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ABSTRACT 

 

This is a qualitative research focusing on the legislative conflicts facing Islamic 

banking in Malaysia. This research identifies the practical legislative conflicts facing 

Islamic banking in Malaysia by analysing the statutory provisions that have been 

invoked in the reported Malaysian Islamic banking cases from 1983-2011. The 

objectives of this research include finding out the most frequently invoked legislations 

in the reported Islamic banking cases and also to examine the legislative conflicts 

evident in the provisions of those legislations that have been utilised in deciding the 

cases. This research gives an overview of the legal development of Islamic banking in 

Malaysia and subsequently examines reasons for legislative conflicts in Islamic 

banking in Malaysia evident in regulatory laws, substantive laws and procedural laws 

applicable to Malaysian Islamic banking. It is hoped that this research will assist the 

harmonisation process of legislations to facilitate the sustainable development of 

Islamic banking in Malaysia and help to fill the gap between the literatures on 

legislative conflicts facing Islamic banking in Malaysia which is traditionally focused 

on either various products or parts of different legislations rather than looking at the 

legislations comprehensively.  
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 خلاصة البحث

 
 

ات التشريعية التي تواجه العمل الدصرفي  الإسلامي في هذا البحث وصفي يركز على النزاع
ماليزيا. ويحدد  هذا البحث الصراعات التشريعية العملية التي تواجه العمل الدصرفي الإسلامي 
في ماليزيا من خلال تحليل الأحكام القانونية التي تم الاستناد إليهافي حالات الدصرفية 

. وتشمل أهداف هذا البحث ٢٨٩٤-٣١٢٢ترة من الإسلامية الداليزية المحلة خلال الف
معرفة تشريعات الاحتجاج في اغلب الاحيان في القضايا الدصرفية الإسلامية وأفادت أيضا 
لدراسة الصراعات التشريعية واضحا في أحكام تلك التشريعات التي استخدمت في تحديد 

الدصرفي الإسلامي في  القانوني للعمل الحالات. هذا البحث يعطي لمحة عامة عن التطور
ماليزيا، ويدرس أسباب النزاعات التشريعية في مجال الخدمات الدصرفية الإسلامية في ماليزيا 
الدعروفة  في القوانين التنظيمية والقوانين الدوضعية والقوانين الإجرائية التي تنطبق على البنوك 

البحث عملية مواءمة  الإسلامية الداليزية في وقت لاحق. ومن الدؤمل أن يساعد هذا
التشريعات لتسهيل التنمية الدستدامة للعمل الدصرفي الإسلامي في ماليزيا وتساعد على سد 
الفجوة بين الآداب في النزاعات التشريعية التي تواجها لدصرفية الإسلامية في ماليزيا والتي تركز 

تلفة بدلا من النظر في تقليديا على أي من الدنتجات الدختلفة أوأجزاء من التشريعات الدخ
 .التشريعات بشكل شامل
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1 

CHAPTER ONE 

GENERAL INTRODUCTION 

1.1   BACKGROUND OF STUDY 

When and where exactly Islamic banking originated is not traceable, as different 

literatures had indicated different periods of time and places.
1
 It had perceived that the 

modern Islamic Finance began due to decolonization of Muslim countries after the 

Second World War.
2
 But, one thing which all of them agreed is that Islamic banking 

dates back to the time of Prophet (SAW). For example, some said that although banks 

did not exist during the Prophet‘s (SAW) time, innovative financial instruments were 

a part of commercial life and an often used expression is that they were ―bankers 

without banks.‖
3
 

Likewise, others observed that though contemporary Islamic banking is a 

recent development, Muslims were able to access financial systems operating without 

interest ever since the beginning of Islamic history.
4
 Hence, it is not wrong to state 

that the concept of Islamic banking dates back to the Prophet‘s (SAW) time when the 

usury was prohibited. For instance, Sudin
5
 said that in the early days of Islam, Zubair 

bin Awwam was entrusted by the public as a keeper of their money and valuables and 

at one time the total money deposited with him amounted to 2,200,000 (Two Million 

Two Hundred Thousand dirhams). 

                                                             
1
 For example see LexisNexis, ―Islamic Banking‖ in Halsbury‟s Laws of Malaysia (Kuala Lumpur: 

Lexis Nexis, 2008), 378. and; Zamir Iqbal, Abbas Mirakhor, An Introduction to Islamic Finance, 

Theory and Practice (USA: John Wiley & Sons (Asia) Pte Ltd, 2007), 23. 
2
 Frank E. Voge, Samuel L. Hayes III, Islamic Law and Finance, Religion, risk and return (USA: 

Kulwer Law International, 1998), 4. 
3
 Iréne Björklund, Lisbeth Lundström, ―Islamic Banking: An Alternative System,‖ (B.A. dissertation, 

Kristianstad University, 2004), 17-18. 
4
 Mohamed  Abdelhamid, ―Islamic Banking‖ (B.A. dissertation, Carleton University, 2005), 5-6.  

5
 Sudin Haron, Islamic Banking: Rules and Regulations (UK: Peland UK publications, 1997), 51. 



 

2 

The origin of Islamic banking that dated back to the Prophet (SAW)‘s time is 

growing in the world today and Malaysia is often dubbed as the ―cranium of Islamic 

banking.‖
6
 To develop and sustain Islamic banking for the upcoming generations, it is 

imperative to resolve any potential conflicts facing Islamic banking today.
7
 Malaysia, 

the leading country of Islamic banking is facing some legal conflicts even after more 

than 27 years of Islamic banking.
8
 Some of these legal conflicts include legislative 

conflicts, money laundering conflicts, documentary conflicts and governance 

conflicts.
9
 Of these numerous conflicts, one of the least researched conflicts with 

equal significance are legislative conflicts. Hence, this research is attempted to discuss 

and suggest ways to help overcome legislative conflicts facing Islamic banking in the 

country.   

Malaysia is a unique nation with a dual banking system.
10

 Dual banking 

system simply means that conventional banking and the Islamic banking exist parallel 

to each other. The Central Bank of Malaysia in its annual report
 
stated: 

With the implementation of the interest free banking scheme, Malaysia 

has emerged as the first country to implement a dual banking system, 

whereby an Islamic banking system functions on a parallel basis with 

the conventional banking system.
11

 

                                                             
6
 See: Malaysian Bar, ―Legal and Regulatory Framework of Islamic Banking and Finance in Malaysia,‖ 

MIFmonthly, <http://www.mifmonthly.com/pdf/2008/legal_sup.pdf> (accessed 18 July, 2010). ; Seif 

el-Din Tag El-Din & Nurdianawati Irwani Abdullah, ―Issues of Implementing Islamic Hire Purchase in 

Dual Banking Systems: Malaysia‘s Experience‖, Thunderbird International Business Review, vol. 49, 

no.2 (2007): 225–249.; Aishath Muneeza, Rusni Hassan, Ismail Azzam Wajeeh, ―Legal Obstacles 

Facing Islamic Banking In Malaysia‖, World Journal of Social Sciences, vol.1 no. 5 (2011): 127-132.; 

Mohamed Ismail b Mohamed Shariff, ―The Development Of Islamic Banking Juridical And Practical 

Issues - Is The Law Equipped?,‖ Finance Islam, <http://www.financeinislam.com/article/6_31/1/491> 

(accessed 11 July, 2010). 
7
 See: Hakimah Yaacob, Analysis of Legal disputes in Islamic finance and the way forward: With 

special reference to a study conducted at Muamalat Court (Kuala Lumpur: International Shari‘ah 

Research Academy, 2011), 10-25. ; Aishath Muneeza, Rusni Hassan, and Ismail Wisham, Islamic 

Banking under the Malaysia Law (Kuala Lumpur: A.S. Nordeen Publications, 2011), 145-170.  
8
 Muneeza, Legal Obstacles Facing…, 127-132. 

9
 Ibid. 

10
 Section 27, CBMA, 2009  

11
 Bank Negara Malaysia, Annual Report (Kuala Lumpur: Bank Negara Malaysia; 1993), 57. 
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The approaches taken by the countries to welcome Islamic banking is 

necessary to analyse, so that the methodology in establishment of Islamic banking in 

the world would be comprehended. This would prove that Islamic banking is a 

voluntary movement which gained momentum and respect in the world due to its own 

potential and benefits it stimulated. Furthermore, this would clarify the nature and 

features of a dual banking system. 

Hakimah
12

 grouped the OIC member countries into four divisions depending 

on the base of their loom in the execution of Islamic banking. She said that there are 

countries which converted the existing conventional banking system into Islamic 

banking system. As a result, these countries have Islamic banking system only. The 

countries which adopted this system include Pakistan, Sudan and Iran. But it can be 

said that this approach is a radical method to adopt Islamic banking as measures taken 

in this approach are too radical as they try to close down and transform the whole 

economy into a Sharīᶜah compliant one over a short period of time. Due to this, there 

is a possibility that the growth of the economy might be jeopardised in the long-term. 

Pakistan today has suffered this and is now trying to implement the gradual approach 

of Islamizing the economy. The second approach is ―dual system‖ approach in which 

the Islamic banks are given permission to operate parallel to the conventional banks 

by sharing the same resources and infrastructure, while competing to survive. This is 

the method utilised by Malaysia in adopting Islamic banking. This way seems to work 

up until now as Malaysia has maintained this balance successfully from 1983 

onwards.  The third technique to adopt Islamic banking into the economy of a country 

is by allowing a few Islamic banks to operate in the country, though the majority of 

                                                             
12

 Hakimah Yaacob, ―Developing an Islamic Banking System: The Malaysian Model,” Kementerian 

Kewangan Malaysia, <http://www.treasury.gov.my/index.php?optioncom_content&view=article&id > 

(accessed 1 July, 2010). 
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the banks operating are conventional. This method is evident in Saudi Arabia and 

Bangladesh. The final approach used is to block Islamic banking totally and give no 

room in the economy for Islamic banking. Countries like this would have just 

conventional banking system only.  These four approaches are described in the table 

1.1, below: 

 

Table 1.11Banking System Approaches Adopted by Countries 

 

Approach Details Example of Nations 

Transformation  

System 

Conventional banking system 

inherent in the society was 

transformed into hundred percent 

Islamic banking system 

Iran, Pakistan, 

Sudan, Bahrain 

Dual System 

The Conventional System of 

banking operating in the society 

was kept as it is; but Islamic 

banking was introduced to the 

country existing and operating 

parallel to these 

 

Malaysia 

―Conventional 

Plus‖ System 

The system is basically a 

conventional system with a few 

Islamic banking institutions 

operating on the fringe of the 

banking system 

Saudi Arabia,   

Bangladesh, 

Brunei, 

Egypt, 

Guinea, 

Indonesia 

Only 

Conventional 

System 

Islamic banking is still not 

welcomed to these countries. The 

banking system is solely based on 

conventional banking system 

Albania, 

Algeria, 

Azerbaijan, 

Benin, 

Burkina Faso, 

Chad, 

Cameroon, 

Comoros, 

Djibouti, 

Gabon 

 

 

Frank et al.,
13

 divided the countries of the world according to the government 

stances taken to adopt Islamic banking into four categories. They have divided 

countries into those that have entirely transformed the internal financial system to an 

Islamic system (Iran, Pakistan and Sudan); those that adopted Islamic banking as a 

                                                             
13

 Vogel, 11. 
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national policy and applies it in a dual banking system (Brunei, Kuwait, Malaysia, 

Turkey, United Arab Emirates); those that neither oppose nor support Islamic banking 

within their jurisdictions (Egypt, Yemen, Singapore, and possibly Indonesia); and 

those that actively discourage a separate Islamic banking presence (Saudi Arabia and 

Oman).
14

 The following Table 1.2 summarizes this classification. 

 

Table 1.22 Categories of countries according to government stances in adopting 

Islamic banking 

Approach based 

on government 

stance 

Details Example of Nations 

Transformation  

System 

Those that have entirely transformed the 

internal financial system to an Islamic 

system 

Iran,              

Pakistan,  

Sudan, Bahrain 

Dual System 

The Conventional System of banking 

operating in the society was kept as it is; 

but Islamic banking was introduced to the 

country existing and operating parallel to 

these 

Brunei, Kuwait,         

Malaysia, Turkey,  

United Arab 

Emirates 

―Neither support 

nor oppose‖ 

system 

Those that neither oppose or support 

Islamic banking within their jurisdictions 

Egypt,            

Singapore,  Yemen,  

(possibly Indonesia) 

―Actively 

discourage a 

separate Islamic 

banking‖ System 

those that actively discourage a separate 

Islamic banking presence 
Saudi Arabia, Oman 

 

  

In Iran, the government transformed the whole country‘s economy to adopt 

Islamic banking after the revolution of 1978-79, though this process was not an easy 

task.
15

 Iran enacted a new banking legislation in August 1983 to swap ―interest-based 

banking by interest-free banking.‖
16

 The Pakistani process of converting the financial 
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16
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system began with presidential order to the local Council of Islamic Ideology (CII) on 

September 29, 1977.
17

 The adoption of Islamic banking in Sudan did not happen 

smoothly due to political changes in the government.
18

 The first attempt to Islamize 

the whole economy of Sudan took place in 1984 when a presidential decree was made 

to convert all interest-based dealing offered by the conventional banks to interest-free 

dealings.
19

 

Brunei followed Malaysian approach of adopting Islamic banking when in 

1985 the Sultan decreed an Islamic banking option to operate side by side the 

conventional banking existing in the country, but the first Islamic bank in the country, 

Tabung Amanah Islam Brunei was opened in 1991.
20

 In Turkey, Islamic banking 

began under the regime of President Ozal in 1982 as a way to lure depositors from 

Gulf countries.
21

  

Oman is a nation which has refused to participate in Islamic banking 

actively.
22

 In Saudi Arabia, Islamic windows are permitted to operate in the country 

with the permission of the government, though the government is reluctant to 

introduce full-fledge Islamic banking to the country.
23

 Hence, in Saudi Arabia we find 

many of the western banks such as Saudi British Bank, Saudi American Bank, Saudi 

Hollandi Bank, Citigroup offering Islamic banking window services. 
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  The above classification based on the stances of government has been 

criticized for a few inaccurate statements.
24

 It has been said that describing Sudan, 

Pakistan and Iran as ―three totally Islamic economies‖
25

 is a ―bit exaggeration‖
26

 as in 

practice, these countries have not ―transformed their entire financial system to an 

Islamic form‖ or they are fully changed Islamic economies as ―all the three countries 

have had varying degrees of success.‖
27

 On the dual banking classification, it has been 

viewed that except Malaysia and Bahrain, it will be ―difficult to obtain any clear cut 

policy statement‖  and ―Egypt and Indonesia could not be described as neutral to 

Islamic banking as it has been made to be‖ as ―both counties have given permission 

for Islamic banks to operate in their countries.‖
28

 Furthermore, the statement that 

Saudi Arabia ―discourage a separate presence of Islamic banking‖ is also regarded as 

inaccurate because many commercial banks in Saudi Arabia, like National 

Commercial Bank, Saudi American Bank, Saudi British Bank, Riyadh Bank, etc. have 

Islamic windows and operate Islamic investment funds.
29

 

Now the probing question would be which system is the best? Each of the 

above mentioned system has its own unique advantages and disadvantages depending 

on the angle one looks into it. For instance, the transformation system has the 

advantage of rejecting the riba (usury) based conventional system altogether from the 

economy. But the problem with this type is that the time which is used to transform 

the system is short, hence, in the long-term the economy might suffer. Another 

disadvantage is that Islamic banks would have no counterpart to compete with it and 
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