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CHAPTER 111

CREDIT RISK MANAGEMENT IN ISLAMIC BANKING APPROACH

3.1 Introduction c\

Banks have learned from the financial crises in 1997 and 200 providing
better strategies in credit risk management (Zubair Hasan, 200& Zingales
2010; Kacperczyk et al., 2010; Friedman & Posner, 2010). eYst'banks launched
were conventional banks but the increasing number of 1ms ¢ n!g[n\evbout the
Islamic principles of banking business led to the prom of othpr typ s’n{{%x?mg

system that complied with Shariah principles — tﬁ tem.\;vanks in

Malaysia moved to consider the Islamic win w maRYe, Sheh as.@;‘ank, RHB

anc@to the customers

e

..&ewever, conventional

bank and CIMB bank, which also provideN modes 0

as a result of the features of Islamic fi %g S &ge
banks still differ from Islamic ban\!ésanﬁvj SWaqat Ali et al., 2013).
Wntio*l ba c@t from Islamic banks in that

35

The operating modeg,in :
they are based on manmahcip]{ e*ﬁlic banks are based on Islamic

n Al@vd . The prohibition of riba allowing

ic aﬁw)lnebs ‘potential capital’, the prohibition of
a

f J b
comtfac
7,

p@ntting business activities that do not violate
riah are the princi@bf the Islamic banking system.

3

principles which are

the concept of eq

Y.

gharar, the sghc

&

Yv

the rules

17

ition. in terms of business financing activities, they shared the risks
mo k counterparties included in the contract. In the case of lending, conventional

banks lend money to the customers and charge compounding interest on the loan,
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while Islamic banks use Islamic contracts as the bank itself participates in the
partnership business. This is a fundamental function and the uniqueness of Islamic
banks (Muhammad Ayub, 2007).

To extend this further, this chapter reviews the literature and explains s
the previous studies related to the scope of study, which enables this stud ca
coherent standpoint on the understanding of this topic. Firstly, this chﬁk@xplains
the differences between the Islamic banking system and conventionaang system

in terms of the principles and how the differences affect th ure to risk in

; rist management

and credit risk management from an Islamic perspectige. NE¥t, ths ¢ cxp&ins
% | &
the credit risk management in Islamic modes of fin g in majqr 1S|mic F&ancing
’ o
contracts. This helps to develop this chapter on crglt ri

eme:t ?\~§how that
the existing ideas in the previous literatur@le rmig a standpoint to
see whether they are consistent or othecise, n%? evious studies have
any impact on the research area. % ] (}
J u &
Furthermore, the study vmmc Mp' yeal studies on credit risk

management in the Islamic %;systenlJ wh ‘l‘line@m developing a standpoint on
4 &
the existing ideas on @cepti ies améchplications. Thus, this study will
explore all the existiwe S an ‘vork&see if there are any consistencies or
¢ 2 (’,)
gaps in the area gigtudd. \()
& R
Y

3.2 l@anking System vags Conventional Banking System

general. Thus, the study explains the concept of manageme

®eneral, a banking system is needed as its nature is to provide funds

@r) to those in need (Arora, 1997; Saunders, 1999; Casu et al., 2006). As

financial intermediaries between borrowers and lenders, banks attract deposits from
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individuals and legal entities, and use the deposited money to give financing to those
who need funds, which is called credit financing. Despite the nature of the banking
business system, there are many differences between the Islamic banking system and
conventional banking system. The key difference is in terms of the fundamenvf
the Shariah ruling principles in the Islamic banking system, which consists@laws
governing human deeds called Figh (Muhammad Ayub, 2007; lqba*lirakhor,
2011). The term Figh is based on the respective particular evi enmich comes
from specific verses of Al-Quran and Sunnah. Therefore, theseY-iples have led to

significant differences between the Islamic banking syst ny r'tion banking

system. These include the business dealing transagtions.y pr
responsibility as a whole. The Islamic banking %adl?r
principles: Vi \ ST
l. Interest-free based transactions \j O

or ease in transaction,

)

-
“« Qs
ac Me le&ﬂ or in a loan transaction

N
S et al., 2005).

Q‘fé\ 138 2l gy
1e rest of the riba (which has not

@1 are believers.”

& (Al-Quran. Al-Bagarah, 2:278)

Ld t/é?he Prophet Muhammad S.A.W, said.
350 he people when none will remain who
es not devour it, its vapour will overtake
him.”
(Hadith. Ahmed,Abu Dawud,Nisai and Ibn Majah)
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2 Free from oppression (Zulm) activities
Islam teaches Muslims to avoid oppression (Zulm), because the Prophet

Muhammad s.a.w. reminded that among the dark things is oppression. It has been

narrated by Hazrat Abu Huraira RA that Prophet Muhammad s.a.w. said: \i

Cny

“Whoever has oppressed another person concerning his rep 7
or anything else, he should beg him to forgive him before g Day
of Resurrection when there will be no money (to compensa¥{ for
wrong deeds), but if he has good deeds, those good delags Wyl be
taken from him according to his oppression which heggs de, and
if he has no good deeds, the sins of the oppress eww'll be

loaded on him.” 5'
adithw ukhari)
T

| &
3. Gharar-free based activities .&
4 X

The term gharar refers to the uncertainty thygit1s M in 1@4 and that

it can be reduced simply by adding more@n t

al., 2005). On top of that, it is ignorance Qf the o8 co

'ng&hg:ontract over the

ntract.

QP el e 15255 Y5
il s A u‘cb
O3 1585

attributes of the object of sale and avail¥ajl¥y apthe timyf of th
u 6-
Ol oaally JiSIH 1 585157800 :
| g ° “;il. 1.’]:’. Y—A._Ax/ a.:]‘d.
& X IuE b
“And do not a ' s prﬁ except in a way that is best
until he regp 1y KDmeasure and weight in justice.
We do not ;

(Al-Quran. Al-An’am, 6:152)

N
w1hu Hurairah R.A reported that the Prophet Muhammad s.a.w.
orbade a transaction determined by throwing stones, and the type
which involves some uncertainty.”
(Hadith. Sahih Muslim. Kitab No. 10: Hadith 3614)
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“Jbn Mas 'ud reported that the Prophet Muhammad s.

spends it in the right way and a person whom All

Islamic value (Halal).

“The Prophet Jeatgpe 0

The introduction of Islamic tax (Zakat)

V5 o o805 A Ty 208 i il o i 002 (ol s
A 5 e T3 a8 | sliaadd o ) bty L ¢ i Al gl 5205

you have lawfully earned and that which we have produced for yo

foon N
“O you who believe, spend in Allah's way the best portion of the weal \

from the earth, and do not pick out for charity those worthless th

that you yourselves would not accept but with closed eyes, be
mind that Allah is Self-Sufficient, Praiseworthy."
(Al-Quran. Al-Baqga 67)

. sMd, there is
no envy except in two: a person whom Allah has give

(knowledge) and he gives his decisions accordingly a X
the others." ‘1 (,}
(Hadith. Sahih Bukhari. Volu * Kitab nqgf 2 ufnbdg 490)

Production of goods and services that w ed \issi@l-ﬂedged

<

“O you who believe! Int()xM and tion of) stones

and (divination by) arro an apomigaly tan’s handiwork,
50 avo(’ it inNgrder thigt yoyPmgy pdsper.”

2 (Al-Quran. Al-Maidah, 5:90)

id, A§Aﬂah and His Messenger
have pmhibc' 2 safe ¢f Wixe, lhe¢) of dead animals, swine and

Qﬂ R.) (Wetith. Reported by al-Bukhari and Muslim)

BaseA& abov: pla{ath'R'on the fundamentals of Islamic principles in

the Islangl nking system, the te}?s of the Islamic banking system are based on
ShaINws as the nature of the contracts offered differ from the conventional
thystem and are not exactly like-for-like in that the Islamic banking system

applies asset-backed financing contracts. In contrast, the conventional banking system
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< based on the debtor-creditor relationship and uses interest charges to price the loan

besides dealing in money and monetary papers only.

Therefore. with the different nature of financing offered through the diffgrent

types of banking system, the relationship in terms of financing is parti:% in
i

nature in the Islamic banking system, such as the use of contractual tran% s and

the relationship in terms of risk and rewards in Islamic financing Wby socio-

economic principles of (Muhammad Tagqi Usmani, 2002). Fut;iEMe, the Islamic

financing-based approach considers that the lender should ad'/antage of the

borrower and there should not be any reward without takiMgya ripk. g u&jhe

ween fhe r‘ic@king
e X
t'{x'\ §’

Table 3.1: The Difference between theﬂl anking em @Conventional
Banking System jn FimSncipsActy S (i

ional Loan
{ (Islamic banking System % & ﬁemic&i%anking System)
| I. | The operating modes éi‘at'[%\"nodes of conventional
| ! financing are based on th 'l cin@e ased on fully manmade
1 % Principles. ihci
‘. \
\ \

2. | Islamic financi
) sharing conce twie
. | of capital (irﬁ)r an

‘1 | funds (entr );

above explanation, table 3.1 below shows the differ. b

system and conventional banking system in ﬁnancWiv

V

[

i No. | Islamic Financing

L&, 4

Tic KLapital (investor) is assured of a

etermined rate of interest charges
iba).

"

£ mic | The core function of conventional

X f
\ h%g s based on the pa%'o pation | financing is based on compounding
iapamM®rship business. N\ interest (riba).

¢ default case in Islamic financing | Conventional financing charges an
¥ that there is no provision to charge | additional amount in the case of
interest but that the borrower just | default, such as a penalty plus the

charges the amount of compensation | charge of compounded interest.
and the amount from compensation
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[ are then used for charity purposes.

|

5. | Islamic financing pays more attention
to the evaluations and to developing
business appraisal since Islamic banks

| offer profit and loss sharing.

|

Conventional financing pays less
importance to evaluations and to
developing expertise in business

appraisal since the income fro
advances is fixed.

6. | Islamic financing aims to ensure the
growth with equity as it is based on
asset-backed financing because it
gives due importance to public
interest.

Conventional financing mSes no

effort to provide gro #th equity
as it is based on,the Yebt-creditor
relationship becausew ank’s own

interests are domwv

7. | The status of Islamic financing is
based on the relation to clients, which
is that of partners, investors and
trader, buyer and seller.

The status onvgntl nancing
is basedon the rdlati TS
whic f credito d'de Se

4

Y'
-

4

There is greater emphasis on
viability of the projects (business
Islamic financing.

the
W

9. | Financing activity must be a
Shariah approved cyi
transaction.

\

\

P
anm’u@ﬁ, 1997; Muhammad Hanif 2010

v,
emf®gsis on the
of&he clients in

Vs
y

orrogring fgthe money market is
wely N in  conventional

Nis re

1t-wo

S

between the Islamic banking system and

In addition .t it @poses, according to Akkizidis and
2.3
Khandelwal (20 e offthe i renéésl

. } g 4]
conventiona ghg systemt 1 terﬂQ' of
A R

below:- \

N

credit purposes, as shown in table 3.2
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Table 3.2: Differences between the Islamic Banking System and
Conventional Banking System in terms of Credit Purposes
Islamic banking system Conventional banking system
’\ Primarily prohibits the interest chargers Interest rate is allowed

|
NConcems social. economic and financial | Concerns financial activities only
| activities

efficiency — social, ethical and financial

Focuses on three different types of | Focuses on financial ef’ﬁcieiw

| Has strong moral dimension Moral dimension is re@

Risk sharing No risk sharing V g
Source: Akkizi "az th'mdelwal, 2008
i

Even though there are differences between th ey 'Whe same

L]
purpose of gaining profits. The Islamic banking syste ich ofjerate (11& allel

basis with the conventional system, is called a d qugS/ Ma,@?la is the

only country to implement a dual banking @ nd ﬂso 'lizes,%?s.ame set of

banking infrastructure (Nor Mohamed YN 003; Awaaideh, @; Faisal Ansari,

2013). Therefore, the approach is to %the ué\banking system as it
SN s

cnables one to distinguish betwagnge Islamy]

banking system in the credj e\@n p,oce 4 |h5 ecause the range of Islamic

banking products in a dual

the Islamic banks hav@vid t erviag:%rovided by the conventional banks.
\ @ l O
F.9
33 Manag m af Isignip Pexdpéctive

t in gendfal 1{ theQore of the concept instead of the risk in credit in

Ma
S
busineg®egtivity (Fontaine & K}th Ahmad, 2013). The concept and application of
e ent comes from the success of management in the time-line of Islamic

Jightion over the past decade (Azman Che Omar, 2001; Fontaine & Khaliq Ahmad,

2013). It can be proven that the people during that time applied the concept of [slamic
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management in a way of business activity. Instead, the practices of [slamic
management are fully based on the use of the concept of moral, akhlak and ‘adl

(equity distribution) as a whole.

The Islamic management system existed during the time-line ofﬁg;et

Rasulullah s.a.w. He taught the concept and application of the manage ;stem,
which is based on A/-Quran and Sunnah. It can be well-defined Tablhty to
man being

consume the natural resources, either in the sorts of things n€

ethically. For instance, the need to protect the natural r g; such as how is

individual managing it wisely from the occurrence s ( a e other
perspective is that the management is one of the cterisffcs t t’c&ﬁgx.of
principles and rules that are essential in the wid t ng§ d1t1 rR't can be
explained as the art of the knowledge of plan marP‘Zhe )

However, the practices of Islamjg mandger haT thie widely practiced
since the Uthmaniah civilization 244 I%h s, the conventional
civilization arose after the recessiomgof %jcvmégmon and introduced the
concept of management, Wil aseI on ap s and socialism. This concept

of management is tO mze tl' G.h\ls affects the pure management

system in Islam as l act es W? :ir sy that separates the concept of tauhid
'
and manaﬂeme )
&

P

To tr m the current p@es of the secular system, Muhammad Syukri

e
(2003 E\bbas Ali (2005) stated that the secular system of management practices
ca dicated by going back to the concept of fauhid — relationship between
hur and the Almighty Allah s.w.t. — and the concept of the relationship between

human and human in business activity. To transform the current practices of
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management one must not only look at the extrinsic and intrinsic issues but at the

spiritual and ethical dimension (Zahid Parves & Pervaiz Ahmed, 2004).

3.4  The Concept of Risk and Risk Management from an Islamic Perspective T

In general, the concept of risk can be described as the poss 1b an
undesired outcome occurrence, which is extensively used to describe tﬂ%babllity
of undesired outcomes (Kahf, 2006). In addition, risk is vie cwomethm0

negative, which could lead to both developing a better awarenev ntrolling it or
to ignoring opportunities. Taking risk, in many msta@cr chl to, achieve
progress. Thus, the culture of risk should be a balancedgone tNat Igads tlengi\ d
fair decisions. Thus, risk management generally con%cu?s ncgs (A Q@;\?h

Khandelwal, 2008). Islamic law; A/-Shariah, nelth d or p ts people
from taking risk. The terms risk and ri men &Dllcatlons have
been discussed and stated in the verse hQ TTS }L\Mes the Surah Taha
verses 115 to 119, Surah Al- Syua y S 6@[0 6 ral@ryam verses 22 to 25

A‘"
and hadith narrated by Imam Ta l

$
Surah Taha verses 9 bastcall c‘g'\ hat Allah s.w.t. created us in
Fq
the environment of ml@et A'a;\w w eated in heaven given a wife and
everything he need Allgh F h sl\ Humans are made weak in nature
P 4

and always susc 0 Tis H?]C ve 15 states:

Ve ad already, beforc??ﬂnd Taken lhe covenant of Adam but he
forgot: and We found on his part no resolve.

(Al-Quran. Taha, 20:115)
Qhe first Man created by Allah and he showed the features of being forgetful

and weak in nature. According to Azman Ismail and Muhammad Ali Jinnah Ahmad

=
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(2010). this teaches us at least two (2) things:-

1. The environment of risk and exposure to risk is the natural state of humans to

exist in. even in his first beginnings in the heavens of Allah. What more when

he is thrown down to the earth where the quantity of his risks multipli\z

Humans are naturally forgetful and weak, two features that aﬁentate his

(8]

o
e

exposure to risk. T
Hence, verse 116 in Surah Taha states that: V
A Ol V) 153508 53V 53 S0

Y|
“When we said to the angels, “Prostrate to Adamgghey W
themselves, but not Iblis: He regysed. .
(Al-Qirag J gha 693.16)
A
4 b 3
Allah created an environment of risks that embom i N ure of%ltan (Iblis)
skgﬁlh teaches us

umans, the wide core of

and made humans forgetful and weak, and Nry 4

—

about the existence of risk and how to granage¥it
risk management is nothing less _thd e Mingd l“of@ven (Allah s.w.t). If

humans do not have needs, the e\s S to ré his teaches us that living
i; Alal shtd fq@u%mans. As humans, we have to
£
risk

admit that fact and recqdMge thg@Q %posure and how well we manage it.

rewgss
in a society of other being a nat
s

&)

Pk

\éﬁ H el e 1% & 431 Ll
"3"5 J Us?

“Thg W¥said: O Adam! Vv.@y', this is an enemy to you and your wife:

him not get you out of the Garden, so you are landed in

\ misery.”
(Al-Quran. Taha, 20:117)

wicrse explains that the greatest risk to Prophet Adam s.a.w and his wife was the

risk of being thrown out of the Garden. Adam needed to manage this risk but his
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forgetfulness and weakness as a human failed him. Hence, verse 118-119 states:

(V19) Al ¥y e Ll y alily (V1 A) 5535 Vs b g o3 i all §)
“There is therein (enough provision) for you not to go hungry
or to go naked. Nor to suffer from thirst, nor from the sun’s

heat”
(Al-Quran. Taha 9)

The other basic needs Allah created for a human is the need to have foo ater, to
be clothed, and to be protected from the elements. If only they had ideiiﬁed the risk

and managed the risk humans might have undergone a differen owever, thus

of 'he risks, they
did not manage them and faced the consequences. Thi s uf tha maﬁ?-in
| | &
what way humans have progressed in the world w d ours.gl S the@eve to
manage the risks of not losing these basic needs. TRse bass i %rse warn
humans of the danger they will face if t@ idengify ffic né&é ey face and
manage them early and effectively. \T 2
O [E
. . o )

The concept of risk and ri nageﬁst to}:é‘ls@fc financial system that

can be gleaned from the above v re af follgvl:-
- J N

1. [slamic financial wl a'v Y’b.{g pt tﬁ- t that risks exist in business and

have to be mgfag®y Th
¢

banking. g‘@why liba

& M ndi Ab&) ar
0

b\éviolates the laws.@{ature in Islam, since everything except Allah

has it been ordained for Man; Prophet Adam s.a.w and Eve

% epreciate and money is no exception. When money is not subjected to
oe law of depreciation, humans have placed money equal to Allah. In the

Islamic law concept, this amounts to idolatry (syirik). For this reason, Allah
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declared war on Muslims who consume riba. Once the study acknowledges
there is risk in Islamic banking, it needs to identify them before addressing
how to manage the risks. Islamic banking is a business, so there are risks
assigned to various aspects of the business. The pure concept of ISINGC

banking itself is a business that applies the practices and principli®1n,
ve a

collecting monies from the public and investing those funds to gi turn to

the people who have extended the monies.

(8]

All dimensions of risks should be looked at from tge WOT‘ view of the

Islamic bank that is exposed to the risks. If the ri not m r’age hen the
Islamic bank will suffer losses, or, in the worstoézenari it Wit a3§ e
closed. All these risks are measured in tergys oNgmone lo (Ak@dis &
N
Khandelwal, 2008). \; N {\T
-S

22 to 25 explain:

ORI (s 5h s
Aiany Lo plal of (a5

(37) pif S (G
@ (4}5,94

“So they purs«he 1 al@ And "%n the two bodies saw each
other, the’agop!® of MOsL Gl re sure to be overtaken.”
(Moses) sc@ nogmé&any, L&weTs with me! Soon will He guide
me!" Th e Bld MpsespinspiCagion: "Strike the sea with thy rod."
So it ¢ %ndf h sépafatert became like the huge, firm mass

& of gRountain.”

\G\,’ (Al-Quran. Syua’ra’, 26:60-63)
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“So she conceived him, and she retired with him to a remote place.

And the pains of childbirth drove her to the trunk of a palm-tree: She T
cried (in her anguish): "Ah! would that 1 had died before this! would \
that I had been a thing forgotten and out of sight!" But (a voice) cri (%
to her from beneath the (palm-tree): "Grieve not! for thy Lord h
provided a rivulet beneath thee; "And shake towards thyself the trunk
of the palm-tree: It will let fall fresh ripe dates upon thee
(Al-Quran. 19:22-25)

These two surah above teach an element of risk and ri ade ent that will

never be taught in conventional knowledge; that is, riSggnan gM rough

complete obedience, submission and worship of Alla@t teacjes 't»@ly

souls in the form of Prophet Musa s.a.w. an o ed r risk

carlier periods of total worship was s u1t

u Q-
This teaches another form of risk m& ent to ic F&(afnbxal Institutions, which
is to be true to the teachin Requnre‘vent of S ah in all its business and
actions, and Allah s.w.t. ﬂgel p‘i th@-é}tltutlon It needs to be said,

however, that such insti agfbeyo %hermg to the literal legal rules of

N (J
Shariah and achieve %ghelplatf ot e‘cﬁ'ﬂ)dymg Magqasid Al-Shariah.
N3

L

/ oh ]Jﬁl A akar (2003) stated that ethics again take a

back seat &c vay for legal rule@dommate Islamic banking juristic opinions. As
ethi and law (figh) do not seem to mix, the Quranic spirit of justice and
nwblld is compromised to pave way for financing techniques that may look

Islamic on the outside only. Two Hadith (narrated by Tirmizi) state that:
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A man asked the Prophet s.a.w. “Oh The Messenger of Allah! Should I
leave my camel (without tying it) and put trust (depend) on Allah
(tawakkal ‘alAllah) or should I tie it then depend on Allah? He (the
Messenger of Allah) said, “Rather tie it and then depend on Allah.”

(Hadith. Narrated by Imam Tarmizi)
Umar r.a. said, “I heard the Messenger of Allah said, “If'you depe :

on Allah (Tawakkal ‘alAllah) truly, He will provide you with
sustenance the way He provides to a bird, which flies out hungrys

morning, and comes back to nest in the evening with the stom ull.
(Hadith. Narrateg by If§am Tarmizi)

There are various aspects of risk management indicated hg twp hadith. One
aspect is that in daily life one has to follow the rules of orld, che, dua’,
L
tiganfah) fqrxgvc.ing
what9ls lred(@Yt'he hope
T

the‘Yorl as s Allah, must
&

h, @)
A

T&

effort (Al-Juhd/Muhawalah) and allowing no deviati
Tawakkal on Allah. In other words, it is wrong to
and belief that Allah will take care of us. Thz

be followed before we place our 7 awakkal

In conventional discussions on amgem it is G%’o;,mzed that there are
certain risks that are highly unlikely le @%{: bank not to provide for.
ontej tdm@%g economic capital and what

This discussion usually aris%
risks can be ignored. slamic
concept of T awakka &
trust in Allah s. \Qto' tecfv \
’ >

the secorld Hadm@Bout the rizq of the birds extends the depth of

belief such that deep bel\fs take the being to a higher level of Tawakkal,
n the certainty that Allah will provide. This falls into the same category of
aranteemg, the rizq of all newborn lives. Thus, a further lesson of these two

Hadiths is that an institution does not have to provide for every single risk. It is merely



56
expected to do its level best in terms of risk management and it is then valid as a

strategy to place tawakkal ‘alAllah.

3.5  Credit Risk and Credit Risk Management from an Islamic Perspective T

Risk is the probability of an event or situation that may or m 5 Doccur

(Muhammad Farhan & Khizer Ali, 2011). For example, in the bankin m, it may
occur when banks make decisions under conditions of known pr ies, which is
called decision under risk. Similar to credit risk, it woul g; when there is a

probability of borrowers not meeting their obligation wit e tim w
L]

Therefore, for banks to continuously succe he ﬁna cidffin ség? they
must ensure that their profits are achieved with les iness @(owers by

implementing strategies to manage the cred h anv ion ﬁkmg system
uses some conventional strategies by h stT e_lgrrowers that cause
sin@s %ﬂd @d Khandelwal, 2008).

er oés‘ﬁarmg contracts that are
based on asset-backed ﬁna%Yh.ich }J;a:ﬁ dqg@- ased financing (Muhammad

Taqi Usmani, 2007)§“ re, 't ains the credit risk in Islamic
Financial Institutiontg(I l|t Relj\%hmagement in Islamic modes of

them to default or the bankruptcy of th

While the Islamic banking system

R <
financing in ge (J
N3
: >
3.5.1 m IslamiC Fm angja¥ Institutions (IFI)

c,

allows financing (lending) activities but does not encourage it as the
c chings state that “a giver is good deed than a receiver’ > unless a person or

b s entity needs financing, Islam allows it to be free from riba activity:
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5y a8l (e gty 08 2 ) Al sy ) (pm oy V5008 1 1 O

“And if you do not, then be informed of a war (against you) from Allah
and His Messenger. But if you repent, you may have your principal — T

(thus) you do no wrong, nor are you wronged'. :%

(Al-Quran. Al-Ba ©79)

From the verse of Al-Quran above, Allah declared war on those who enga in riba

activity as Islam is committed to the concept of equity value % ness (‘adil).

Therefore, the lending principle in Islam is based on compa siovmture as narrated
in Al-Quran and Sunnah. '

In addition, Al-Quran in Surah Al-Baqarah stfged the copcep th%\Y'

managing of risk: 2

Cas i il b 5586 s Jal

sadl e (g Jiaily A%l S 4

o)

PESCEEE) o o
G588 ) E0 % :
a5 1) ‘H&’,' M
Sy ’S’t\“i \7\3'

g Wc’ho bE1igy? #hen make transaction on a debt payable
w1/ a Specified of time, P&y
v

% it and let a scribe write it between you
\ ) fairness and no Mtbe should refuse to write as Allah has
educated him.

e, therefore, should write. And the one who owes should give the
dictation, but he must fear Allah, his Lord, and should not curtail
anything from it. And if the one who owes is feeble-minded or weak or
cannot as himself give the dictation, his guardian should dictate with
fairness, and it must have two witnesses from among your men, and if



two men are not there, then one man and two women from those
witnesses you are pleased with, so that if one of the two women errs
the other woman may remind her, and the witnesses should not refuse
when summoned, and, be not loath to write it down, as payable at its
time, no matter how short or long. That is more equitable with Allah
and more establishing for the evidence and nearer to that you fall not
in doubt, unless it be a cash deal you carry out among yourselves. In q
that case, there is no sin on you if you do not write it, and have \
witnesses when you transact a sale and neither scribe nor wnn
should be harmed, and if you do, it is certainly a sin on your par
fear Allah and Allah teaches you, and Allah is All-Knowing in ct
of everything.
(Al-Quran. rah, 2:282)

e o;hu'“b‘eé‘nu

And if vou are in travel, and find no scrib
taken in possession. However, if one of you

Allah, his Lord. And do not conge
conceals it, his heart is, surely, a N

whaeou
Both of the verses from
important for documentation Ef twﬁt co,trac

must be recorded and practlce t

‘3 @l Baqarah, 2:283)

in iﬂ&@uran stated that it is
S

er: " any financing transaction

(]
Aidadsion of financing must be clearly

written, and state the r an ti he e@nce of witnesses are compulsory.

Any risk matter mu n51 ertd Aus‘rgls a lender’s obligation to guarantee the
occurrence ot us?t e h of borrower is to settle the debt within the
time give e verses of Sur%X'each that when entering into a financing

transacti \e lender must provnde collateral to the creditor. It is important t0

he creditor’s obligation and the possibility of did not pay the financing is
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Therefore, for Islamic Financial Institutions (IFI) striving to be in line with
Shariah principles, they must first implement a positive value ingrained in credit risk
management before giving financing to the clients, because of the customer’s need for
Islamic financing products. Such is the concept of how well the Islamic bank?
evaluate their business partner, the implementation of the concept of ‘adl (%Xnt)
in the evaluation stage, the concept of effort (ikhtiyar) in doing *ﬁss, the
implementation of Islamic work ethics in commercial financing, the plication of

N

Istigamah (continuously) in business activity, and adopting thé?ﬁpt of syura’ in

commercial financing. {
Thus, each type of Islamic mode of financige musSt

h ve\z@s ‘

&
element, which contrasts with the principles in the ¢0 ntiona}b ki syie\_h. As
v

n imédztant role in

norpdglly involve this

O

'e'gsk sharing mode in

N
jifythe éﬂmce sheet (Khan and

(4)=}

o

financial intermediary, Islamic Financial Institution§(IFIs

risk-sharing modes as the deposits in a @anc
do }

mode, while the financing business acqct%

which the activity is more on the%de
Ahmed, 2001). Therefore, this{i\nian'g[
itself in the occurrence ot% isk. TRis i

activity is the credit risk NUIIJ Y usofi009).

[slamic Fin Nn tifutio ls), i@eneral, mostly conduct debt financing

’ P (’,)

in their financi sip€ss agivity apd tl@re exposed to credit risk. Abd El-rahman
/.

El-zahi Saal wom Vidveddthat igh contribution to credit risk in the Islamic

N

bankincv&tel is the nature oﬁ:‘]amic banks financing operations compared to

o =8 bank loans. To legitimize Islamic financing activities in line with

principles, the effective way is that both parties should bear some risk
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because both parties first need to understand and identify the risk in credit in order to
avoid operational hazards.

Therefore, before giving financing and deciding on what type of financing to

offer the client, banks should be concerned about the probability that their c&iers

will fail to fulfill their obligations within the time given, which may expac%yanks
adith:

to credit risk. The way of managing the occurrence of risk is stated in

The Prophet (s.a.w.) once asked a Bedouin who had lefi Mgc
untied, “Why don’t you tie your camel?” The Bedouin ered, 1
put my trust in God.” The Prophet (s.a.w.) then saj Q up your

camel first then put your trust in Go ’
ated b%l' armizi)
L

(Haditl
According to the above hadith, Prophet Muhammad s.awgdvised Musl s’to @eir
A
C t

camels before placing trust in Allah, a lesson that? hend how m@ge risks.
c

\that@r.ms of risk

gni eir risks as it

To sum up from the above narrated hadith, it4gn

management in the banking system baN Id first

impacts on the nature of the bankin %ties ana\n:ﬂiTr' @ould be controlled.
)

The analogy from this hadith, is t ¢ camelcan ﬂed@'either with the use of a

metal chain or weak rope, thusvconfxt r¥sk, s should ensure sound risk
g'ﬂ ( q
controls to mitigate the riskS. Tg) extengPel (l‘g? ey should place their trust in

Allah. To manage the @ co 1'-01 i rfec@done. The hadith teaches to trust in

is

Allah after making@m nat \yJ stbgiﬂ make an effort before putting trust in

Allah. Thereft &Hre }i ng ci$~t0 the clients of banks, they should put in
;o

place the coSep f vigilance (al-fkggyat) as one’s should conscientious and look at
N

reason'ENrder to avoid bad stipulation in their financing strategy.
t

(€]

5.

)

is important for the Islamic banking system, which differs from the
co ional banking system, to move to a more niche business strategy in order to

strive to be competitive in the Islamic financial industry. Zainal Azam Abd Rahman
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(2005) suggested that the Profit-and-Loss Sharing (PLS) mode of financing is one
type of Islamic financing product that is good to sustain in the industry, because it
provides sound financing and maintains a good relationship with customers. On top of
that, Muhammad Nejatullah Siddiqi (2007) stated that, before giving financing
customers, purification in terms of transactions in financing must be i%\with
Magasid Al-Shariah- as preservation of religion (ad-din). life (nafs), %y (nasl),
intellect (‘agl) and wealth (mal). Therefore, this study, consistegt wity the research
questions, concerns in what ways Islamic principles be used iTtredit evaluation

process. To achieve this, the study first stated whether rent %of credit
e

evaluation in the conventional banking system would giffer fromfjth 'nf pl\?ﬁice
eMgfror >

of credit evaluation in the Islamic banking syst
: . b :
Malaysian banking system, and would the outhe' ill b priatefXapply credit

risk management in the stage of the eval\@ocess r appé(ng the financing

o the customers. \ AN
to the cust %% 0>’T $

“« Q-
faie N N
3.6 Credit Risk Management for ™ajo ma@\g Contracts
z , ' S
The Central Bank O aysia\ 2id, down the best practice for credit

risk management for@«e i&nal nkin@tem and Islamic banking system in

2001. The best praftj re fown i?lla (cfedit granting. Credit granting criteria is

=/

involved in t ev?u tiogfp cc@«vhich includes the purpose of financing and
v’
the current !xp ure, client’s so&c@yz)f repayment, client’s repayment history and
N

credit %Xand conditions. In addition, BNM stated that an effective evaluation of
i

is to avoid hazards in banking business and that it is important for a detailed

st re of the limits of risk taken. In addition, a tried competitive banking business is
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developed based on how a bank manages the problematic credits, such as restructuring
of bad debt issues.

To extend this further, Kahf (2006) stated that there are two (2) main

principles in Islamic financial contracts for Islamic modes of financing: T

. The principles of consent and legal permissibility, as these a& a)epted

between all societies and the legal system. T

The principles of moral commitment, Shariah permissibi d validity of

contracts. z l
Therefore, before giving financing to the customers, ba sho ld\ﬁzgflple
L ]

ment
Y-

[§9]

these principles so that customers may know tha lamic jba d s@h in
financing business activity is morally sound an 1 lly\é le. Mvhe dual

banking system applies the five C element Ndit

Y.
A [ elements,
&

Islamic banks should be more proactive in 1t r'kug\man menQ) that banks look

more at the criteria of the clients, es %/ far% c

“« Q-
from the business resources to alco rugs,&éﬂmbling, porno industry,
N

environmentally harmful cdug that afe il all @am, and any other business

activity related to harawf ty < s

nog ¥émply with humanly acceptable

Islamic ethical practife ifu

&
1@{ that apply for credit

Mo@famdi Abu Bakar, 2003). Therefore,

i s 0 cé’ :
the five C’s ele an ftill afpl@ e to IFI by understanding the potential
3
business cli@zd tg ghjghthe S@iah compliant measures are good to explore

to furthcrmaigate the credit risk @ﬁizidis and Khandelwal, 2008).

¥ tend this further, before giving financing to the clients, banks should be

@ed with the Shariah permissibility to the business clients, such as evaluating

the credit application and whether the client runs a business activity that involves pork
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and other swine products or other meat whose animals are not slaughtered in
compliance with Shariah principles (Saiful Rosly & Mohd Afandi Abu Bakar, 2003).

In addition, before approving the credit applications, banks should analyze
themselves and the client’s performance to determine whether they are in line with
principle of balance and justice between the parties in the Islamic financial @s,
because each party is equivalent to the obligations of the other. FAtance,

conventional banks take interest or extra charges from the cu omez and this

rw"s practice are
onship Janks should
first evaluate to ensure that their systems are in line with $ggria pri ipl\d' \Y'
Furthermore, before giving financing to the cﬁ, l?n Ss uld'él?iate

N

that all the Islamic financing products are fOlﬂNedZn rgil\r valéﬂ/' in their

principle is assumed that the opportunity cost of the other a

unbalanced in the activity. To get a good bank customer,

financing business activity. The current Kc in th ic king system
measures the probability that the borro%s abl E\(\gb K&w debt, as it is a

problem for banks to assume the pz@om eb we§ the borrowers must
ensure the prompt payment to th as tag(’i ¢ and Khandelwal, 2008).
Later, the problem arising %e'ibbor? l?
given in fulfilling the 0%\\5 i@}conoe@ecause banks must first evaluate
Nnc‘ %{* @a}zah, Musharakah, Bai As-Salam,
Bai Istisna, ljar ua’hp[?h inagide, which are offered to business clients.
The bigges@& conc‘e'r ng ﬁle%wblems in credit risk management is whether
Islamic M of financing before’ giving financing to the business clients are
=

ad

(¢

‘(‘Lw

5

z
&_

2{/ able to complete the tasks

their Islamic modes

pplied to mitigate the issues in credit risk (Febianto, 2011). Therefore, it
is iagfcd that the importance is for the venture to be self-sustained among the parties

rather than whether the customers will pay back the debt. This is because Musharakah
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and Mudharabah financing are the main causes of credit risk because these kinds of
financing do not require collateral (Khan & Ahmed, 2001). Thus, business clients tend
to moral hazard as they remit the profit-sharing ratios to IF1.

In addition, because of the issues that arise, banks may have some asymuv

information in terms of the venture’s performance, which causes misunder, %l\ of
0 ﬁ

the current business situation (Muhammad Farhan & Khizer Ali, 2011). To e nd this
further. Islamic banks need more proactive credit risk manageme%tr gies before

disbursing the credit to the business clients instead of 'np?!lting the same

strategies like the conventional banking system, which m@nsistent
because the contracts offered by Islamic banks are diffe in naturg. ' (—}Y'
Several Islamic financial instruments have b dev?o ed th@lamic
\ N
banking system to meet the demand in mar% S. re fi Yg) Islamic

financial contracts in Islamic banking pra«’\%/luraba nar@fg, Mudharabah
financing, Musharakah financing, Ijaral%ncingﬁa%s q@md Bai’ Al-Istisna’
N

financing. This chapter discusses sl lgic fi ncialg tracts in the Islamic
banking system, which is related@:re tTisK. E\A

C—) N

ing C &

3.6.1 Murabahah FinanQ tracs<

Murabahah ﬁ&lg as @-plus financing contracts. This

\ ! &)
financing contract %/ s the Pa wth(J ing and selling contracts in which the

actual cost is%;kd byftv}e (® and the buyer provides a specific profit

Yv

margin agn&y oth parties (Kan@ﬁ(hir et al., 2008). The bank in the first contract

buys the\nodity from the supplier and thus possesses the commodity. Within the
- Ml heeds. customers that wish to buy the commodity enter into the contract by

cost-plus financing with deferred payment. However, when the customers are unable
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to pay the financing (loan) within the time agreed, the occurrence of credit risk will
arise by both parties and there is a tendency to default.

Nevertheless, Murabahah financing is an Islamic credit sale that provides an
interest-free bearing loan. The special feature in this type of financing is in te m?
the fixed-set of payments after the profit over the cost is stated bas (%\t*e
percentage of the cost price to the seller, and there is no extra profit apove th® price
agreed in the contract. However, in the case of the occurrence ofwdi isk, banks
should bear it in order to achieve their value/returns. In the seYﬂing unable to
meet the obligation to make the payments, the bank may c sto@rovide

security and stipulate the penalty payments; however&re no gdditi ai c‘l@e’s
A

in the case of installments. ¥ g
T
3.6.2 Mudharabah Financing Contract cV

Mudharabah is a special kind of pa%m ix{hic e p@er provides the

capital (rabb-ul-maal) to the other E%f ib&%/
“ Q-
enterprise (Kamal Khir et al., 20@ € pro igncﬁ(ﬁ a party cannot be a
. NS
percentage of the capital argbunt ontribufed, Ip@uld be considered a fixed
L1
0

return. The profit assigned&eit r '
as this would also 0\5&6 i

¢
distribution that is %1 lels b
N3
3 ’w){c- < . -
Furth:f! rarabah Wnascingyaises the question concerning the importance
t

SN

are also motives for financing directly linked to

S su@z the only determination of profit

s
the attual profit earned by the enterprise.

o

e contract, and th

indispensable for all societies and the human desire to make one’s wealth

grow. In addition, this type of financing was based on the profit and loss sharing
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(PLS) modes of business transaction by the financier and the user of funds. This
principle implies a sustainable relationship between counterparties in which the
business transaction can only be known by the related parties. Moreover, in facing the

credit risk in this type of financing, Islamic banks are also differently oriented v@

the perception of risk and they have their own unique credit risk n@"ent

challenges (Khan & Ahmed, 2001). Credit risk might happen when the&erparties
default on the contract, which is directly related to the nature of tR mudharabah
contract and can be the determinant of the possibility for losses @udam’b (agent)

or the capital that may be lost due to business losses. l
o o s
3.6.3 Musharakah Financing Contract { ’ (_}
Musharakah financing is a form of partnegghip Wontraef ig wyfich (Wg~or more

N
persons combine either their capital, to shar& \'ng sj@xrights and

liabilities (Kamal Khir et al., 2008). Tw ice of pa rsh@sed contract is

regulated by the business practices p e%g in th\uge @munity. This limits
/ é ar

)

companies as the commercial actigi e &&usiness practices (‘urf),
and in co-operative societies, tk?nmer,l i @ influenced by the practices
prevailing in the business%unit{&uj ts are to be distributed among
the partners in busine& b is of t ons settled by them in advance. The

share of every par fi as? ?!te ed as a proportion or percentage and no
fixed amount &ettl}d or ghy. a@
AR

vaﬂhe ss, a loss shall l}:;b rne by the partners according to their invested
N

ver, a party that has no capital invested in an enterprise does not have to
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capital of the partners or shareholders, but remains as it is in the account books of the
Musharakah in order to be adjusted against the future profits. Furthermore, it would
not be possible for anyone to earn profit without being willing to share in the risks of

business. Thus, risks would become more widely distributed in an Islamic econw'

than is possible under capitalism. ! %\
In addition, credit risk is the loss of income arising as av of the
counterparty’s delay in payment on time or in full as contractually N In the case

of Musharakah financing, the credit risk will be non-payment'@gh hari of the bank

by the entrepreneur when it is due. The problem may ar or bgnRejing@is case

L ]
because of the asymmetric information problem in th@ do npt ;uﬁbnt
information on the actual profit. Y. s b i

\ N
3.6.4 Ijarah Financing Contract

XN

&

Q)
ich the bank leases

s

ljarah financing is an Islamic legsin
equipment to their clients against a fix ;geas theo ner@of the asset remains

&
with the lessor (Kamal Khir et al.. 2088). ] se oélamic leasing is to raise
funds especially for indu%cere pid tedhp§gical innovation is either

&
underway or desired anw clasls at a%qbickly expanding their business,
“I

and firms that normalw ins 'assets\)and capital base to meet the normal
¢

) e
collateral requlre@ mogf other Yormg(of long-term financing.

<Q ror 2

HoweWgr, k may aris@t'he lessee does not pay the lease amount. The
SO

banks ¢ se any monetary penalty on the lessee and use it as operating income,
hougader the Jjarah financial contracts; the penalty amount is donated to society
un

lamic banking. In addition, Jjarah offers the advantage of not requiring

collateral and thus simpler repossession procedures. Furthermore, it has greater in-
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built stability to contain inflationary pressure in the economy. The lessor is only
exposed to a low-level credit risk from the lessee as the lease transaction is, by

definition, asset-backed. Jjarah financing has also become popular due to the tax

advantages, as the rental can be offset against corporate tax by the lessee. \T

3.6.5 Bai’ As-salam Financing Contract s )

Bai’ Al-salam financing is a contract for deferred delivery tha Torlg,mally

sanctioned during the time of Prophet Muhammad (peace be up ) to facilitate
the trading activities of farmers who were awaiting the h f c ops. In more
modern times, it has also been applied to the production o ma r funglble
goods in general (Kamal Khir et al., 2008). The con@ahd sold
need not be in existence at the time of contracti de\ ocatlon
must be specified and full advance settlem eﬁd t prie&is requ1red at
the time of contracting, otherwise the contra uld sanctgh the @ing of one debt
for another, which is not deemed p SS leﬂl u@ this transaction is
limited to products whose quahty\ antit e fi l&&pemﬁed at the time the
" N
contract is made.
N
2 s &
Credit risk in e ofl: \st may e due to the customer or seller

defaulting after taki nc van kkizidis & Khandelwal, 2008). If at

the time of de y e s Kﬂyr produce the goods nor obtain them
Jch

, either take back his price, without increase,

N

or await 4c Tds becoming avaitle later, with no compensation permitted for the

del \%
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3.6.6 Bai’ Al-Istisna’ Financing Contract
The Bai’ Al-Istisna’ Financing Contract is a contract of exchange with
deferred delivery, which is applied to specified made-to-order items (Kamal Khir et

al.. 2008). In this type of financing contract, the manufacturer must mw

\

commitment to produce the item as described, and the quality of th to be
delivered must be specified. The payment can be made in one lgym s m or in
instalments and the sourcing of inputs to the production process is onsibility of

the manufacturer.

Credit risk in this type of financing may arise due e fi lwhver the

subject matter within the specified time period @manu ac ’1;@ the

purchaser has the right to liquidate damages as mu gr con

w é\

3.7 [slamic Elements in Managmg Rlsk in ©¢e t @!Oﬂ Process

a ‘}
According to Abbas J. 14), t re al Islamic elements in

conducting a good practic gsmess S llas nagmg credit risk in credit
4 -‘
lu

evaluation process. It gnc ' n¥ of a (fair and justice), ukhuwah
(continuous relations@iqa} wméﬁ‘la deviation), akhlak (Islamic ethics),
[

{

¢

syura’ (discussio %awa kal ( i‘trcgao Allah).
v) b

3.7.1 ‘Adl justice 4 X

)
xdmg, to Abbas J. Ali (2014), ‘adl is a concept of justice and it is one part

Wilallah or called as belief that Allah is just. To extent this further, Allah will

or punish any person according to his deeds and thus the notion of
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predestination (where all decisions are return back to Allah’s hand and not any one’s

else) in one’s deeds does not exist. Surah An-Nahl in verse 90 explained that:-

)S.!.AS\};LD&S\ucG@JJ@J&S\&A&\M\}Q&;V\JJM\J‘)&_\AM\‘J\

05 R a&al Ky s

“Verily, Allah commands ‘Adl (fairness, equity, justice) Ih.sA%
(excellence in servitude to Allaah, benevolence towards p
graciousness in dealings) and giving to those close to you, w
forbids Fahshaa (lewdness, indecency, licentiousness, i
Munkar (bad actions, undesirable activities, generall)

behaviour, not fulfilling one’s obligations), and Béghy¥ebellion,
transgressing limits, exploiting or violating others . abzlse of
authority or freedom). He admonishes you s ou e%

advice.”

Al-Qufan. -}Ja. %.:90)

Therefore, the concept of ‘adl is very com re sive @1 imglies Wmess and

equity in the whole thing that person says or oes 20@3? covers the
comments we make, the judgements we 3 t way @r responsibilities

dl
and obligations to others, the way we 1t peo \ handle differences,
the way we treat others whether ber of ow mily, friends, relatives,
r )

strangers Or enemies. Fairness Y\wani ju mus a hallmark of our behavior
in all of these areas. Slv%with lrvﬁljpll%qec]glon as one’s make credit
evaluation process, th&mﬂd inlole\
their clients. \ { ‘_)O

% &
Ukhu a ntlrw atlo@p)

ng to Sayyid Salch‘amtar Rizvi (1996), Rafik Issa Beekun (1997) and

—

one parts of elements in evaluating

B
7

'u)

| (2014). practicing good relationship in making financing decision is vital
veloping the long-term relationships as well as wkhuwah (continuous

relationship with clients. This practice is one parts of credit evaluation process in
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mitigating credit risks issues. Besides, this element is strategic for banks to have a

better position in the market and thus also to secure continuous banking relationships.

To extent this further, there is a positive relationship between ethics and risk

management because ethical principles constitute a precondition for cr@e
climate of collaboration necessary for successful risk management activ'!i%uziah

Hanim Tafri etal, 2011). Islamic banking is created under Isl ic law and is
frequently considered ethical banking. To succeed in competitidgwifl¥ conventional

banks. Islamic banks should enhance Islamic elements in kWancing decisions

as well as in evaluating their clients differentiated by leme atlo f Islamic

Py
%3

direction, acting

business ethics.

3.7.3 Istigamah (Allowing no Deviation)

The literal meaning of istigamah | \

rightly, allowing no deviation (Imam [ewa ). It is derived from

.Tli
the stem Qiyyam, which implies t UIt}ﬂOf doi so@ung, following up with

&

it and making sure that it is d Xhe i y an re is neither deviation nor
. (,) ? |
swerving.

The term has&n\ed theA1-Q in many verses. One of the verses
\ &)
from Surah Hud, % e Tnﬁg ?bs:‘-)
&
%‘Jﬁh’! ’:‘.‘:\” '\}deuk_}bwju‘)n\\.ms?&\uu
\ zhre Vre, stand firm (opNgge Straight Path) as you are commanded

yse who turn in réDegltance with you. And do not transgress, for
He (Allah) sees well all that you do.”

OE (Al-Quran. Surah Hud, 11: 112)
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To simplify, istigamah is to stand firm and steadfast to what we have been
commanded by Allah, for instants to fulfill obligations and to avoid prohibitions.
Correspondingly, we should not allow ourselves to follow or be misleading by desires

(whether it is our desires or the desires of others) as it will cause deviation and |

4

astray. ! %
According to Ibn al-Qayyim (rahimahullah), there are five (Tditions to
achieve istigamah in performing required deeds:- V
1. The act should be done for the sake of Allah alone (7A/K : '
NY.
2

(US)

It should be done on the basis of knowledge (‘iln ' ('}Y'
Al
s
ey

Performing ‘ibadah should be in the s an t

X
s

N\ )

4. To do it in the best way possiblec0 \T

N
(|}
@ile rforghing Ah@cé?deeds.

|
N
Therefore, to achieve istgamaky (allowgng old@on) in making financing
decisions, banks must @ei \s':{kj;‘@' final destination (the Day of
Judgement) and has K&e a ent s& they will be steadfast and will do

@ i (.BQ
things in the righ nd iff the stxvaU ssible, and to adhere to conjunctions of
&, 1)) S

Islam. % s 2 T

A >

)
ides that, banks should™-line with the financing decision; they have to

commanded.

7y

wn

Restricting one to what is

—

mals tinuous efforts (Mujahadah) to bring that commitment to reality. Some
s dare to make the commitment, but dare not to make the effort to make the

commitment a reality. The other ways is self-accountability (Muhasabah). This should
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be done twice: Firstly, before banks start doing financing decisions, ensuring that it
pleases Allah, that they do it for His sake only, realizing the right way it should be
done. Secondly, after the financing decisions has been done, to check whether they

have achieved what they aimed for, and to check for defects and shoncoml\v

that they still could have done it better in mitigating credit risks. : %
3.7.4 Akhlak (Islamic Ethics) T

Akhlak is an Arabic term referring to the practice of vn‘tw ahty and good
manners in Islamic theology and philosophy. It is most nlyf translated in

English as Islamic behavior, disposition, good conductgnatur® tenfper, $ mqr-als

(—)
\ \JY-
To extent this further, Akhlak is the p i Khu@.ich means

disposition. Disposition is that faculty (@) of the 1 (@) which is the

source of all those actions that ma s pon 351 yﬁ%ﬁout thinking about

or character (of a person).

them. Malakah is a property of th\ whic com lﬂto Q?gtence through exercise
and repetitive practice and is notYlv desfoye \
I
4

Likewise, a pam% p' ala may appear in human beings
because of one of the@ng I §

Natural ical lak?u (Fuéh)
Itis obser@ some people are @)"nt while others are touchy and nervous. Some

are easi rbed and saddened whlle others show greater resistance and resilience.
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2 Habit (4da)

It is formed because of continual repetition of certain acts and leads to the appearance

of a certain disposition.

3. Practice and conscious effort C\:
This means of which if continued long enough will ultimately lead to *Ei for%atlon of

a disposition.

Based on the above explanations, the importance o 5; is hus revealed.

This is because of the reasons mentioned above that eth Is C o be the
L ]
most exalted and valuable of sciences. Moreover, w Jn_@st of

ﬁl actions of

follows that ethics is the noblest of all sci
financing decisions (Khan and Ahmed, 2001; , E

3.7.5 Syura’ (Discussion) 0

Syura’ is one of the bal nda ent f t slam1c political system. It
N
extended to include all the affajs 0 “T& the Islamic state might have
preceded the modern @tm@ t@ard to the necessity of unanimity
N

over choosing the sﬁ?ylls &g'éares for its interests, something which

stresses the va tfe}tl engps L@nmlty among Muslims.

Ao the concerns o 4$mlc political system, Islamic banks likewise

conce r% wra’ as one part of makmg decision in financing activities as well as in

*

process. Syura’, as a principle, is rooted in the Al-Quran itself. In addition,

an has stated that the application of Syura’ as a norm and not as a system. The

distinction is important to note, since the Al-Quran in this manner has left it to
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successive generations of Muslims to continue to strive on the way to a more perfect
realization of the Sywra’ practices in making financing decisions. To extent this
further. verse 159 from Surah Al-Imran stated that:-

S GEANA (e | il I Ble s COR 5720 Gl A (e k) Lash
Sl BT Sl RS G 13 fy\@»”ujajwbg

Sl AN

“It is part of the Mercy of Allah that thou dost deal gently w 1
Wert thou severe or harsh-hearted, they would have brokep aw

rom
about thee: so pass over (their faults), and ask for (Allah's veness
for them; and consult them in affairs (of moment). Then, hou hast

taken a decision put thy trust in Allah. In place ofA] s thgse who
put their trust (in Him).” i

S
Based on the above discussion stated that, in conte? ift whiich t@rm has

been used in the Al-Quran, Syura’ is predicated on z;ene g tho eYOnsultmg in

order to arrive at a decision makm\%lentlo 6@ clear Quranic

interpretation of the Syura’ as prmmpa a decisi l? 'ée.ss among equals has

to be distinguished from the notlo@plcﬁ Syu as ﬁy an optional in credit

evaluation process in lslamlc%apt @rt to mitigate credit risks
(Akkizidis and Khandel\w%, Abba Ai,

3.7.6 Tawakkal (Pu@tt %‘é
\ Yo
Tawakkal % o pfactn gtrus@h Allah Alone as well as to have faith in

that he alo w e hq@\s of this world, provide the blessings and
/3
sustena d to ease the challeg’%@s (Abbas J. Ali, 2014). Besides, Tawakkal is also

aboul a ing the results that he decides regardless of how they may turn out to be.
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To understand the concept of Tawakkal, it is important to consider how tense

and worried that one’s get at times about the challenges of this worldly life. Besides,
Tawakkal should not be mistaken with giving up the efforts thinking that somehow the

challenges will get resolved. Rather striving and working with the attitude t aw

s.w.t will take care of the affairs and will help in getting through the tri l%art as
one’s have the Tawakkal in Allah. &

Abbas J. Ali (2014) have stated that Tawakkal in reality d%;t\y actually
working and striving for provision, for Allah s.w.t the almj thecreed that we

should work and it is from his ways that he gives peo er th 'stri . In fact,

Allah almighty ordered us to both depend on him, ?vork, tq tak hi rT%;QYs'ary
A

steps needed to achieve goals, and so the act of strivinBwor thegsuStepfince fgran act of

o,
h,;i hing
To simplify, in making financing \%s as we

va@fng the clients in
credit applications, Islamic banks shov%so com 7 with other means,
a N
whether they are acts of Ibadah \ or suppli tmn@ah (Prayers), Sadaqah
N\
(voluntary charity) or maintaini?% tiei of kinship, ther material means which
(
Allah has predestined (Abb%ll, 2014) P Q/o
After all of the&x donl: in\ood @ﬁers, of course both Islamic banks

and the clients getcb its ffrgm }iaqédg of Tawakkal, such as it can release
from the unne anxiet , Wgiryl a
o

both of thm e facing. "By beligXng that all their affairs are in Allah’s hands and

S

they ¢ Ndo what is in their conitrol, they leave the results to Allah and accept his
e%

d

physical worship wile trusting and depending % la

2

sulting depression from the challenges that

%

/.3

atever it maybe. Ibn Rajib Al hanbali said, “The fruit of Tawakkal is in
ac nce of Allah’s decree. Whoever leaves his affairs to Allah and then is accepting

of what he is given has truly relied on Allah.”
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To sum up, it is important to understand the concept of Tawakkal and make it a

part of Islamic banks belief systems in making financing decisions. Of course, they
will then learn to appreciate that matters will get resolved without difficulty with the
help of Allah and Tawakkal will also relieve them from the day-to-day concerv

worries supplementary with the challenges of this life in daily banking ac tl

.\

3.8  Empirical Study on Credit Risk Management in the Islamic B %g Approach

Makiyan (2003), in his research on the role of the rat urn on loans in the

Islamic banking system of Iran, found that it is significa e changes

nde

in total deposits, and the time lags of the vanab\es#: of inflatio Thlggh‘.ws
that they are not significantly dependent on the ¢ es theaE d r%éﬁf return
on debts.

Saiful Azhar Rosly and Mohd bu Baka ‘ﬁnowed that the
performance of the Islamic banking in Mal @ a higher return on
assets (ROA). However, it has be own thqt bu e"s ncmg (loan) that offers
Islamic financial products su Mu ba ﬁna,@hg Mudarabah financing,

Musharakah financing, B As alam 1#8ng’ and Ijarah financing, are less

O

concerned with the e l t rLs a they ethical content. In addition, the

(/

Islamic ﬁnancmo 1s oteex ?Ii t otwate them by practicing the Islamic
elements in t% ecigigh agfto u&m terms of business efficiency.
GreuMng ¥nd Igbal 7)§ that profit and loss sharing (PLS) modes of

tmanc1§ reluctant to indulge in the Islamic banking system because of the factor
K

N

‘t

depositors facing risks. It is shown that it is a reflection of the Islamic
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banking system in the case of low level transparency and thus trust is eliminated
between the customers and the banks.

To extend this further, Muhammad Hanif (2014) analyzed the practices of
profit and loss sharing (PLS) modes of financing in the Islamic banking system
study found that the profit and loss sharing (PLS) modes of financing are h@%\ed
for the purpose of financing contracts and deposits. However, this pracﬁ.&limited

(negligible) due to the non-conduciveness of the existing natural egronment of

business practices. Yv

Abdus Samad et al. (2005) studied Islamic banki ﬁnan%ory and
L ]
practice, and found that there is an average level of abah financ g'w% ve
\ g il 55 an,
percent and for Musharakah financing it is only rcentdof to ﬁ@e. The

ased Y:lssociated
ease‘ﬁmportance for
further Islamic banking development a %ﬂ/th in th i @ﬁcial industry.

To extend this further, Iqb ) fognd tHRt Vg Wahah financing is also
higher in credit risk followed bvhar:ikah nci@Mudarabah financing and

oy g
Jjarah modes of finance witionlly ten pgh %t e occurrence of credit risk in

different Islamic ﬂnar&\mltrz@s to @nore limited engagement in PLS
N
hech t )!la@&'ﬁanking system needs to be content.

modes of financing %\Q};[ .
Chong & (20 y
i

stated that lh&cu ent practice of I&'ic banking systems is not too different from

™
con\'enENanking In their study, they used the causality test and the result showed

amic banking system and conventional banking system are interrelated in

/

r ied the Malaysian banking industry and

tern'®f the rate of return.
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Fauziah Hanim Tafri et al. (2011) further conducted a study on the empirical

evidence concerning the risk management tools practiced in Islamic and conventional

banks. and found that there is a significant difference in the strategies in credit risk
mitigation and the other tools identified between the Islamic and conventional bankY‘

systems. Factors, such as the nature of Islamic banking itself, and the lack l%\n
mitigating the occurrence of risk are stated. This suggests that the Isla&nking

system needs adequate tools and systems to manage the critical 4pangyng hazard

areas. Y'

By reviewing the literature, Siddiqui (2008) exami rfqrthancgof the
Islamic banking system in selected banks in Pakistan$tifyin the®is EES’EE
and Islamic financial contracts. Islamic banks have a difgrent ggsk¥prgffile to%}at of

N

the conventional banking system because of thaygrohWiti

[slamic banks are conducted using the pern\%ﬁnanc

long-term project financing in the Islam king syst¢ 711 @an, as evidenced

P N
by the results of the bank balance s@d performghct i@;’tors. In contrast, the

Islamic banking system has showrzd performagch in @management with respect
E

e
to the results of returns on eqt% K e % sets (ROA).

Muhammad Jaf@rfa@vi {2 further studied the performance
N
of two types of bam@tz in?i?!n q@"compared the banks performance by
@

using the CA]\@M} ja ,@et Quality, Earning Ability and Liquidity
'
position) test Sn rd factors analyséss;his showed that the Islamic banking system

peﬁorm% in terms of the capital adequacy and liquidity. The rest — quality and

o\'erest,é&. because

traoka&There is little

carnNgaMity — is found to be better in the conventional banking system.
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Further. to assess the conventional commercial banks and Islamic banks in

Malaysia in terms of financial performance, Thim et al. (2014) used the financial ratio.

Although the Islamic banks slowly peak in the financial performance, it is found that
they have better insights in terms of the utilization of assets, expenditure cont

effective management, and that the customers’ trust and confidence in ls%\anks

are rising.

Furthermore, Nazir et al. (2012) conducted a survey igk management
between conventional and Islamic banking systems in Paijy tag The finding shows
that risk management practices in the dual bank Syste Wstan are

L ]
significantly different. They suggested that the Isla anking sys n' S d be

more proactive in the analysis of credit risk a

op ifn %Wedlt risk

assessment to differentiate it from the conve E al ankﬁ‘g sysgem. S.

Abedifar et al. (2013) viewed t slamic bglKing @tem has a lower

A,
credit risk compared to the conventi nk 1@1 on the results of the
(—,
analysis, which were developw@x Qingpthe K&:s risk and stability by

co es @vas found that the financing
(

selecting a sample of 500 ban m 2
quality of Islamic banks was legh res or£ ) d to the other banking system.

Becka et al. (&\ew@slam@nkmg was different to conventional

banking in terms \us e I’Atl (ﬁer the study controlled for time-variant

"

country-fixe S. T}P hoyedtha amlc banks, which correspond to high asset
' 4
qualm etler in the capltal termedlatlon ratio but were less cost-effective.

1m and Ismal (2013) viewed that the Islamic banking system in
showed that the index for credit risk management was a good criterion. The

study suggested that for the Islamic banking system to become more proactive in the
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banking industry, the authority that formulated the banking regulations should
continue to improve the quality of credit risk management. In addition, the Islamic
banking system should be more aggressive in providing the quality of credit risk
management and be in line with Shariah principles and guidelines, and th\i rove

the aspects in risk management techniques, which have not been assess %Jately.

Abdul Wahab et al. (2014) conducted a study on the capital aNgqUacy and risk
taking behavior in the mixed banking system in Malaysia. Bygsin®he panel data of
the banks from 2006 to 2013, he showed that the Capit 0 ((IAR) and Risk-

Weighted Asset Ratio (RWA) resulted in a positive relati ip.JThe suggested

¢ . N
that for banks to have a sustainable banking busine, ey should a v! ha@capital
‘ b ¥

e owar@ﬂsky assets,
(IB g&lld follow the

growth to pursue relatively riskier financing acti 4 5|

Islamic bank subsidiaries (IBS) and full-fl a
conventional practice. \ Fy
Faridah Najuna Misman (20 %f ndgtft th p@ce of credit risk in the

u
Islamic banking system has af& the il g@% in the industry, as the

findings of the study sho thgthere v&jsﬁt@gniﬁcant relationship between
Ld ? 4
baifk-s ria‘ble@&élated to the credit risk.

the financial structures &
e YSlamj %’dnking system provided more ethical

Khan (2010{ dt
¢

!
transactions th € Jconvgnti &m@ system, as they provided interest free

N3
financing a bited® 'fxg af?gharar (uncertainty) activities. By sustaining
the use slamic prmcnplesa&Oadaptmg the appropriate Islamic terminology, the
IR king system could survive in the competitive market through its full-

edg@ Islamic identity that contrasts with the conventional financial transactions.
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Ebrahimi et al. (2011) used primary sources from A/-Quran and reviewed

some literature in terms of the evaluation of Islamic principles and practices. It can be
concluded that the ethics in evaluation should be looked at from the Islamic point of
view, such as self-evaluation, plurality of evaluation tools, speed in evaluatiovﬂ
consideration of individual differences. It is necessary for organizations t@ the

usage of Islamic evaluation principles. &

Nevertheless, Rashid Ameer et al. (2012) conducted intevi% nd a survey

related to the asymmetric information in the Islamic banking s Malaysia that

n

was related to the profit sharing investment accounts S wVQsawed that
disclosure does not apply to PSIAs. This was becguse stich fliscl u’e'w{ ot

)
mandatory. The reason for the shortcomings in tfé'closu.;e as eca% of the
" experti o By expert

shortage of support and lack of expertise. ThestVu ug e ne@%’r expertise
in the regulation and also that Islamic 4 n%houl

approach. This suggests that the techngues ma&e?h
and enhance the appropriateness of; ic Banki ‘sys&?,

Further, Rudnyckyj (2 nd ail Q‘% of the afterlives of the
development of the lslami%(%g.systlvnjyl‘ala&a in terms of Islamic finance

projects. The dimensi&ﬁude tl\e rang& networks regarding the economy
) ¥ t@]l-ﬂedged Islamic economic practices

the phan3eehial r(&)in the area of interest.

'S
Mas:w.N (201 condu a survey of the Jordanian business firms to
examin p

quiétc the deductive

&

rinciples of Islamic Mhance with the compliance of Islamic banks. It was
fo e banks were in line with the Islamic Law. The Jordanian Islamic Bank
played a sufficient part to share the risk and sought to transfer most of the risk

to the financier party by obtaining adequate guarantees. The study recommended that
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banks pay attention to determining the exact mechanism by which profit and loss
should be determined.

Therefore, to sum up from all the above empirical studies, several issues are
identified for improvement. A few studies were conducted on the credNgriSk
management in the evaluation stage, especially in the Islamic banking a @This
is because the current practices used the same practices as the convention®! banking
approach, since Islamic banks must be more proactive in evalgatinggthe clients in
commercial financing approval because they offer profit nd?!'éharing contracts

and different types of contract, such as Murabahah, M, badh, z’shar kah, Bai’
As-Salam, Bai’ Al-Istisna’ and Ijarah financing contrdis. Furthethor t er%o) still
challenges for different types of banking system. SimWg to th’ empigical @y of the
v
conventional banking approach, there are few gtudicyin q‘e sia@dng system

in relation to the area of study. Thereforex y furt poé«o implement the
Islamic principles in the credit risk l%gemen&¥n épplied in the credit
N
r%e Qi rige maphe

f credit ri ma@e ent after the approval

of the credit application have \id y~di Se‘@he reviewed literature. By
. R N _
using the inductive appr ythe st JoRo he parameters for the credit
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3.9  Chapter Summary

Credit risk is deemed to be the most important type of risk faced by Islamic
banks. It can be mitigated by the ability of a debtor to repay at the time appointed for

repayment and in accordance with the mutual agreement by the counterpazN;ot.
ke

it leads to a loss for the creditor, and, therefore, becomes a risk for thm nlike
the conventional banking system approach, Islamic banks handle t dit risk in
terms of the different modes of Islamic financing due to the uniwpes of Islamic
financing offered. Nevertheless, before giving financing to MS‘customers, the

Islamic banking system should be more proactive in evalMaging t Wplication

g
due to the different types of banking system. % ’ @
L 4
vel

The review of the literature and empirical %dy
1 d\presentation on the

which is connected to the area of study r@n
used to state the empirical findings g orde %
analysis, discussion and conclusior%gtum. Thi 4 ap@lscussed the review of

the literature to determine the crem r' nt p:éices in the Islamic banking

rviedys, which will be

1
o

O
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