
ISLAMIC BANKING SYSTEM IN MALAYSIA: 
A STUDY OF THE LEGAL AND SHARF AH 

FRAMEWORK WITH SPECIAL REFERENCE TO 
DEBT FINANCING PRODUCTS 

BY 

MOHAMAD RAHIMI OSMAN 

A thesis submitted for the requirement 
of the degree of Doctorate of 

Philosophy (Ph.D) in Law 

Ahmad Ibrahim Kulliyyah of Laws 
International Islamic University 

Malaysia 

DECEMBER 2007 



ABSTRACT 

Islamic banking system in Malaysia has been developed as a 'dual-banking' system 
in which Islamic banks operate parallel with the existing conventional banking 
system under current legal framework. Since the Sharl ah compliance is an integral 
feature of Islamic banking, Islamic banks must firstly conform to the Sharl ah 
principles and at the same time they should comply with the various laws governing 
contract and commerce as well as regulations and guidelines issued by the Bank 
Negara Malaysia (BNM). Islamic Banking Act 1983 (IBA) is above all a regulatory 
piece of regulation and does not intend to provide detailed substantive provisions on 
the subject. Furthermore, current rapid developments of the Islamic banking system 
have led to the invention of various new products. The over enthusiasm in creating 
these new products might has trapped the Islamic banks into duplicating and 
modification the products offered under the conventional banks with 'Sharl ah
sounding' names. In light of the above, this thesis attempts to investigate the legal 
and Sharl ah frameworks that govern the Islamic banking system in Malaysia with 
regard to the application of the debt financing products. The thesis suggests that 
there are some potential conflicts between Islamic law and civil law which give the 
impression that some of the practices of Islamic banking system are not fully 
compliant to its intended philosophy. The legal framework of Islamic banking is not 
in line with the rapid development of the Islamic banking industry, and therefore, it 
needs to be revised and modified to suit the Islamic banking practice. Similarly, an 
effective and conducive Shan-c: ah framework is needed to ensure such compliance 
and strengthen the regulatory and supervisory process as well as harmonising the 
Sharl ah interpretations. 
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NOTES ON TRANSLITERATION 

This work adopt the rules of transliteration used by Ency/opedia of Islam, with slight 

variations 

!lo (hamza) 

y (ba') 

.:.i (ta') 

w (tha') 

~ (jim) 

C (})a') 

t (kha') 

~ (dal) 

~ (dhal) 

..) (ra') 

j (zay) 

U" (sin) 

• (shin) U" 

~ ($ad) 

----- (fat/:,ab) 

----- (kasrah) 

---- (<Jammah) 

" Tanwfn -

Consonants 

b 

t 

th 

J 

I) 

kh 

d 

dh 

r 

z 

s 

sh 

$ 

Vowels 
a 

u 

w:a 
.b 

.lia 

t 
t 
u 

J 

..ti 

J 

r 

w 

.J 

Ill 

c; 

(cJad) 

(~') 

(~') 

( ayn) 

(ghayn) 

(fa') 

(qaf) 

(kaf) 

(lam) 

(mun) 

(nun) 

(waw) 

(ha') 

(ya') 

longfat/:lab 

long kasrah 

long<J,ammah 

is represented by an, in, un respectively. 

Q 

t 

?: 

C 

gh 

f 

q 

k 

1 

m 

n 

w 

h 

y 

a 
T 

il 

Transliteration will involve only Arabic words. Others will be written in 
italics. 
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CHAPTER ONE 

INTRODUCTION 

1.1 PRELIMINARY 

Over the last few decades, Islamic resurgence in the Muslim world has led to a 

revival of Islam in both the personal and public life. Efforts have been made to 

reconstruct contemporary life in economics, politic, education, etc., in accordance 

with Islamic principles. 1 In the monetary and financial sphere, traditional Islamic 

commercial law has been modified and implemented in the modem banking and 

financial institutions.2 This could be seen with the emergence of Islamic banks in 

the 1970s and 1980s which set the b€ginning of a new era in the banking and 

financial system in the Muslim world. At present, it is estimated that more than 200 

Islamic Banks and Financial Institutions have been established in more than 45 

countries all over the world. 3 

In this respect, Malaysia is considered one of the countries where the 

development of Islamic financial system have undergone rapid growth compared to 

other Muslim countries.4 The main factors that contribute to the successful growth 

of Islamic banking and finance in this country are the support from the government 

i.e both the Ministry of Finance and the Bank Negara Malaysia (The Central Bank 

1 Khurshid Ahmad (ed), Studies in Islamic Economics (Leicester: The Islamic Foundation, 1980), pp. 
xiii-xiv. 
2 Nicholas Dylan Ray, Arab Islamic Banking and the Renewal of Islamic Law (London: Graham and 
Trotman, 1995), p. 1. 
3 Munawwar Iqbal et.al (eds), Islamic Banking and Finance: New Perspectives on Profit-Sharing and 
Risk, (Cheltenham U. K.: Edward Elgar, 2002), p. l; Daphne Buckmaster (ed), Islamic Banking An 
Overview, (London: Institute oflslamic banking and Insurance, 1996), p. 17. 
4 Fuad Omar et. al, Islamic Banking Theo.ry, Practice and Challenge, (Karachi: Oxford University 
Press, 1996), p. 84. 



of Malaysia), the favourable economic environment5 and the creativity of financial 

engineering in designing new products.6 

The establishment of Bank Islam Malaysia Berhad (BIMB) in 1983 paved 

the way for the implementation of Islamic banking and finance in a wider approach. 

This was because the Bank Negara of Malaysia had a long term objective namely, 

to allow a large number of institutions offering Islamic banking services. In line 

with this objective, in March 1993, Bank Negara Malaysia (BNM) introduced a 

scheme named Skim Perbankan Tanpa Faedah (Interest-Free Banking Scheme) or 

SPTF in short. Through this scheme, existing financial institutions under the 

Banking and Financial Institutions Act 1989 (BAFIA) were allowed to offer Islamic 

banking services and products.7 An important step to strengthen the development of 

Islamic banking system during the year 1999 was the setting-up of the second 

Islamic bank in Malaysia namely Bank Muamalat Malaysia Berhad (BMMB)8, 

which has been operating since October 1, 1999.9 The most recent significant 

developments were the issuance of three new Islamic bank licences under the IBA 

1983 to Islamic financial institutions from the Middle East and the setting up of 

Islamic subsidiaries (IS) among domestic banking groups and foreign Islamic 

Banking Scheme (IBS) banks under the IBA in 2004. 10 

These developments have contributed to the rapid growth of the Islamic 

banking system. Total assets of the Islamic banking sector continued to increase 

strongly by RM14.l billion to RM35.8 billion as at end of 1999. The share of 

5 Nor Mohamed Yakcop, Teori, Amalan dan Prospek Sistem Kewangan Islam di Malaysia, (Kuala 
Lumpur: Utusan Publication and Distributors, 1996), p. vii. 
6 Fuad Omar et. al, Islamic Banking Theory, p. 84. 
7 Bank Negara Malaysia, Money and Banking in Malaysia, 1994, p. 333. 
8 Bank Negara Malaysia, Annual Report 1999, p. 157. 
9 Bank Negara Malaysia, Annual Report 2000, p. 161. 
10 Bank Negara Malaysia, Annual Report 2004, p. 158. 
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Islamic banking assets in the banking system in Malaysia rose from 3.4% to 5.4% in 

1998. 11 Since the year 2000, the Islamic banking industry has been growing at an 

average rate of 19% per annum in terms of asset. By the end of 2004, total assets of 

the Islamic banking sector had increased to RM94.6 billion, accounting for I 0.5% of 

the total assets in the banking system, 12 while for the year 2005 it amounted to 

RMI 11.8 billion. 13 

1.2 STATEMENT OF THE PROBLEM 

Islamic banking in Malaysia is governed under the Islamic Banking Act (IBA) 1983, 

(Act 276) which is substantially modelled after the Banking Act 1973 (now repealed 

by the Banking and Finance Act 1989 (BAFIA)). It is an Act enacted merely for the 

setting up and licensing of Islamic banks in Malaysia14 and does not set any 

principle of Islamic law except for the definition of "Islamic banking business" 15 

where it states "Islamic banking business whose aims and operations do not involve 

any element which is not approved by the religion of Islam". 16 It might be noted 

that the definition is too general and the "banking business" itself is not defined. 17 

Therefore, in order to ensure that the activities of Islamic banks do not contravene 

11 Bank Negara Malaysia, Annual Report 1999, p. 155. 
12 Bank Negara Malaysia, Annual Report 2004, p. 158. 
13 Bank Negara Malaysia, Annual Report 2005, p. 62. 
14 Mohamed Ismail Mohamed Shariff, "Salient Features of Islamic Banking Act 1983 and Banking 
and Financial Institutions Act 1989', paper presented at Seminar on Shariah and Legal Aspects of 
Islamic Banking Practice, Kuala Lumpur, 1996, p. 2. 
1
~ Norhashimah Mohd Yasin, Islamic Banking: Case and Commentaries Involving al-Ba;/' Bithaman 

Ajil, (1997] 3 MLJ, p. cxciii. 
16 Section 2 ofthe IBA 1983. 
17 Mohamed Ismail Mohamed Shariff, "Salient Features, p. 3. 
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the requirement of the Islamic religion, those banks have to establish the Sharl ah 

Bodies/Committees to advise them on the operations ofits banking business. 18 

Although the development of Islamic banking system in Malaysia has shown 

good achievements, the Malaysian government does not intend to make the overall 

financial system in this country operate solely on Islamic principles. This was 

clearly indicated by the former Bank Negara Malaysia Governor, Jaafar Hussein 

who believed that the government aimed to create a 'dual-system' financial 

architecture where Islamic financial system would run parallel to the conventional 

system. 19 Abdul Halim Ismail, the first Managing Director of BIMB upheld the 

dual-system which he claimed to be more appropriate to multi-religious and multi

racial Malaysia.20 

Having said this, the Government does not pay equal attention to the legal 

framework of Islamic banking. Since Islamic law is only applicable to a very limited 

field namely family law and religious offence, the law relating to commerce and 

banking is sought either from the statute or the English Common law.21 

Consequently, cases involving Islamic banking must be heard in the civil courts and 

indeed, there have been a few cases that were already heard in the Civil Court.22 

18 Section 3(5)(b) of the IBA 1983. 
19 Jaafar Hussein, "Islamic Financial System in the l 990's", a public lecture delivered at the Public 
Lecture Series, University Sains Malaysia, 9 March, 1990, in Malaysian Law News, (June 1990), pp. 
346-355; See also in Aidit Ghazali, Development: An Islamic Perspective, (Petaling Jaya: Pelanduk 
Publications), p. 136. 
20 See an interview with Abdul Halim Ismail "Should the Whole Banking System be Islamised?" in 
The Muslim Reader, (Singapore, 1989), pp. 19-20. 

21 Norhashimah Mohd Yasin, IslamisatiowMalaynisation : A Study on the Role of Islamic Law in the 
Economic Development of Malaysia: 1969-1993, (Kuala Lumpur: AS.Nordeen, 1996), p. 283. 
22See Mohd Illiayas, "Islamic/Interest-Free Banking in Malaysia: Some Legal Considerations," 
[1995] 3 MLJ, p. clii, There are only four reported court cases involving BIMB up to the present 
time. These are ( 1) Dato Nik Mahmud Bin Daud v. Bank Islam Malaysia Berhad [ 1996) 4 ML.T 295 ; 
[1996) 1 CL.T 576, (2)BankislamMalaysiaBerhadv. AdnanBin Omar[I994] 3 CLJ 735; [1994) 3 
AMR 44; (3) Bank Islam Malaysia Berhad v. Tinta Press Sdn. Bhd [1986] MLJ 256 ; [1987] I CU 
474; (4) Bank Keijasama Rakyat Rakyat Malaysia Bhd v Emcee Corparation Sdn Bhd [2003] I 
CL.T625 (CA) and (5) Affln Bank Berhad v Zulkifli Abdullah [2006] I CLJ 438. 
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Problem arises when there is conflict between Islamic law and civil law. In such 

situation, which law must be applied? Similarly if a particular document used in 

Islamic banking transactions has been approved by its Shariah Committee, can it 

then been challenged in the Court as being contrary to Sharl ah? And are decisions 

of the Shariah Advisory Council ofBNM open to review by the Courts? 23 

As an illustration, in the case of Dato' Haji Nik Mahmud bin Daud v. Bank 

Islam Malaysia Berhacl4 the Kot a Bharu High Court rejected the plaintiffs claim 

that the land sale transaction which had been made with BIMB was invalid. This 

was because the plaintiff had never changed his land ownership rights to Bank Islam 

Malaysia Berhad even though the bank had already purchased the land from the 

plaintiff through a Property Purchase Agreement. The court was of the opinion that 

the ownership had never changed hands but what had been transferred were only the 

rights or interests on that land. In connection to this, the defendant's action, that 

was, BIMB buying the Kelantan Malay reserve land, was not contradictory to 

Section 7 (I) of the Kelantan Malay Reserve Enactment. 

The question that can be raised here is that the verdict could be understood 

to be against the meaning and legal consequence in the bay bithaman ajil contract 

whereby the transfer of ownership is a clear effect from that contract.25 This 

contradiction also indicates that the practices of Islamic banking system are 

contradictory to its very theory and principle. It should be noted that, the Islamic 

banking system is different from the conventional banking system not only in terms 

of terminology, concept and method of implementation but most importantly, the 

23 Kamalanathan Ratnam, "The Judicial Process Involving Cases on Islamic Banking and Finance," 
paper presented in Muzakarah Perbankan dan Kewangan Islam, (Kuala Lumpur: Putra World Trade 
Centre, 1997), p. 7. 
24 

[ 1996] 4 MLJ 295, [I 996] 1 CLJ 576. 



legal effects (iithiir aPuqiid ) that is determined by Islamic law through any 

contract that underlies any transaction. 

Despite the presence of an Islamic banking system that operates according 

to Sharl ah principles, it actually exists in a capitalist economic environment where 

interest persists and they exist side by side with interest-based banks. Consequently, 

the profit rate imposed by Islamic banks is indirectly influenced by the Base 

Lending Rate (BLR) stipulated by the Bank Negara.26 The mark-up charged by the 

Islamic banks are about the same as the rates of interest, if not more. This is 

because the calculation used in mark-up sale is very much similar to the format used 

in interest-based banks.27 This has resulted in the Islamic banks being seen as 'un

Islamic'. 

Likewise, from the aspect of the use of funds, the Islamic banking sector has 

utilised mainly in the financing m0des with zero or low risk of loss which provide a 

stable and fixed profit28
, such as muriibaiJah, bay! bithaman iijil and ijiirah, compared 

to other modes of financing in the shape of profit sharing such as murfiirabah and 

mushiirakah. For instance, as at end of 2002, bay! bithaman ajilor deferred payment 

sale remained as the most popular mode of Islamic financing in Malaysia with a 

share of 49.1% of total financing, followed by ijiirah at 23.3%,29 and by the end of 

2004 it had risen to 49.9% followed by ijiirah, 24% respectively. 30 However, for the 

25 Mohd Daud Bakar, "Kedinamikan Shari'ah Dalam Memenuhi Tuntutan Muamalah Perbankan 
Moden", in Jumal Syariah, (1998), Jil. 6, p. 14. 
26 Mohd. Ali Baharum, "Cabaran Terhadap Perbankan Islam Dalam Suasana Sistem Perundangan dan 
Ekonomi Konvensional," paper presented in Muzakarah Perbankan dan Kewangan Islam, Kuala 
Lumpur: Putra World Trade Centre, 1997,pp. 6-7. 
27 Zakaria Man, "Islamic Banking: The Malaysian Experience", in Mohamed Ariff (ed), Islamic 
Banking in Southeast Asia, (Singapore: Institutes of Southeast Asian Studies, 1988), p. 91. 
28 Frank E. Vogel & Samuel L. Hayes, III, Islamic Law and Finance: Religion, Risk, and Return, (The 
Hague: Kluwer Law International, 1998), p. 7. 
29 Bank Negara Malaysia, Annual Report 2002, p. 174. 
30 Bank Negara Malaysia, Annual Report 2004, p. 168. 
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year 2005, financing based on b_a;f bithaman iijil decreased to 40.7%. In contrast, 

financing based on ijarah increased to 31.6% of the total financing (2004:24%) 

following the increase of RMS .8 billion in car financing using ijiirah principles. 31 

However, for some reasons some Muslim economists oppose the excessive 

reliance on what they call as the "second-line techniques" of operation, that are 

muriibalJah and ba;f bithaman iijil. They argue that bay bithaman iijil and 

muriibaiJah sales may deteriorate into purely financing arrangements with the 

agreed mark-up and profit-margin being no more than a camouflage for interest.32 

Moreover, according to some Muslim economists, these modes of financing which 

entail fixed profit margin represent "back door ribil'. For example, the report of the 

Council of Islamic Ideology (Pakistan) on the elimination of interest, has expressed 

the following words: 

However, although this mode of financing is understood to be 
permissible under the Sharl ah, it would be advisable to use it widely or 
indiscriminately in view of the danger attached to it of opening a back 
door for dealing on the basis of interest.33 

Therefore, a change from an interest-based system to a mark-up based system might 

be deem as merely a change of nomenclature, leaving the substance intact. 

Furthermore, it has been clearly shown that in financing via muriiba]Jah and 

ba;f bithaman iiJ7J with the higher credit price involved therein, there is a value of 

time in both finance instruments which leads albeit indirectly to the acceptance of 

the time value of money. According to some Muslim economics scholars, accepting 

31 Bank Negara Malaysia, Annual Report 2005, p. 63. 
32 Muhammad Umer Chapra, Towards a Just Monetary System, (Leicester: The Islamic Foundation, 
1985), p. 171. 
33 See Ziauddin Ahmad, "Islamic Banking at the Crossroad", in Development and Finance in Islam, 
edited by Abul Hasan Muhammad Sadeq, et. al, (Petaling Jaya: International Islamic University 
Press, 1991), p. 161. 
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