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ABSTRACT

Islam has formulated very firm principles of the law of transactiofineincial services
as clearly stipulated in al-Quran and al-Sunnah. Various types of Uqud under tloé law
muamalat are actually contributing a lot to provide entrepreneurs regardieS$1E or
big conglomerate with very flexible modes of financing. However, tsea@ issue of
how to optimize the uniqueness of these uqud for the betterment of udenad, this
paper is intended to provide an overview of the concept of uqud under I&amithe
scope of the discussion nevertheless confines only to the needs oEthenSWalaysia.

As Malaysia has taken an initiative to support the SMEs through the estadisbfrihe
SME Bank in 2005, there will be an analysis on the trend of financing iexcibffered
and granted to its customers.

1.0 INTRODUCTION

Islam is neither simply a religion nor a mere ideologicailownislt is a comprehensive
religion and a practical system of life that covers evamglsi aspect of human lifén
Islam, the development afmmabhis the priority in the economic system and therefore
Islam strongly encourages people to involve in business or to be @&prengur. An
entrepreneur will be dealing with a lot of commercial acesitivhich falls under various
types of contract ouqud. ‘Uqud in Islam is the very essence of each human dealings
and it covers a variety of transactions to meet the financesnef the society either in

equity or debt or any other modes of financing.

As for evolution of Islamic law of contract, it starts wit-Quran which already
prescribes several types of nominate contract as well agincegyéneral contractual
maxims. Thereafter, the traditionsa¥Sunnahsupplement the Quranic groundwork as a
support or additional explanation to its general provision. The Muslirstgum all
Islamic school of law later developed the principles of contracil-Quran there are
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only over forty verses out of 6666 verses on a dozen types of comincerdiact. Apart
from one important verse on performing contract which enjoins betidoeteep faith to
contracts (Al-Quran: @ah al-Maidah,verse 1), three verses with a common theme of
keeping promise (Al-Quran:uBah al-Isra, verse 34) and there are few verses which
reveal a relatively advances stage of commercial contracts,as sale and hire, charges
or personal guarantee as (security) and fiduciary contracts such ag.deposi

The whole idea of having a contract is to satisfy the consent lofgaoties to a contract
and it is the best available means to reflect the intention @uatdingly the consent of
the parties. As the effedl-Quranhas already prescribed on the believers ‘not to devour
your assets among yourselves in vanity, except in trading bycgmsent’ (Al-Quran:
Surah al-Nisa,verse 29). In addition, the Prophet is reported to have said that ‘T

Property of a Muslim is not licit for others to enjoy unless by his consent.

In contract of financial services, the central idea‘wmfud is to reflect the terms,
conditions and intention of the parties. As regard to entrepreneurséip, dre various
types of‘uqud under Islamic law which can be a basis for financing fagdioducts in
Islamic financial institution. Shariah principles offer a wiigersity and very flexible
mode of financing in every field of entrepreneurship either famall and medium

enterprise or a non-small medium enterprise.

Various types ofuqudunder Islamic law provide flexibility for entrepreneurs to cleoos
the best mode of Islamic financing products that appropriate to thueenaf their
business. These types of contracts can be classified as ahidaterbilateral and primary
and secondary modes. This chapter is intended to provide a general overuiepd in
Islamic commercial transactions and its modern application agiqa@ by Islamic
financial institution. It is hoped that the discussion in this chapoeitd be beneficial for
students, the public as well as practitioners to understand baseptohcontracts under

Islamic law in relation with the entrepreneurship.



2.0 ‘UQUD IN ISLAMIC COMMERCIAL TRANSACTION

Contract in Arabic term is called\gd. Plural ofAqdis ‘uqud. Literal meaning oAqdis
to bind or to strengthen. The woldid is also used in Arabic in the sense of confirming
an oath. As such, any covenant, pact, agreement and treaty wileateferred to a&qd

since all of them demonstrate firm resolve for execution.

‘Ugud or contract technically means as an expression of the matchingdrea positive
proposal made by one of the contractors and the acceptance of theouiinactor in a
way which has an impact on the subject of the contract ( Ala’B¢laimofa, 1997) . The
Islamic Civil Law Codification which took place in the”i@entury, namely thMajallah
al-Ahkam al-‘Adliyyahand Murshid al- Hayran ¢he 1891 Egyptian version of the
Ottoman’s Majallah), provides a precise definition to a contract. Migglle defined
contract as little contracting parties obligating themselvés regards a given matter and
binding themselves together with the same as a result of connactioffer with an
acceptance (Trans. by C.Y Tyser n.d. p. 16). A contract is the connection of amitbffer

an acceptance in a lawful manner which marks its effect on the subject of thattwonne

From the above definition, it could be understood that a contract can beasumto be

an engagements and agreement between two persons in a legafiyed, impact, and
binding manner whereby it has the connection of an offer with septawe in a lawful
manner which marks its effect on the subject of that connection and there is ani@xpress
of the matching between a positive proposal made by one the @artigbe acceptance

of the other party in a way which has an impact on the subject matter of thetcontra

A contract in Islamic approach implies beyond religious impbcatand totally different
from conventional economist point of view. Islam emphasizes on éngyclfairness of
the transaction including the prohibition of interest, the eliminatiamoértainty and the
promotion of risk. In Islam all economic dealings or contract meant to promote
economically just, socially fair, and ethically correct degdiraccording to Islamic
principles, foster the solidarity and cohesion of the Muslimmahand bring about

cooperation in all walks of life.



In modern time, the application of various contrastsler Islamic lawthat has been
currently practiced is slightly different from what has beenctpmed by previous
generations as discussed by traditiofumlaha’. Modern Islamic financial instruments
which provide financing facility for entrepreneur may fall undey category ofuqud in
project financing, trade financing and any other facility. Heras, important for us to
know the current application afiqud in financial services and its relationship with the

entrepreneurship in Islam.

3.0 ENTREPRENEURSHIP IN ISLAM

Entrepreneur can be defined as a person who starts or orgac@asn&rcial enterprise
or person who works under contract as an intermediary in the busiressdifg to

Graham Beaver (2002), the entrepreneurial characteristics kasidentified include
innovation, with the entrepreneur being recognize as the agent fggeshthe willingness
to take risks and the ability to make confident and judgmental desisin short, the
entrepreneur is a person who involve in business activity by seffing company or
enterprise in a certain commercial area such as manufactsengces sector, food

industries and construction sector.

In Islamic entrepreneurship, the entrepreneur must posses artifféandard of qualities
with other types of entrepreneur. Muslim entrepreneur must @rs$tave faith in the
oneness of Allah, that there is nothing worthy of worship excephAlte Creator and
Sustainer of the universe (See Muhamad Nejatullah Sitil@p: 1-20). This tawheedic

approach is the ultimate concept of entrepreneur in Islam.

Muslim entrepreneur must also believe that any asset fronbukmess is a God’'s
ultimate ownership (Wahbah al-Zuhailliyy, 1989here is no disagreement among the
Muslims scholars in the belief that ownership of property beldog&od as it is
explicitly stated insurah al-bagarahverse 255 where Allah says:Ufito Allah
(belongeth) whatsoever is in heavens and whatsoever is iff.earth



The concept of entrepreneurship in Islam also bases on co-operatiengsiggnand
benevolence. That is why Islam really encouragegid al-tabarruat or unilateral
contract such as loaml{Qard) in order to promote cooperation and inculcate sense of
brotherhood amongst Muslims. At the same time Islam extrepmehyibited monopoly,
exploitation, fraud or usurious transactions. In other word, every emgpreshould
always preserve the good deeds and avoiding the evil such as beirs, f@neand

accurate in every transaction.

All the above principles are expected not only to have signifiogpéict on the business
ethics of Muslim entrepreneur, but also to be a habit and custgmnaciice of each
person that involve in commercial activities. It is strongly urgeat every Muslim
entrepreneur to observe all the above principles in doing business inmmemote a

good governance of Islamic entrepreneurship.

4.0 ‘UQUD IN FINANCIAL SERVICES FOR ENTERPRENEURSHIP

Many entrepreneurs need support infrastructures and financialiéacih commencing
their business venture. In this modern time, it is undeniably to Isatyat lot of
entrepreneurs adhere much on the existing financial instrumentedfby Islamic
financial institution. These financial instruments may fall ungamous categories of

‘uqud which is dependent on the nature of business of the respective entrepreneur.

Conceptually, contracts classified under the Islamic law of transa@iobe divided into
unilateral contract and bilateral contract. The former coraprid transactions which are
gratuitous in nature such Ejatat(waiver),ibra’ (rebate), mugasah (off-set of the debt),
will (wasiyyat), endownmenfupd) and loan (al-Qard).The latter refers to a contract
which require consent of both parties suchuagid Tamlikat(contract of ownership) or
‘uqud al-Mua’'wadhat (exchange), ‘uqud Isytirakcontract of partnershipkither
mudharabah (passive partnership) or musyarakah (active partnership), ‘uqud Tawsiqgat
(contract of security) eitheKafalah (suretyship) or Rahnu (pledge), ‘uqud Itlagat

(contract pertaining to do a work) eithevakalah (agency), or hiwalah (debt transfer),



‘uqud Taqyiydat (contract of restrictionand ‘uqud Hifz(contract of safe custodyr
wadiah (safekeepindAbdul Nasir Musa Abu AlBasl. 1999)

As regard to theuqud in financial services for entrepreneurship, mostly it involves only
a few types of ‘uqud nameigytirak and al-muawadhafThese modes of financing can
be further categorized as the primary modes and the secondary (Qjdgsa, M.
Umer.1985). The primary modes refernmdharabah musyarakahand shares of joint
stock companies (combination of musharakah ameiharabahterm of financing.
Secondly, it refers to the secondary modes suchusiabahah(cost plus service charge),
jjarah (leasing), ijarah summa al-bay igarah wa igtina (hire purchase), hiwalah (debt
transfer),salam(forward delivery contract), andtithna’ (contractual production). Both
of these modes are able to provide financial needs to the commupdtyiadly to the

entrepreneur.

The primary modes ahudharabah, musyarakamnd shares of joint stock companies are
classified underdqudlsytirak. This is the most encourages mode of financing in Islam as
it provides greater reliance on equity and profit loss sharinge, Hee profit or return is
not being determined upfront and it depends much on the effort, busiskesand

viability and also to the ultimate outcome of the venture.

The secondary modes of financing refer to a contract of excluuaddlua’'wadhatsuch
asmurabahahijarah, ijarah wa igting salam andistithna’ and its supporting contract
such ashiwalah and wakalah. Hiwalahand wakalah are considered as a supporting
contract because they exist side by side with another canfir@cexamplehiwalah is
originated from contract of exchange whereby transfer of fleist one to another can
not be done unless there is already a selling transaction whietesrdebt. The
secondary modes are less preferable by some Islamic ecorsamistas Nejatullah
Siddiqgi (Siddigi. 1985) and M. Umer Chapra (Chapra. 1985. p. 165) due t@tisee
which are keen to be similar with the existing conventional fimgnaastruments that
based on interest bearing. However, such argument on the Idbamking model of

profit and loss sharing is contended to be built upon independent perception of the



economic justice and in fact a few of Islamic economist have@emeaferences to the
sources of Islamic law in support of their theory (Abd. Halim Ismail. 2002. p. 2).

Regardless of differences of opinion on the exact model of Islaamking, the deferred
contract of exchange is undeniably permissible by majority ofiMyarists subject that
they fulfilled all the conditions and pillars &iqud as derived fromal-Quran and al-
sunnah Majority of contemporary shariah scholars have have recommehde it is
perfectly legitimate and suitable for Islamic financialtitogions to apply the deferred
contracts of exchange in their operations for their uses of furtdsse modes mostly
concern on the trading or selling and buying transaction through differede of

payment either cash sale, lump sum, deferred payment, deferred delivendseie. a

5.0 THE SME BANK IN MALAYSIA

The SME Bank (hereinafter referred to as the SME Bank) a whalhed subsidiary of
Bank Pembangunan Malaysia Berhad started its new function on O&0B805 as a
development financial institution to nurture and meet the needs of andlmedium
enterprises The SME Bank offers both conventional and Islamic banlodgqts. The
SME Bank has identified 500 small and medium scale enterprisesfot4000 its

existing customers that require assistance, a week aft8&ME Bank advisory centre

started operations (www.smebank.comymy
(@) Classification of the SME
To enable better performance monitoring of the SMEs, it has bessif#dd into 3

distinctive groups.
Table 1:

Sector Class Annual or Projected Turnover

Manufacturing | Small RM250000 - RM10 million or between 5-50 full-time
employees.

Medium | More than RM10 million - RM25 million or between 5/1-
150 full-time employees.




Micro Less than RM250000 or less than 5 full-time employees.

Services Small RM200000 - RM1million or between 5-19 full-time

employees.
Medium | More than RM1million - RM5 million or between 20-50
full-time employees.
Micro Less than RM200000, or less than 5 full-time employees.

(b)

The SMEs’ Sector

There are schemes to promote entrepreneurship across priority rewth g
sectors. The programs include funds for university graduates to become
entrepreneurs in specific sectors, scheme, funds for entreprefoeussnall
businesses in the rural areas and funds for a program to dewnélepreneurship

in the national batik and the handicraft industry. The sectors inweleeas
follows:-

0] Vendor Entrepreneurial Programme.

Scheme to develop Malay and native entrepreneurs to become vendertain
industries by matching them with an anchor company.

(i)  Special Scheme for Rural Economic Development.

Scheme in rural areas to encourage entrepreneurship in which tBeB&hk
collaborates with the Ministry of Rural Regional Development.

(i)  Batik and Craft Entrepreneurs Programme.

Financing programme in batik (Malay arts on cloth) and batik related industries
well as related handicraft industries.

(iv)  Film Maker and Drama Financing Scheme.

Scheme for film with financing collaboration with the Ministry of CulturetsAr
and Heritage.

V) Graduate Entrepreneurs Scheme.
Scheme with Ministry of Entrepreneurs and Cooperative Developrient
an alternative career

(vi)  Factory Complex of the SME Bank.



This is an integrated entrepreneurship scheme that provides figaadilities,
factory space rental, and entrepreneurship training as well as servicaatieip

and financial.

(c) The Distribution of Financing Facilities

Table 1: Income from Islamic Banking Business

Type of Financing Group RM’000 Bank
2005 2004 2005 2004
Al-Bai Bithaman Ajil| 4,415 4,297 2,853 726
Al-ljarah 292 - 292 -
Bai Al-Murabahah | 25 - 25 -
Bai Al-Dayn 87 - 87 -
Bai Istithna 106 - 106 -
ljarah Thumma Al- | 1508 - 1508 -
Bai
Murabahah Dayn 427 - 427 -
Mali 705 - 705 -
Maluk 2 - 2 -
ljariah 60 - 60 -
Total 7627 4297 6065 726

5.1 Optimising Uqud in Financial Services Offered By the SME Bank

Table 1 above shows the performance of the SME Bank in term afcibsne from
Islamic financing. In 2004, income from the SME Bank amounted to RM728060
from the group it achieved at RM4297000. The income increased to RM6065008 for t
former and RM7627000 for the latter in 2005. Annual report of the SME Batdsghat
net profit for the year 2005 amounted to RM169214000. Income from Islaraitcing
only generates a small portion of profit to the SME Bank in comparigbrother modes

of financing.



Al-Bai Bithaman Ajilrepresents the highest per centum ie 57.8 per cent from group and
47 per cent from the SME Bank of the total income of financing Bb2€or Islamic
financing based on the conceptlairah Thumma Al-Bacontributes 19.7 percen¥jali

9.2 per centMurabahah Dayrb.6 per centljarah 3.8 per cent,Bai Istithnal.3 per cent

Bai Al-Dayn1.1 per centljariah 0.7 per centljariah 0.3 per cenand Maluk 0.02 per

cent.

Based on the above statistic on income from Islamic financiegnay conclude that in
2004 and 2005, debt financing plays a dominant role in providing financingiésct
the SMEs constituting 100 percemiudharabahand Musharakahtypes of financing
remain less popular whereby there are no financing facilitested to any SMEs under
these conceptsPresumably, the reason of less preferable of Islamic eqoigding is
due to the aspect of its risk management. Equity financing disgus&ME Bank with
actual risk. In fact, if we refer to the SME Bank’s Non Perfagrioans (NPL) or Non
Performing Financing (NPF) level in 2006 it is about 30 per centansdidered as one
of the highest amongst other banks in Malaysia. The SME Bank ismtve midst of
reducing its NPL or NPF and the aim for 2007 is to achieve to 20guerby year end
(New Straits Times: 19December 2006).

By analyzing the distribution of financing facilities granted and offeféadeoSME Bank,

it should change its trend and be prudent to offer more Islamic fimgapeoducts based
on the concept omudharabahand musyarakahThis is the most encouraging mode of
financing in Islam as it provides greater reliance on equity @madit loss sharing
(Siddigi. 1985). Even if we choose an adverse view of Siddigi as advocaw&ddol
Halim Ismail, it is submitted that there must be a balancetypes of financing
distribution of the SME Banks to the entrepreneurs. The SME Bank motustimply

ignore the equity financing in granting any financial facilities.

2 The Central Bank of Malaysia. (200#nnual ReportKuala Lumpur: BNMMudharabah and
mushakaraHinancing concepts only represent 0.3%urabahah7%, Istithna1.2%,ljarah 24%,Bai al-
Bithamin Ajil49.9% and other Islamic concepts 17.4%.
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Amongst the advantage of the equity financing is that the profietarn is not being
determined upfront as in the case of debt financing and it depends muicé effott,
business risk and viability and also to the ultimate outcome of thieiree In addition,
these modes are treated as fiduciary contrasggid al-amanalhwhereby all partners in
the business must act bona fide for the benefit of the partnergepf®uran 5:1 and
8:27). Any element of cheating and unfair treatment of sharing dit pgoextremely
prohibited. In these modes also all forms of business organizatiobevidhared and it

depends on their financial resources, entrepreneurship, skills and goodwill.

In promoting these types of financing to the optimum, the SME Bardt give greater
emphasis on risk management and corporate governance. Any equityngharaducts
must be capable of meeting the SMES’ needs and requirements @ecdralsly with the
spirit of Islamic principles ie promoting risk and prohibiting unaiettty and interest. It is
strongly believed that potential of generating huge profit intgduiancing is extremely
high for the SME Bank.

6.0 CONCLUSION

Islam has formulated very firm principles of the law of contiacfinancial services.
Islam is actually offering a very flexible mode of financimg every field of

entrepreneurship either for SME or to big conglomerate. In aalat the contract in
financial services and entrepreneurship, Islamic law emphasiziee clarity, fairness of
the transaction including the prohibition of interest, the eliminatiamoértainty and the

promotion of risk.

Malaysia has taken an initiative to support the SMEs through thblisement of the
SME Bank, a wholly owned subsidiary of Bank Pembangunan Malaysia®Bieri2805.
The SME Bank aspires to provide financial sources to any SMEs toréwand meet
their needs and capital assistance. In 2005, the SME Bank genan@afieat the amount
of RM169214000.
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In entrepreneurship, most of the Islamic mode of financing availafdes to the primary
modes and the secondary modes of financing. The annual report of the @WEHwWs
that in term of its income from Islamic banking business, debihding represents 100
per cent and equity financing contributes nothing. It is suggestedhthé8ME Bank
should balance its trend from granting to the SMEs types of d&otcing facilities
which are based on the deferred contracts of exchange to the fagpriiging products
which are based on the conceptnafidharabahand musyarakahlt is strongly believed
thatthese modes may also generate high profit to the SME Bank. |[ntHHase modes
promote the spirit of Islamic economy whereby they provide greaance the
determination of profit which is depending on the effort, risk, and &gpeand business
viability. In developing the ummah, the SMEs sector will be veugh important to the
Muslims economy. Therefore, the SME Bank as a corporate body, Mestrepreneurs
in Malaysia as well as Muslims of other countries shall agwvalcooperative framework
to promote Islamic entrepreneurship, through utilizing the egstslamic mode of

financing under variousiqud especially the equity modes of financing.
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