wordings. Under the detariffication or liberalisation of tariffs in 2017, consumers are now able to enjoy a wider choice of motor insurance products at competitive prices as liberalisation encourages innovation and competition among insurers and Takaful operators.

Insurers and Takaful operators are able to charge premiums that are in line with broader risk factors inherent in a group of policyholders being insured and, also market new products that are not defined under the tariff.

For consumers, the benefits include:

• An improvement in the quality of service and a wider range of products at competitive prices due to greater competition among insurers.

• The availability of new products with different features that will enable consumers and businesses to obtain the coverage that best meets their insurance needs.

• As safety features will be one of the factors to determine premiums, drivers will be incentivised to inculcate safe driving habits which will benefit them and the general public.

• Competitive pricing will be offered by insurers and Takaful operators where consumers may benefit from shopping around to obtain the best deals that suit their needs.

• New distribution channels which are more cost efficient such as online channels enable insurance protection to be purchased in a manner most convenient to consumers. In Malaysia since 2017, with the motor detariff implemented, online channels with direct marketing such as motor Takaful platforms and MyEG services have proven to be very convenient distribution avenues for consumers, resulting in a majority of companies experiencing a surge in their business.




	Home Takaful Scheme



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Home Takaful
	a) Wakalah
b) Tabarru’
	Houses and commercial units





A home Takaful scheme is coverage that protects a participant’s house against losses or damage. There are two types of home Takaful, the houseowner Takaful scheme and householder Takaful scheme.

Table 16: Home Takaful Scheme




	Cover
	Types



	Houseowner
	Householder
	Houseonwer & Householder



	Section 1: Buildings



	This section covers loss or damage to the building by any of the following perils:



	Fire, lightning, thunderbolt, subterranean fire, explosion, aircraft damage, impact damage by road vehicles or animals
	YES
	NO
	YES



	Bursting or overflowing of water tanks, apparatus or pipes
	YES
	NO
	YES



	Theft by forcible or violent entry or exit
	YES
	NO
	YES



	Hurricane, cyclone, typhoon, earthquake or volcanic eruption, flood
	YES
	NO
	YES








	Cover
	Types



	Houseowner
	Householder
	Houseonwer & Householder



	Section 2: Contents



	This section generally covers loss or damage caused by any of the perils stated in Section 1 to the contents, including your household goods and personal effects, belongings to you, your family members or domestic servants.



	Fire, lightning, thunderbolt, subterranean fire, explosion, aircraft damage, impact damage by road vehicles or animals
	NO
	YES
	YES



	Bursting or overflowing of water tanks, apparatus or pipes
	NO
	YES
	YES



	Theft by forcible or violent entry or exit
	NO
	YES
	YES



	Hurricane, cyclone, typhoon, earthquake or volcanic eruption, flood
	NO
	YES
	YES








	Cover
	Types



	Houseowner
	Householder
	Houseonwer & Householder



	Section 3: Other Contingencies



	Loss of rent
	YES
	YES
	YES



	Liability to third parties for accidents in your property
	YES
	YES
	YES



	Subsidence and landslip
	NO
	NO
	NO



	Riot, strike or malicious damage
	NO
	NO
	NO





Source: Insurance Info56

Engineering Takaful

Engineering Takaful covers loss or damage arising from breakdown of machinery, family and pressure vessel as well as plant and machinery.57 Engineering Takaful covers the following:

Table 17: Engineering Takaful




	No
	Coverage
	Explanation



	1.
	Contractors’ All Risks (CAR)
	CAR provides coverage for contractors & developers to meet their obligations under contract conditions for civil engineering works awarded to them such as construction of building, infrastructure and other civil engineering works.

The certificate coverage during the construction period for loss or damage to contract works can be extended to include the maintenance period from any cause not specifically excluded. The certificate ceases upon completion of the project and handover to the principal.

The Contractors’ All Risks certificates are not annual certificates and as such are not renewable.

It also provides indemnity in respect of third party liability which the participant shall become legally liable arising from carrying out the contract works.



	2.
	Erection All Risks (EAR)
	The certificate provides coverage against accidental damage to actual works being installed and any temporary works carried on in connection with the erection, testing and commissioning of plant and machinery. Like the CAR cover, the EAR cover typically provides coverage against property damage and bodily injury to third parties.



	3.
	Boilers & Pressure Vessels
	The Boiler and Pressure Vessel certificate provides cover for any sudden and unforeseen physical loss or damage caused by explosion and collapse of the boiler unit or other apparatus by force of internal steam or fluid pressure. The coverage is subject to the terms, exceptions and conditions of the certificate.

This certificate also extends to indemnify third party liability which the participant shall become legally liable arising for property damage and bodily injury.



	4.
	Machinery Breakdown
	This scheme covers sudden and unforeseen damage to the machinery whilst at work or rest, and during cleaning, inspection, over-hauling or removal or transfer to another position within the premises. All plant and machinery are susceptible to breakdown or damage regardless of its quality or the care bestowed on it by its owners.

The sudden and unforeseen damage includes:
• Faulty material, design, construction or erection, vibration

• Defects in casting and material

• Failure of connected machinery or prospective devices defective lubrication, loosening of parts, abnormal stress, self-heating, centrifugal force excessive electrical pressure shorts circuits, arcing or open circuits, failure of insulation carelessness or malicious acts, lack of skill, impact, collision, and the likes

• Storm and physical explosion






Source: Takaful Malaysia – General Products Information58

Marine Takaful




	Marine Takaful



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Marine Takaful
	a) Wakalah
b) Tabarru’
	Exporters and importers





Marine Takaful provides cover for the hull, the cargo transported by sea, air or land and the liabilities that may happen on ships and ship operators against loss or damage.59 There are various risks involved in transporting goods or people by ship. Accidents, piracy, robbery, etc., at sea could endanger the people or goods being transported from one location to another. One way to mitigate these risks is to get Takaful cover for the carrier and the contents of the carrier.

i. Marine Hull Takaful provides cover against loss or damage to hull and machinery. The hull is the structure of the vessel whilst machinery is the equipment that generates the power to move the vessel and control the lighting and temperature system such as boiler, engine, cooler and electricity generator. Perils covered are perils of the sea, fire & explosion, violent theft, piracy, contact with aircraft, earthquake, volcanic eruptions or lightning, accidents in loading, bursting of boilers, breakage of shaft, latent defect, negligence of masters, negligence of repairers, negligence of charterers, barratry.

ii. Marine Cargo Takaful provides the needed risk coverage for delivering of goods via sea. Many types of Marine Cargo Takaful are offered by the market depending on the various terms of sale and coverage required.


VARIOUS terms in Marine Cargo Takaful:-

Free on Board (FOB): The risk of loss of or damage to the goods is transferred to the buyer when the goods pass the ship’s rail.

Cost & Freight (C&F): The seller pay the costs and freight necessary to bring the goods to the named destination, but the risk of loss or damage to the goods is transferred to the buyer when the goods pass the ship’s rail in the port of shipment.

Cost, Insurance & Freight (CIF): Means that the seller delivers the goods on board of the vessel. The risk of loss or damage to the good passes when the goods are on board the vessel. The seller must pay the cost and freight necessary to bring the goods to the named port of destination. The seller also contracts for Takaful cover against the buyer’s risk of risk of loss of damage to the goods during the carriage. When using CIF, the seller fulfils his obligation to deliver when it hands the goods over to the carrier and not when the goods reach the place or final destination.

Ex Quay: The seller makes the goods available to the buyer on the quay (wharf) at the destination named in the sales contract. The seller has to bear the full cost and risk involved in bringing the goods there.



Fidelity Takaful




	Fidelity Takaful



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Fidelity Takaful
	a) Wakalah
b) Tabarru’
	Company





Fidelity Takaful is offered to employers to cover infidelity of their employee(s) who hold positions of trust like handling cash, stocks, store-keeping, etc. This certificate is designed to provide coverage against the risk of misappropriation or embezzlement committed by permanent and authorised employee(s) of the participant during the course of their employment. There are essentially three types of fidelity certificates issued by Takaful operators:




	No
	Coverage
	Explanation



	1.
	Individual Certificate
	This certificate covers a named employee for a stated amount



	2.
	Collective Certificate
	• Named Collective

This certificate incorporates a schedule containing the names and duties of guaranteed individuals. The amount of guarantee is set against each name, and this can be an individual sum or a floating sum over the whole schedule

• Unnamed Collective

This certificate covers the employer against loss arising from dishonest or fraudulent acts committed by employees belonging to specified categories, for example, managers, cashiers, store-keepers and clerks




	3.
	Blanket Certificate
	This certificate covers employers against loss arising from dishonest or fraudulent acts of all employees, without showing names or positions





Aviation Takaful




	Aviation Takaful



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Aviation Takaful
	a) Wakalah/mudarabah
b) Tabarru’
	Airline business - with/without financing





Aviation Takaful is geared specifically to the operation of aircrafts and the risks involved in aviation. Aviation Takaful certificates are distinctly different from those for other areas of transportation and tend to incorporate aviation terminology, as well as terminology, limits and clauses specific to aviation insurance. Most aviation certificates are issued on an “all-risks” basis subject to certain restrictions. There are not many Takaful operators who offer aviation Takaful, as they are usually offered by insurance companies.

Coverage:

The participants of these certificates, either under Takaful or insurance, are the large commercial airlines, corporate or business aircraft owners, private aircraft owners and flying clubs. A comprehensive aviation Takaful certificate generally covers:

• the aircraft itself (the hull)

• liability to passengers and others

In addition, aviation insurance and Takaful would typically include the following coverage:

- Public liability coverage / third party liability: This coverage, often referred to as third party liability, covers aircraft owners for damage that their aircraft caused to third party property, such as houses, cars, crops, airport facilities and other aircraft due to collision. It does not provide coverage for damage to the insured aircraft itself or coverage for passengers injured on the insured aircraft. After an accident, the Takaful operator will compensate victims for their losses, but if a settlement cannot be reached, the case is usually taken to court to decide the liability and the amount of damages.

- Passenger liability cover: This cover protects passengers who are injured or killed while being transported in an aircraft that is involved in an accident. In many countries, this coverage is mandatory only for commercial or large aircraft. Coverage is often sold on a “per-seat” basis, with a specified limit for each passenger seat.

- Combined single limit (CSL): CSL coverage combines public liability and passenger liability coverage into a single coverage with a single overall limit per accident. This type of coverage provides more flexibility in paying claims for liability, especially if passengers are injured, but little damage is done to third party property on the ground.

- Freight liability: This protects the aircraft operator against legal liability to refund freight to cargo owners.

- Personal accident: This protects pilot and crew members in the event of personal injury or death arising from an accident.

- Loss of licence: This protects pilots, flight navigators, flight engineers against financial losses as a result of the loss of their licences.

TEST YOUR UNDERSTANDING

1. Motor Takaful does not cover the following except:

i. Merely damage to tires

ii. Loss or damage caused by or due to cheating

iii. Damages to the car due to accident due to act of other driver

iv. The driver is under influence of drugs

A. i, and ii only

B. i and iv only

C. iii only

D. ii and iv only

2. What are the contracts applied for a home Takaful scheme?

A. Wakalah and mudarabah

B. Wakalah and waqf

C. Wakalah and tabarru’

D. Mudarabah

3. Marine Hull Takaful provides coverage for:

A. Risk coverage for delivering of goods via sea

B. Against loss or damage to hull and machinery

C. Risk coverage for delivery of goods via air

D. Against loss or damage to machinery

4. Aviation Takaful covers personal injury or death out of accident during the flight for the pilot and crew members:

A. True

B. False

5. Types of fidelity Takaful:

i. Named Collective Certificate

ii. Individual Certificate

iii. Private certificate

iv. Blanket Certificate

A. i and iii only

B. ii and iv only

C. i, ii and iv only

D. All of the answers given

6. Cost and Freight refers to:

A. The risk of loss of or damage to the goods

B. Means that the seller delivers the goods on board of the vessel

C. The seller pays the costs and freight necessary to bring the goods to the named destination, but the risk of loss or damage to the goods is transferred to the buyer when the goods pass the ship’s rail in the port of shipment

D. The seller pays the costs and freight necessary to bring the goods to the named destination and the risk of loss or damage to the goods is still on the seller when the goods pass the ship’s rail in the port of shipment until the goods received by the buyer

7. If no claim is made after the vehicle has been covered for a continuous period of 12 months, the participant is entitled to a:

A. Rebate

B. No Claim Discount

C. Detariffication

D. None of the above

TOPIC 4.2: FAMILY LIFE TAKAFUL

In general, a family Takaful plan can be a combination of long-term investment and a mutual financial assistance scheme,60 or just the latter. The following benefits are usually offered to individuals participating in a family Takaful plan:61

• Protection in the form of financial compensation or aid to his family members should the person covered die or become permanently disabled before the maturity of his Takaful plan.

• Coverage for the cost of private medical treatment, such as hospitalisation, surgery and treatment, if participants or the person covered are diagnosed with certain illnesses or are involved in an accident.

• Regular savings for a definitive period with the view of creating a retirement fund for old age.

• Opportunity to earn halal profits from the investment of contributions accumulated in the Takaful fund.

• Availability of funds to finance children’s education should he/she choose the education plan offered under the family Takaful business.

• Avenue to assist other participants through the concept of tabarru’.

In a Family Takaful plan, there are also two separate accounts. Basically, the investment account is named the Participant’s Account (PA) or Participant Investment Fund (PIF) Account, and the risk account is dubbed the Participant’s Special Account (PSA) or Participant Risk Fund (PRF).

Upon the expiry or maturity of the certificate, the participant may receive the amount accumulated in the PIF account with the proportionate surplus, if any, arising from the PRF account as shown in the last valuation by the Takaful company.

Family Takaful plans can basically be divided into:

• Medical Takaful

• Term/Life Takaful

Medical Takaful covers medical and surgery bills, provide benefit payment upon critical illnesses and accidental injuries and other medical related expenses.

Term or life Takaful provides benefits for the next-of-kin in the event of the participants’ death (amongst other benefits). Both these product categories may include an investment-linked component, which are becoming increasingly popular. In addition, both products may be applied in an individual or group plan.

Individual Takaful




	Individual Plans



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Individual Plans
	a) Wakalah
b) Wakalah bil ajr
c) Tabarru’
d) Mudarabah
	Individuals





Generally, the individual plan under family Takaful or its variation enables the participants to meet the following objectives:

• To invest with a view of earning profits in a manner acceptable to Shariah which in turn would lead to further accumulation of savings, e.g. endowment Takaful

• To save regularly for a fixed period for a specific purpose or with a view of creating a kind of contingency fund, e.g. educational Takaful

• To provide cover in the form of mutual financial aid from payment of the Takaful benefits to heir(s) should a participant die or become permanently disabled before the maturity of his plan, e.g. individual term Takaful

• To provide cover for the cost of private medical treatment including hospitalisation, surgery and treatment

• To save for retirement or a long-term needs, e.g. endowment Takaful

Individual plans can be further divided into the following types:

Term Takaful

• Covers the heir(s) against final loss, should a participant die before the maturity of his plan, in the form of mutual financial aid from payment of the Takaful benefits.

• A legitimate concern regarding the purchase of term Takaful would arise if there were no guarantees allowing the participant to renew their term Takaful protection.

- A person’s health might deteriorate while the coverage was in effect, and the individual could be considered not protected by the Takaful certificate in the future

- In this case, the Takaful protection ends upon expiration of the term period, thus the participant would not be able to obtain new coverage

- Because many Takaful participants want to protect their right to buy coverage in the future regardless of their health, most operators will issue what is known as renewable term Takaful

• In addition to being renewable, most term policies are convertible into a different form of family Takaful.

• The standard conversion provision gives the insured the option to change the term policy into some form of permanent coverage to remain covered over the insured person’s entire lifetime, rather than expiring on a specified date.

• When the term Takaful is convertible, the right to change to permanent coverage is provided regardless of the participant’s health at the time of conversion.

• Term policies differ according to many factors, including the length of time for which protection is provided, the guarantee regarding coverage options and the changes (if any) in the amount of protection during the time the policy is in force.

- Some term Takaful is sold with the expectation that the coverage will be renewed several times

- Other forms of protection, known as straight term, are generally not renewable. An example of straight term Takaful written for a very short period of time is flight Takaful sold at airports. Such coverage is usually in effect only during one particular flight and expires without value or right of renewal at the end of that flight.

Whole Life Takaful

In contrast to term Takaful, which expires at the end of a specified period of time, whole life Takaful provides protection for the participant’s entire lifetime or very long terms such as for up to 88 years, 90 years or 100 years.

• Whole life Takaful contracts normally contain savings elements called cash values.

- If participants terminate their whole life contracts before death, however, they are entitled to refunds of the excess funds that have accumulated under their policies to date. That sum is the policy’s cash value.

- It should be clear that the higher the contribution paid earlier in the life of the contract, the greater the cash value available upon policy termination.

• This is in contrast to term Takaful, where discontinued policies simply cease to provide coverage without any type of refund for the policy owner. A straight life contract is arranged such that the contribution is payable so long as the participant lives.

• In a limited-pay life policy, contributions are paid only for a specified period, such as for eight years for a 20-year coverage. After the 8th year, no further contributions are necessary, but the coverage remains in effect until the insured’s death or the 20th year, whichever comes first rather than paying contribution in instalments.

• It is also possible to pay for a whole life policy with only one contribution. When this arrangement is used, the contract is known as single-contribution life.

Endowment Takaful

The endowment Takaful is another type of permanent Takaful and is similar to the whole life Takaful. The only difference is that the contracts provide death benefits for a specified period of time, just as term insurance does. However, like whole life Takaful, it has a cash value and the policyholder is paid upon the contract’s maturity benefit at the end of the protection period if the participant is still alive. Thus, while the policy does provide death protection, on a relative basis, it emphasises savings to some degree. In the past, endowment policies sometimes were used to accumulate savings for specific purposes, such as for the children’s college education or an individual’s retirement.

Family Takaful Term Plan

The family Takaful term plan is a regular contribution family Takaful plan that commences from the age of 50 to 75 and matures on the person’s 85th birthday. This coverage provides death protection due to accidental or non-accidental causes.

• The contracts used are wakalah and tabarru’.

• The contributions are payable until the age of 85 or upon death, whichever occurs first.

• The contribution must be paid regularly to ensure the Participant Individual Account (PIA) is sufficient to cover for the participant’s protection at all times.

• There is no medical examination requirement. It is eligible to be considered as a gift to the individual’s elderly parents.

• The amount of contribution varies with age as well as the benefits covered. The funds could be used by the beneficiaries for badal Hajj, sadaqah (charity), hibah, waqf as well as funeral expenses.

• The offer period is always restrictive in nature. For instance, the i-Great Ameen offered by Great Eastern Takaful Bhd has terms which state that the underwriting surplus is distributable in the proportion of 50% and 50% respectively between the operator and the participants.

Group Family Takaful Plan

For the commercial segment, family Takaful offers schemes such as group family plans and group family Takaful hospitalisation and surgical plans. These arrangements are based on cooperation and mutuality principles of ta’awuni and mudarabah among group members of the fund.62

In the unfortunate event of death of the employees subscribed under the group family plan, the benefits under the respective schemes are given to the next-of-kin of the deceased employees. The group family plans are contracted annually and renewable upon the request of the participants.

The same principle applies to the group hospitalisation and surgical plan, as this is also typically part of the employees’ benefit scheme under a contract of employment.63 This scheme provides financial assistance in the event of an insured participant being hospitalised or is required to undergo surgery due to injury or illness while being employed by the employer.

Group Mortgage Reducing Term Takaful

Another product worth mentioning is the Group Mortgage Reducing Term Takaful:

• This is a family Takaful plan for home financing customers, and usually taken by the financial institutions to protect the non-repayment risk of the housing loan by the borrower.

• This is in the event of death or total permanent disability of the home loan borrower, whereby the family members may have to continue paying the outstanding financing. Under the group mortgage reducing term Takaful, upon the covered event occurring, a specified Takaful sum covered will be paid out from the Takaful fund.

• The group mortgage reducing term Takaful in most countries will be based on the outstanding principal financing.

• Under Islamic banking financing, the initial balance outstanding is the buying price. However, one may also use the selling price as the initial outstanding balance and the subsequent outstanding balance will be reduced by the monthly instalments.

• The sum covered is payable to the financial institution (the grantee) who will subsequently discharge any claim it has on the house.

• In addition, the accumulated amount in the participant’s investment fund, if any, is also payable. Required contributions for participation are usually paid in a single sum.64

Investment-Linked Plan




	Investment-Linked Plan



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Investment-Linked Plan
	1) Wakalah- contract between Participant and Takaful Operator

2) Wakalah bi al-istithmar-contract between Participant and Takaful Operator for investment activities

3) Tabarru’- deduction from contribution paid

4) Ju’alah- ujrah65 or performance fee

	Individual





An investment-linked plan is another category of individual family Takaful plan. Like the individual plan it combines both investment element and Takaful cover. The plan provides a Takaful cover, which includes death, critical illness, hospitalisation and disability benefits, and also an investment in a variety of Shariah-approved investment funds of the individual’s choice.

As compared to insurance investment-linked schemes, investment-linked plans for Takaful can only invest in Shariah-compliant investments. The profit from the investment is shared between the Takaful operator as mudarib and the participants as the owner of the invested fund through mudarabah concept or the use of wakalah bi al-istithmar contract as well as Ju’alah contract in the form of payment of ujrah or performance fee
The unique features of the investment-linked plan are the flexibilities accorded, which are:

• Flexibility to choose from a variety of investment funds that meet your risk appetite (equities, bonds or other financial instruments) to invest in

• Flexibility to vary your own level of protection and investment

• Varying the amount of your contribution according to your changing financial circumstance

• Switching your current investment fund to other types of investment funds

• Withdrawal of part of your investment-linked units at any point in time

There are two types of investment-linked plans depending on the method of contribution. It is illustrated below:

Table 18: Two Types of Investment-Linked Plans




	Single Contribution Plan
	Regular Contribution Plan



	Investment is made in a single lump-sum payment.
	This plan allows contributions to be made monthly, quarterly, half-yearly or yearly.



	The sum assured is usually a percentage of a single contribution, while the benefit payments are the sum assured and the value of the investment-linked units.
	The sum assured is usually a multiple of the annual contribution. The benefit payment is the sum assured and the value of your investment-linked units.



	This plan is more suited for those who have a substantial sum ready for investment.
	Suited for those who have regular income but no substantial sum for investment. The minimum amount is usually RM50 (US$12).





Figure 39: Illustration of Investment-Linked Takaful Plan

[image: ]

The above is a simple illustration of investment-linked plans. The contribution from the participant will be channelled into the participants’ fund of which is partially taken for investment through the mudarabah concept. Upon the maturity of the certificate, the participant shall receive the amount accumulated in the participant’s investment fund account with the proportionate surplus, if any, arising from the participants’ risk fund account as shown in the last valuation by the Takaful company.

The Takaful operator invests the contribution under the participants’ investment fund received in conformity with the principles of Shariah. Any profits derived from the investments shall be shared between the participant and the Takaful operators in a pre-agreed ratio:

• Participant’s investment fund account

X% is credited to this account according to the original proportion and shall be reinvested with the accumulated contribution for the benefit of the participant. Therefore, 100% – X% is paid to the Takaful operator.

• Participant’s risk fund account

X% shall be credited to this account according to the original proportion and shall be reinvested with the accumulated contribution for the benefit of the participant. For example, 20% shall be paid to the Takaful operator.

If the balance in the participants’ risk fund account is insufficient to fulfil the Takaful obligations, the Takaful operator shall arrange for an interest-free loan or qard from other family Takaful accounts which will be refunded in the future. The participant who surrenders the certificate will receive the Takaful surrender benefit accumulated in the participant’s investment fund account together with the profit, if any.

Medical Takaful and Group Medical Takaful




	Medical Takaful and Group Medical Takaful



	Product
	Types of Islamic Contract / Shariah Principle(s) Applied
	Application in Islamic Finance



	Medical Takaful
	a) Tabarru
b) Wakalah
c) Wakalah bi al-ujrah fee
	Individual





With the advancement of medical treatment, the cost of medical also rising. It is projected that medical inflation cost is increasing at a rate of 10%–15% annually, and according to a global survey in 2016, medical inflation stood at 11.5% and continues to grow.66 Below is a summary of the available plans:

Comprehensive Medical Plan Offering Inpatient and Outpatient Healthcare Benefits

The purpose of a medical protection plan is to help pay for healthcare costs. It protects the participant financially in the event of an unexpected serious illness or injury. Medical and health Takaful covers the cost of private medical treatment, such as the cost of hospitalisation and healthcare, if the participant is diagnosed with certain illnesses or has had an accident.

The cover could be on a standalone basis or as a supplementary contract to a basic family Takaful plan. The participant will contribute a certain sum of money to a Takaful fund in a form of participative contribution (tabarru’). The participant will enter into a contract (Aqad) to become one of the participants by agreeing to mutually help each other, should any of the participants face a misfortune such as being hospitalised or diagnosed with certain illness.
The medical Takaful plan comprises a number of schemes based on room and board charges such 150, 200, 250 or 350 and it could also be called silver, gold, diamond and platinum coverage.

a. For room and board, the limit is according to per day. In terms of surgical charges, it will be as per charged

b. There is an overall annual limit per client subject to individual Takaful operator as some have a high annual limit of RM50,000 (US$12,022) to RM300,000 (US$72,000) depending on the plan

c. The lifetime limit also ranges from RM500,000 (US$120,000) to no limit

d. The amount of contribution will depend on the age of participants

e. Along with the policy, riders such as critical illness could be added on ranging from single claims to three claims for different sickness. The medical policy could be linked to investment-linked products

The main types of coverage provided by medical and health Takaful plans are:

a) Hospital services and professional fees – This plan covers expenses that were incurred for hospital services and professional fees arising from injury or illness, such as ward charges, surgical fees and intensive care unit charges. The benefits can be limited to a maximum amount and/or number of days.

b) Hospitalisation benefits – Under this plan, daily cash allowances will be provided for each day the participant is confined in a hospital due to illness and/or injury, subject to a maximum number of days.

c) Critical illness – The plan provides a lump sum benefit in the event the participant is diagnosed to have suffered any of the critical illnesses specified in the certificate. A Takaful operator may offer these products individually or in combinations. We need to be very careful when choosing one that suits our needs by understanding the product features, conditions, benefits, limitations and exclusions of the Takaful plan.

d) Overseas treatment – The participant may be covered for treatment obtained overseas subject to exclusions, limitations and conditions specified in the certificate.

Exclusions can vary across different Takaful companies. For example, some medical and health Takaful will not cover medical cost due to the following:

a. Pre-existing illness at the time of application

b. Claims for illness or injury caused through illegal or unlawful acts

c. Pregnancy or childbirth

d. Venereal disease, infection or parasites

e. Murder or physical assault

f. Cosmetic or plastic surgery

Group Hospitalization and Surgical Plan

The group medical Takaful plan is offered to eligible employees and often to their family members as part of the employee benefits package at an affordable price. This plan offers quality health insurance coverage with a wide range of network hospitals in and around the country. The contribution may be paid by the employer or the employees.

Common features provided under the medical coverage:

a. Access to quality healthcare and wide range of network hospitals in the country

b. 24-hour coverage against illness or accidental injuries

c. Coverage includes inpatient hospitalisation, outpatient treatment, diagnostic tests, day care, surgery, and prescription drugs

d. Coverage may be extended to cover dependents i.e. spouse and children of the employees

e. Direct billing settlement in network hospitals, quick reimbursement process, and fast pre-authorisation & approval system

In addition to the above, other benefits that can be packaged with the group medical plan are as follows:

a) Employee term Takaful (ETT) where the following benefits are provided, namely:

• Death benefits where a lump sum amount is payable in the event of loss of life due to natural or accidental cause

• Total and permanent disability (TPD) benefit where a lump sum amount is payable in the event of TPD due to natural or accidental cause

b) Employee personal accident (EPA) where a lump sum amount is payable in the event of loss of life or permanent disability due to accidental causes

c) Employee crisis protector (ECP) where a lump sum amount is payable in the event that an employee is diagnosed with covered critical illness. Payment of ECP will reduce the ETT benefits

d) Employee Takaful income (ETI) where in the event that an employee suffers TPD, ETI is paid annually for 10 years or until the loss of life of an employee, whichever comes earlier. The first annual payment will be payable one year after the event


BancaTakaful

BancaTakaful is defined as a strategic alliance between a Takaful operator and an Islamic bank, where the latter markets the Takaful products underwritten by the former. The alliance is considered as cost-effective since Takaful operators can use relatively more established Islamic banking channels in marketing their products.

BancaTakaful is not a new concept. MNI Takaful, a Malaysian Takaful operator licensed in 1993, was perhaps the first company in the world that entered into BancaTakaful business. BancaTakaful offers benefits to Takaful operators, Islamic banks and the customers. Among the benefits for Takaful operators are access to Islamic banks’ ready customer database and strong brand identity. For Islamic banks, BancaTakaful is an additional source of funds and a means to mitigate risk (such as credit risk). Customers also benefit from BancaTakaful since the alliance allows them to access integrated financial services in one place.




Quick Facts on BancaTakaful

• An adaptation of the bancassurance concept as a result of the merger between banking and insurance services – a one stop center

• Emerged in the 80’s in Europe

• Tax driven

• Blurring of regulation between the 2 industries

• Banks sees commissions as additional profits from existing clientele

• Citigroup, HSBC, Credit Agricole are successful examples

• Product bundling - particularly credit based types

• Very rapid expansion – in Malaysia about 30% - 40% of Premiums but mainly single premium



CHAPTER SUMMARY


This module essentially discusses Takaful products. Takaful products can be classified into two: general Takaful and family Takaful products. General Takaful products may include motor, fire, engineering, marine, etc.

Family Takaful products consist of four main plans, specifically individual, mortgage, credit and group Takaful. Apart from long-term savings and potential investment benefits, an individual plan provides mutual financial assistance among its participants. The features of mortgage and credit Takaful are similar to the individual plan except on the allocation for tabarru’ and surrender benefits. The group plans usually target the corporate sector. The group Takaful plans can be in the forms of term plans, credit plans, medical and surgical plans.

The highlights of the module are as follows:

• There are three main Takaful business models practiced within the Islamic financial sector globally.

- The mudarabah and wakalah models are the most popular models in practice. The wakalah model is gaining more recognition worldwide.

- The wakalah model appears to be more shareholder-friendly compared to the mudarabah or waqf models. The operators have a share in the investment profit and surplus sharing depending on the model in practice in the respective jurisdiction.

- The Takaful framework needs to be observed by all the operators in Malaysia and the operators need to be in compliance with the existing IFSA 2013.

- The conduct of the business can either be a composite; i.e., both family and general under one entity or just singly depending upon the licensing of the authorities. IFSA 2013 requires the separation of both the family and general Takaful business.

- Hibah is allowed as part of the Takaful conditions.



TEST YOUR UNDERSTANDING

1. The family Takaful plan is basically divided into:

i. Individual plans

ii. Group plans

iii. Motor plans

iv. Medical plans

A. i, ii and iii only

B. ii, iii and iv only

C. i, ii and iv only

D. All of the answers given

2. Term Takaful refers to:

A. Protection for the participant’s entire lifetime or very long terms such as 88 years, 90 years or 100 years

B. Protection coverage to the heir(s) against final loss, should a participant die before the maturity of his plan, in the form of mutual financial aid from payment of the Takaful benefits

C. Protection coverage to the heir(s) against final loss, should a participant die before the maturity of his plan, in the form of interest from investment return of Takaful fund

D. None of the above

3. Medical and health Takaful will not cover venereal disease, infection or parasites.

A. True

B. False

4. “Provides protection for the participant’s entire lifetime or very long terms such as 88 years, 90 years or 100 years”. The above definition refers to:

A. Term Takaful

B. Endowed Takaful

C. Whole Life Takaful

D. Family Takaful Term Plan

5. Differences between Single Contribution Plan (SCP) and Regular Contribution Plan (RCP) are:

A. SCP Investment is made in a single lump sum payment and RCP investment allows contributions to be made in staggered

B. The sum assured for SCP is usually a multiple of the annual contribution, meanwhile the sum assured for RCP is usually a percentage of a single contribution

C. RCP is for those with big amounts for investment and SCP is for smaller amounts

D. None of the above

6. Employee term Takaful refers to:

A. A lump sum amount that is payable in the event that an employee is diagnosed with covered critical illness

B. Benefits are being provided - namely death benefits where a lump sum amount is payable in the event of loss of life due to natural or accidental cause.

C. Benefits are being provided namely death benefits where a lump sum amount is payable in the event of loss of life due to suicide

D. The event that an employee suffers TPD, ETI is paid annually for 10 years or until the loss of life of an employee


CHAPTER 5:
OTHER PRODUCTS IN
THE ISLAMIC FINANCE
INDUSTRY
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This chapter will discuss the role of waqf, hibah and sadaqah in Takaful practices. It provides a definition of waqf and its legitimacy. Takaful participants can include a condition in their policy for the creation of waqf and define the beneficiaries receiving the benefits of the waqf. As for hibah, the principles of hibah are widely acceptable in Takaful practices and in other Islamic financial institutions. Therefore, the need to understand the types of hibah and how it is applied is important.

TOPIC 5.1: WAQF

The term waqf (plural awqaf or wakaf) means holding and preserving a certain philanthropy – sadaqah (charity) with the intention of prohibiting any use or disposition of the property outside the specific purposes to which the property is dedicated, in such a way that it cannot be bequeathed, or sold.

Concept of waqf and its implication

Waqf is basically an endowment where an asset (preferably immovable such as land, buildings) is given to charity on the condition that it should remain in perpetuity and not be sold, transferred to another owner, given away, but invested with the principal amount intact and the proceeds used only for specific beneficiaries.

The moment the owner of an asset pronounces even verbally that he is giving away a part of his property as waqf, it is valid and he has no more authority over that piece of property. Its ownership immediately is transferred to Allah and he cannot claim it back. He must then appoint a trustee which can be an individual or a group of people and specify who the beneficiaries are.

The implication is that the principal or the property should remain for charity in perpetuity so that the proceeds will perpetually be used to benefit the beneficiaries. This makes waqf an important institution that could generate economic activities and earnings to assist the beneficiaries. As more properties are being given as waqf, the assets will accrue, and so will its proceeds and the beneficiaries.

Examples:

• University of Al-Azhar in Cairo is the best example of waqf

• Land for religious schools, mosques, cemetery, etc.

Legitimacy of Waqf

There is no direct injunction of the Qur’an regarding waqf, but there is a Hadith about Sayyidina Umar Ibn Al-Khattab (May Allah be pleased with him) who received a property from his participation in the battle of Khyber and he wanted to know how to use the property such that he would be close to Allah.

The Prophet (PBUH) said, “Stop the principle and distribute the proceeds.” Sayyidina Umar then declared that the property will neither be sold, transferred, mortgaged nor given away but it will remain in perpetuity, to generate proceeds that will be used for charity.


“By no means shall ye attain righteousness unless ye give freely of that which ye love; and whatever ye give, of a truth God knoweth it well” (Surah Al-Imran 3:92)

“It is not righteousness that ye turn your faces towards East and West, but it is righteousness to believe in Allah, and the Last Day, and the Angels, and the Book, and the Messenger, to spend of your substance out of love for Him, for your kin, for orphans, for the needy, for the wayfarer, for those who ask and for the ransom of slaves, to be steadfast in prayer, and practice regular charity.” (Surah Al-Baqarah 2:177)



Five Conditions for validity of waqf:

a. Founder must be of age, in full control of himself mentally and physically. He must decide to be the donor on his own freewill

b. The property must be movable or immovable

c. The founder must appoint the trustee who could be an individual or a group of individuals

d. The beneficiaries must be specified by the founder

e. Creation of waqf can be verbal or written

Stipulations for the creation of waqf

1. Ziyadah (increase) and Nuqsan (decrease)

The founder can increase or decrease the share of a beneficiary under certain circumstances. For example to increase the share of one beneficiary (hospital) and decrease the share of another beneficiary (school).

2. Idkal (addition) and ikhraj (removal): The founder or trustee may add a new beneficiary or remove another. It allows flexibility.

3. I’ta (granting) and Hirman (Dispossession): Allows the founder or trustee to grant in entirety, or a portion of the property to whomever he chooses for some period and to dispossess whomever he chooses.

4. Taghyir (replacement) and Tabdil (conversion): Taghyir gives the founder the right to replace use of the waqf revenue. The revenue can be channelled to purchase hospital equipment instead of maintenance for the waqf property, whereas Tabdil gives the founder the right to change the waqf property itself. In this situation where the waqf property an agricultural land becomes unproductive, the founder can change its function and construct a house which can create revenue.

5. Istibdal (substitution) and Ibdal (exchange): Ibdal is the actual selling of non-profitable waqf property while Istibdal is the purchase of another property to replace the former waqf property.

TOPIC 5.2: HIBAH AND SADAQAH

Nomination in insurance is the act of naming a person to receive policy monies payable in the event of the death of the policyholder. The nominee may or may not be a beneficiary. In many jurisdictions, the nominee will be a beneficiary if he or she is the legal spouse or child of the insured; otherwise, the nominee will not receive them as beneficiary. With regard to the issue of nomination in Takaful, we need to look at the legal framework in which the business is operating. The legal framework in many jurisdictions where Takaful is being practised or operated is influenced to a large extent by English common law.

In accordance with the law, the holder of a life policy or family Takaful may, at the time of effecting the policy or at any time before maturity of the policy, may nominate a person or persons to whom the money obtained by the policy shall be paid in the event of the policyholder’s/participant’s death. In essence, there are two main views of Islamic scholars with regard to the status of the nominee(s) of the Muslim policyholder/participant under the life policy/family Takaful certificate:

• The first view is that a nominee is just a trustee and has no right to benefit from the policy/Takaful proceeds. His duty is confined to collecting the benefits and distributing them to the legal heirs of the deceased.

• On the other hand, there are scholars who believe that the policyholder/participants have the right to give the policy benefits as hibah (gift) to the nominee.

IFSA 2013 explicitly mentions the status of the nominee under the family Takaful certificate. This is mentioned under “Effect of nomination”, paragraph 3(1) of Schedule 10 to IFSA 2013.67 The Act indicates that participants may name a nominee as an executor or a beneficiary under a conditional hibah. Under paragraph 3(2), a nomination by a Takaful participant pursuant to subparagraph 2(1) for a nominee to be a beneficiary under a conditional hibah, shall, notwithstanding any written law, have the effect of transferring ownership, and shall transfer ownership, of the Takaful benefits payable to the nominee upon the death of the Takaful participant and such Takaful benefits so transferred shall not form part of the estate of the deceased Takaful participant or be subject to his debts.

The meaning of hibah:68

• Hibah means gift made inter vivos69

• Hibah is defined as a free or non-compensatory gift or item bestowed suitably; i.e. one that is generously and impartially given

• Hibah also means a transfer of the ownership of an asset without an exchange of counter value during the lifetime of the transferor.

• In certain instances, hibah refers to an act of giving a subject matter which is an ‘ain70 or otherwise. It also includes the acts of sadaqah and hadiyah (gifts). All three terms are related and have similar meanings71

• However, there is a difference between hibah and sadaqah and it lies in the objective or intention of the transferor or giver:

- The objective of sadaqah is usually to obtain rewards in the hereafter and is usually given by the rich to the poor

- Meanwhile, hadiyah is a gift to someone in the form of a tribute or to show appreciation

- Thus, it can be concluded that all sadaqah and hadiyah are hibah but not all hibah are sadaqah or hadiyah72 73


“When the Prophet (PBUH) was given food, he will ask about it, whether it is hadiyyah or sadaqah. If he was told, ‘sadaqah’, he will tell his companions, ‘you all eat’ and if he was told, ‘hadiyyah’, he will extend his hand and eat with them” (narrated Sahih al-Bukhari).



Hibah in the Shariah context refers to an Aqad that is, the act of transferring to another the ownership of one’s property voluntarily during one’s lifetime without consideration (iwad), and without the intention of obtaining reward in the hereafter or as a form of tribute with the pronouncement of ijab and qabul to effect the transaction. With this definition in mind, the characteristics of hibah can be summarised as follows:

1. It is an Aqad to transfer the ownership of a property to another party

2. The property in question that can be a subject matter of hibah is the property’s ‘ain and not debt or a manfaat. The Aqad for hibah is without a counter value or consideration or iwad.

3. The Aqad is effective only when the transferor is still alive

4. The Aqad is done voluntarily

5. The Aqad is done not for the purpose of obtaining rewards in the hereafter nor is it done as a tribute to someone

Hibah literally means to give away, donate or gift involving the aqad contract that consists of giving out the property owned by an individual voluntarily during his lifetime on the basis of love and without expectation of any kind of return (iwad). Hibah is permitted as mentioned in verse 177, Surah Al-Baqarah:


“It is not righteousness that you turn your faces towards the East or the West, but a righteous man is he who believes in Allah and the Last Day, in the Angels and the Scriptures, and the Prophets; and gives his wealth – although he loves them – to his kinsfolk, and the orphans, and the needy, and the wayfarer, and the beggars, and for the ransom of slaves; who attends to His prayers and pays the alms-tax; and those who are true to their promises which they have made, and steadfast in trial and adversity and in times of war in the cause of Allah. (Such are) the truthful ones (because of their belief and righteous deeds), and such are the God-fearing.”



There are also a number of Hadith regarding hibah. The Prophet (PBUH) said: “Let you give each other gifts, you will undoubtedly love each other” (Sahih al-Bukhari).

However, when somebody has given his property as hibah, he is not allowed to retract the gift or cancel the hibah except in the situation of a father wanting to give his property as a hibah to his children or a grandfather to his grandchildren.

As narrated by Abdullah Ibn Umar and Abdullah Ibn Abbas, “The Prophet (PBUH) said: “It is not lawful for a man to make a donation or give a gift and then take it back, except a father regarding what he gives his child. One who gives a gift and then takes it back is like a dog which eats and vomits when it is full, then returns to its vomit.”

Hibah is considered valid if certain requirements are satisfied.

• The giver should be the valid owner of the property intended to be given as hibah and faces no objections from any party who has a right over the property with regard to his intention

• The giver is somebody who has reached puberty

• The hibah or give-away should be done voluntarily

- If the giver is forced to provide hibah or present his property to other people, the hibah is automatically considered invalid

• The receiver of a hibah must exist during the process of hibah or when the contract is being executed

• The property to be given out as hibah must be in existence during the duration of contract being made and it must be valuable and owned by the hibah giver. For instance: Ahmad presented Zainal’s pen as hibah to Abu. This hibah is invalid because the pen is owned by Zainal and is not the property of Ahmad.

When a certain hibah contract fulfils all its foundations and requirements and the event of delivering and giving out the goods have occurred (al-qabd), then the property becomes the possession of the hibah receiver. If the event of al-qabd does not occur, then the hibah is invalid and the giver has the right to withdraw the hibah for as long as the property is still in his possession.


EXAMPLE OF APPLICATION OF HIBAH:

Hibah is adapted as an additional concept in Takaful products and is practiced by most Takaful operators such as Takaful Ikhlas in its education plan product. This product is only offered to parents who have children and in whose case the father or mother will act as the contribution payer (hibah-giver) while the child is the Takaful participant (hibah receiver). This application of hibah is allowed because all of its obligations and requirements have been fulfilled. In addition, the Takaful operator, through its tabarru’ fund management will distribute hibah to the participant as a reward for a certain achievement made by the participant. This type of hibah is clear and is in accordance with Shariah principles due to the fulfilment of all its foundations and requirements.



With regard to the Takaful benefits given to the nominator stated in the benefit nomination form, scholars have contradicting views about some aspects of this practice. Among them is that hibah should be performed during the donor’s lifetime, but hibah of the Takaful benefits is only effective after the death of the Takaful participant. The status of Takaful benefits is still being questioned, that is, whether it is the property of the deceased or not. Furthermore, if the property is owned by the deceased, should it be shared with his heirs following fara’id or the Islamic inheritance law? Also, is the intended hibah sufficient to be implemented?

The Shariah Advisory Council of Bank Negara Malaysia at its 34th meeting on the 21st April 2003/19 Safar 1424, issued a ruling regarding the application of the hibah concept for Takaful benefits distribution:

1. Takaful benefits can be distributed as a hibah as the benefits belong to the participants. Therefore, all participants must be allowed to execute their rights based on their choices as long as they do not conflict with Shariah.

2. The status of hibah used in Takaful plans does not change into a will because the type of hibah used is a conditional hibah that provides the offer to the beneficiary within a certain period. In the context of Takaful, Takaful benefits are related to the participant’s death and certificate maturity period. If the participant is still alive during the certificate maturity period, the participant will receive the Takaful benefits. However, should the participant pass away before the maturity period, then the hibah will be executed.

3. The participant has the right to cancel the hibah made before the certificate maturity period because a conditional hibah is only complete after submission (qabd) takes place.

4. The participant has the right to cancel a hibah made to an individual and hand over the goods meant for hibah to somebody else and cancel his participation in the Takaful plan if the beneficiary passes away before the maturity period.

5. The Takaful nomination form needs to be coordinated and to clearly mention the nominator status, that is, whether he is a beneficiary or a trustee (wasi). Any problem related to Takaful benefits distribution must be referred to the executed contract.

In the case of family Takaful products, the Takaful operators provide the hibah nomination form to the participants in case the participants plan to donate their Takaful benefits as hibah after their death. However, the nominated names must consist of their parents, legal spouse, children or siblings. Even though hibah can essentially be donated to anybody, to protect and foster the welfare of their immediate heirs, the Takaful company will specify the individuals that can be nominated as hibah receivers. The result of using the hibah contract is that the property being donated as hibah is no longer considered as a customary estate and is not bound by customary estate distribution or fara’id and thus cannot be claimed by other heirs.

More products based on the hibah concept should be produced to compete with the products currently offered by conventional insurance companies. Takaful operators should carry out more extensive research to design and develop products that are not only competitive, but more importantly in line with the principles of Shariah.

TEST YOUR UNDERSTANDING

1. The founder of waqf can increase or decrease the share of a beneficiary under certain circumstances.

A. True

B. False

2. The term waqf means:

A. Holding and preserving a certain philanthropy – sadaqah (charity) with the intention of prohibiting any use or disposition of the property outside the specific purposes to which the property is dedicated

B. Holding and preserving a certain philanthropy – sadaqah (charity) with the intention of prohibiting any use or disposition of the property but to be kept only

C. Endowment where an asset (preferably immovable such as land, buildings) is given to charity on the condition that it must be given away to a Muslim

D. None of the above

3. A person who intends to give a property as hibah cannot cancel his or her intention.

A. True

B. False

4. Can a hibah property be part of inheritance?

A. Yes

B. No

5. Can waqf from immovable property which has no return be replaced with another immovable property which can grant a return to the beneficiaries?

A. True

B. False

CHAPTER SUMMARY


Waqf is important not only as a wealth purification process but also as a significant foundation for economic and social development. The creation of waqf is to benefit both the families and the public, whereas hibah is an act of giving or transferring the ownership of an asset to someone without an exchange of counter value during the lifetime of the giver, which includes the sadaqah and gifts. Sadaqah (charity) is that which is given for the sake of Allah as an act of worship. It is not intended for a specific person and it is given without seeking anything in return. Both actions ultimately benefit the giver in the hereafter as well as benefiting those requiring immediate assistance. Waqf, sadaqah and hibah plays an important role in addressing religious commitments of the individual as well as the Islamic financial institutions.



 

CONCLUSION


The module is meant to provide candidates with a broad, yet comprehensive overview of the range and types of products and services offered by financial institutions in the Islamic banking and Takaful sectors. On the surface, the functions and objectives of the products may be seen as similar in nature to those of conventional banking and insurance. This may be accurate as far as the objectives and functions of financial intermediation are concerned, where financial institutions play important roles to allocate funds from SFUs and match them with the requirements of DFUs.

Upon further inspection, however, there are clear substantive differences in how the products and services operate, beginning with the basic prohibitions premised on key Shariah principles in financial transactions, specifically the absence of riba, gharar, and maysir. The prohibition of interest-based transactions itself makes a major difference in how Islamic financial transactions are conducted, and the contracts-based framework that lies at the heart of the Islamic finance architecture provides different opportunities for financial institutions to develop and innovate solutions that will cater to the different needs of consumers. The social justice aspect of Islamic finance, being embedded in the system, is another key differentiating factor that places Islamic banking and Takaful in a prime position to lead the growing movement towards ethical and responsible finance.

Using the Malaysian Islamic finance ecosystem as an example of a conducive legal and regulatory framework in place, safeguards for both the institutions and customers help to ensure that adherence to Shariah principles are end-to-end, resulting in a potentially more stable and just system of financing. Financial inclusion is also an important aspect of Islamic finance, and the introduction of the Investment Account Platform is only one of many efforts to make investment opportunities more widely available to customers who are not necessarily from the high-net worth categories. Innovative solutions such as Bank Muamalat Malaysia’s debit card has the added value of helping its customers in promoting social good, while at the same time promoting the business value of the bank.

There is still a lot of room for growth, and the emergence of new technologies presents new challenges as well as opportunities for Islamic finance to evolve as a competitive and viable proposition that is not only profitable, but also promotes ethical values and justice in society.




GLOSSARY

Gharar Risk, uncertainty, deception, something having an uncertain outcome or something in which its acquisition is uncertain or the nature and/or quantity is unknown

Hibah Gift; transfer of a certain property without any consideration during the lifetime of the donor

Ijarah Leasing; sale of usufruct of an asset

Istisna’ Contract of exchange for manufactured goods, allowing cash payment in advance for a future delivery of the goods

Maqasid al- Shariah Objective of Shariah

Mudarabah Partnership where one or more partners invested the capital and the other partner(s) provide the entrepreneurship

Mudarib Partner in mudarabah – i.e. the entrepreneur

Murabahah Cost-plus-profit or mark-up sale where the seller discloses the cost and the profit to the buyer

Musharakah Partnership or joint venture with loss and profit-sharing

Qard Hassan Loan given without any interest charged for the repayment of the loan

Rabbul Mal Partner in mudarabah who provides the capital

Riba Interest obtained as a conditional excess of a loan or any increase of amount received due to exchange of ribawi item

Salam A sale contract with advance payment made in full delivery of commodities made at a future date

Sukuk Islamic Bond

Sadaqah Charity

Tawarruq An arrangement consisting two sales and purchase contracts used to seek liquidity. The first involves the sale of an asset by a seller to a purchaser on a deferred basis. Subsequently, this purchaser will sell the same asset to a third party on a spot basis

Wakalah A contract of agency in which one party appoints another party to perform a certain task on its behalf, usually for payment of a fee of commission

Waqf A voluntary, permanent, irrevocable dedication of a portion of ones’ wealth – in cash or kind – to God. Once a waqf, it never gets gifted, inherited, or sold. The corpus of the waqf always remains intact. The fruits of the waqf may be utilised for any Shariah compliant purpose.

Zakat An obligatory contribution from a specific property at a specific rate according to conditions and to be distributed to specific beneficiaries according to Islamic law
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