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Abstract

The purpose of this paper is to examine the mean@aigire and measurement of Shariah
risk faced by Islamic banks. BBA contract and ibs€uimentations is analyzed in the light
of legal environment in Malaysia and measuremerglariah risk based on constructed
or hypothetical cases. Shariah risk will adversaffect bank’s earnings when BBA
contracts are deemed invalid in the court of lativeziin a foreclosure or ruling via court
declaration. Islamic banking should be able to aigefindings to estimate potential loss
of Shariah risk and make the necessary provisidns paper provides new insights of
risks faced by credit intensive Islamic banks wiliben relinquishing critical requirement
of Islamic contract such as ownership risk willfeufoss from Shariah risk.
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1.0 Introduction

The Islamic banking business seeks to generatétpumit of revenues collected from
financing activities and cost incurred in mobiligieposits. When an Islamic bank
provides a financing facility, sagl-bai-bithaman ajil (BBAhome financing facility to
its customer, it has taken a position such thabswge to risk or potential loss will turn
into real losses when the customer actually defdudin his debt obligation. In this way,
an Islamic bank’s shareholders face many risks. imiagor risk is credit risk whose
unexpected losses can erode bank’s capital. Mai$detis critical when dealing with
volatilities in the cost of funds as it may ero@erengs. The 2008 subprime crises in the
United States which severely paralyzed giants Lehrvorgan Stanley and American
International Group (AIG) saw increasing attentitm operational risks (Caprio &
Honohan 2010).
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Highly exposed Islamic banking portfolio to credit financing instruments
such as BBA is not spared from losses due to default. Other unique risks
faced by Islamic banks that can severely reduce its earning are risk of return
risk (RoR) and displaced commercial risk (DCR). Taemer is potential loss arising
from loss of deposits to conventional banks whee @&f Islamic deposits are less
competitive than interest rates on conventionalodip. The latter is the potential loss
when the bank uses it own reserves to smoothes catdslamic deposits. Recently, a
new type of risk called Shariah risk, surfaces iatbual drama in both the legal and
banking fraternity as it challenged the legalityBBA financing. It calls for immediate
remedies to save Islamic banking from serious egprtal risk as well as severe
financial loss.

This paper examines two critical issues in Islarisk management, namely the nature of
Shariah risk in BBA financing and its measuremdtitst it examines the nature of
Shariah risk within the credit environment of Isiarmodes of financing in Malaysia. It
gives a comparative look at the Shariah or juriatid civil requirement of BBA contract
and its documentation and traces the gap thatrggget Shariah risk when an Islamic
bank seeks a court order to foreclose property dvinyedefaulters. Secondly, this study
attempts to measure Shariah risk by looking atdbe incurred by Islamic banks when a
BBA contract is ruled invalid in court during theréclosure proceeding. The size of loss
depends on the timing of default, that is whethéook place in the early or later part of
the financing period.

2.0 Shariah Risk

The Islamic Financial Service Board (IFSB) defiiggariah risk as one arising when an
Islamic financial institution (IFI) offering Islaraifinancial services fails to comply with
Shariah rules and principles determined by ShaBahkrd of the IFI or the relevant
bodies in the jurisdiction in which the IFI opematdt asserts that IFIs should ensure that
their contract documentation complies with Sharales and principles with regards to
the formation, termination and elements possibigating contract performance such as
fraud, misrepresentation, duress or any othergightl obligations (IFSB 2005).

When an Islamic financing facility is ruled invalid the court of law due to say, fraud
and misrepresentation, Shariah risk can then bmetkfas the potential loss to the
Islamic bank arising from the nullification of coatts with adverse impact on bank’s
earnings. In general, Shariah risk originates fayadit risk. It is triggered by default on
BBA debt obligations leading to court hearing foredclosure wherein the plaintiff and
defendant will put their cases before the judges €bst of the lawsuit may include the
compensations and damages paid to customers, irggupnofit collected from the
Islamic BBA facilities to the customers, cost ofidoproceedings and reputation risk.

To further understand the nature of Shariah riglg aspects of financial transaction
involving Islamic banking business are first exaaainnamely:

a) The concept of the transaction: This concerns veretine contract is based on
sale pay’), ijjarah, wakalah, musharakahnd other common contracts in Islamic



banking, where the pillars of contractaqd) are central in determining the
validity of contracts.

b) The legal documentation of the transaction: Thillsp out the rights,
responsibilities and obligations of the contractpagties. In conventional loans,
these include the loan agreement itself, the preonysnote, loan payment term,
demand by lender, method of payment and defaultditdhal provisions
regarding default include cure for default, penédtylate payment, acceleration,
integration, severability etc. In essence, it medi the legal relations between the
bank and the customer. Usually the documentatidwased on civil law but at the
options of the parties concerned.

To illustrate the difference between the two abde®s examine the following example.
When a customer filed a lawsuit against the banknfan-Shariah compliance, he is
making a claim for receiving damages from the bamikerein his rights in the contract
may have been breached by the bank or the bankaditulfill its obligation as a selling
party. In the case of BBA, the customer may file damages due to failure to deliver.
The judge will study the case based on the agreemade between the two parties. The
agreement took shape in the formlegal documentatiolof the contract as drawn up by
the bank’s solicitor instead of the general chamaci the‘aqd. This is because the
former provides detailed rights and obligationgref two parties, which entails the core
component of a contra¢aqd), while the latter outlines the priqdes of the transactions.

Shariah risk can emerge many ways such as:

a. Foreclosure case against the customer: The baimg fihwsuit against a
customer who has defaulted on hisurabah@BBA obligation. But the
judgement may turned in favour of the defendantqiistomer) such as in the
case of Arab-Malaysia Finance v Taman Jaya wherdtldge Dato’ Wahab
Patail ruled the contracted BBA asnan bona fidesale as it (ie BBA)
constitutes a financing facility with a charge agnent rather than a sale. As
the contract is void, the customer should only gilvack the principle amount
advanced to him by the bank. This also means bebank must return the
profit it has acquired from the customer, if tgpalyments at default exceeded
the original amount. This shall be discussed inem®tail in Section 10.

b. Customer seeking a court declaration that BBA vslia:

This action may take place when the customer imdadifficulties to fulfill
his BBA obligations as the housing developer hasdbned the project. The
customer is paying both rental on the house hislyamcurrently staying and
the BBA monthly payments which is too hard to camyt. According to
BBA contract, the bank who acts as the sellingypartist made delivery of
the subject matter upon completion. But the sdléark has failed to deliver
the property although the customer has made pagnieged on the agreed
contract. Another case concerns incorrect use mfact. For example, a BBA
contract is only suitable for completed property many Islamic banks have



been using BBA instead ddtisna’ for housing under construction. There is a
Shariah compliance issue here at stake. In eiths®,dhe customer will file a
lawsuit against the Islamic bank for not fulfillinig obligation. A lawsuit is a
civil action brought before a couirt which a party (plaintiff has claimed to
have received damagé¢®e. BBA payments without delivery, rental paid on
current premise), the plaintjfffseeks a_legabr equitable remedyThe
defendantsare required to respond to the complaint of theangiff. If the
plaintiff is successful, judgmemtill be given in the plaintiff's favor, and a
range of_court ordermay be issued to enforce_a rightvard_damagesor
impose an_injunctionto prevent an act or compel an act. A declaratory
judgmentmay be issued to prevent future legal disputes

In both cases as the above, equitable remedy ifiothe of compensations will
erode bank earnings when hefty provisions are pigieaas specified by banking
supervisors.

3.0 Gharar, Ghorm and Shariah Risk

Risk is potential loss arising from an events sashdeath, accident and in
finance, default on loan obligation. When the akcteeent takes place, the
potential loss or risk is actualized into real loBgal loss is not risk. Risk or
ghorm is the one outcome of having an exposure in basinBut risk can
translates into actual gain too. Hence risk shawdd be viewed as inherently
undesirable as most people think it is. The tgharar although referring to risk
and uncertainties only applies to risk and unceties in business contracts rather
than the outcome of the business. Hence, the ksssishould avoidyharar
concerning price of the subject matter or the dttersstics contracting parties
and embraceghormor risk-taking as a natural path of doing business

In the banking business, the shareholders arengstkieir capital when loan are
extended to customers, thus evidencgigorm and notgharar. The same is

applied to Islamic banking but loans are now regdiaby credit financing with

underlying asset. For this reason, the risks fdmetslamic banks are peculiar in
nature as they have to deal with on-balance asss¢rship. Efforts to avoid real
asset ownership will lead to risk of Shariah nompbance. This is the starting
point of our investigation of Shariah risk in Isl@nbanking.

4.0 Risk-Behaviour of Islamic Banks

Islamic banks are required by the regulatory auiytw allocate part of its capital
to support each of the facilities extended to ausis. The computation of the
economic capital is based on the estimated maxitoss on the facility. Risk-
weights are inserted into the computation to actotithank’s risk appetite. The
risk-weights are defined by the probability of ddtaPD), exposure of default
(EAGD), loss given default (LGD) and maturity oktportfolio. Also, in giving



away funds, the bank must also estimate the righssgtl return on capital
(RAROC) to ensure that estimation of returns mesttiven by the product risk
appetite (Bessis 2010)

Islamic banks that have applied BBA in most of thHaisiness operations are
known to have utilized legal devicdsléh) to avoid potential losses arising from
owning say, property before making the actual BBfesWhen customers failed
to confirm the purchase, banks will sell off thegerty at a forced sale value
where the loss, if any, will be absorbed by barddpital. This is business risk.
To make the matter worse, bank’s holding of BBAaasasset for sale will call for
higher risk-weights which mean more stress on abpFor these two main
reasons, many Islamic banks have avoided ownergkp in conducting BBA.
But by avoiding ownership risk in BBA to free it&lom business riskghorm),

it has instead invite uncertaintiegh@rar) in the contractual agreement in so far
as ownership of asset is concerned. This in tiggers Shariah risk.

6.0 The major elements of Shariah risk in Islangokng and finance.

This section examinggharar in greater detail as it intends to investigate tivee

the act of avoiding ownership risk in BBA is a puatlof human manipulation or
an act of nature. If one looks at the risk in cacis from the point of Islamic
commercial law we can identify a few major compdeesuch as ambiguities
(gharar), deception tagrir), inequality and duress. These elements must be
avoided and excluded from any financial transactionorder to ensure the
validity of the contract.

It should be understood thgharar (uncertainty andtaghrir (deception) in the
financial transaction may render the contract &edfacility provided by the bank
totally null and void. Therefore the facility of BBshould be designed and
structured in such a way does not provoke any piatenolation of Shariahrules
and principles, or lead to potentgtharar or taghrir, the bank should clearly spell
out the terms and conditions of the facility andwk to the customer clearly the
flow of the BBA and its legal steps, sequence, iappbns and implications to
avoid any potential elements glharar in the contract otaghrir in the procedure
of the facility. The Islamic bank and the legal mdv of the bank and the
customer (the S&P lawyer) play a crucial role iroypding a sound legal
framework and smooth process for the banking tsadf BBA which should be
consistent with thé&hariahrules. TheShariahcompliance procedure should be
always honored in the clauses of the contract aggee throughout the various
sets of legal documentation, steps as advisedebiahk.

It is within the bank responsibility to moderates tfharar that may exist in the
contract by distinguishing between the excessiv@ahgharar kathif) and the
minor gharar gharar yasir) The first type ofgharar is unanimously prohibited
and not accepted itshariah which render the financial transaction invalid,
whereas the second typgh@rar yasil), is unanimously allowed b$hariahsuch
as buying a house whereby its foundation is notskneven though it is part of



the asset sold, the jurists are in agreement liinorgharar is tolerable and
permitted? The mentioned moderation afharar should be applied in the
procedure of the transaction and legal documemadi® well; otherwise the
facility may have &hariahnon compliance risk element.

According theMaliki and HanbaliSchool of Figh and other Muslim jurists are
with the opinion that the minogharar in sale is permitted and accepted in
Shariah and it does not affect the business transactitms, legal Shariah
approach will facilitate the business transactiohs,wisdom behind allowing the
minor uncertainty in business transactions is tffecdlty to achieve zeragharar

in business operations especially within today demfransactions, however the
major uncertainty is not accepted, and it is dyritirbidden in all kind of trade
and business activities, it is considered as oriteeomajor components of risk.

The parties concerns that have the responsibdityesign the banking facility of
BBA should not take advantage of the mirmgirarar and exceed th&hariah
requirement on that. Precaution is always appregiah Shariah compliance
procedure, the structuring of the BBA agreementukhbe based oMagasid al
Shariah which represent a sound guideline to ensure praesign of legal
documentation and monitoring gharar andtaghrir.

In addition to thatgharar andtaghrir should not be associated with the terms,
conditions, wording and clauses of the legal docuat®n in the BBA facility,
the facility should demonstrate justice and faisnes financial transaction,
without having a tendency to secure 100% safethendeal by avoiding the risk
100% and put the burden of the risk and its legagjuences and financial
implications on the shoulder of the customer withewalid reason. The principle
of sharing the risk based on the proportion raficesponsibility is needed to
ensure realization dflagasid al Sharialand the spirit of brotherhood in Islam.
The pricing mechanism is another area that shoaldddressed to reflect the
Shariah legitimacy of bank’s earnings as the psiceuld be reasonable. While
the bank must not take advantage of the custorfiegacial position, the pricing
formula should be based its commercial viabilitywaell as moral value.

The element oftagrir may take place when knowledge is lacking among
consumers. For example, a bank customer may hellplisign the legal
documentation paper without understanding$hariahand legal implication of
his action. Theaaghrir is also associated with security documents whrehpart
and parcel of the legal documentation of the fgciirovided by the bank, the
consumer may or may not be aware of 8tariahand legal consequences and
implication of his actions, such as putting theeésshat he purchase as charge to
the bank. To monitor and control the degreéaghrir, the bank should make full

4 See: Ali Al Kafif, Ahkam Al Muamalat Al Shariah, p. 356.



disclosure of information of the transactions. TiBiso ensure justice and fairness
in the contract agreement.

Parameter ofgharar which invalidate the financial transaction

There are some elements that should be considetbdrwise the financial
transaction may render in valid. The areglodrar is as follows:

» Theghararshould be in exchange contract
* Thegharar should be excessive
» Theghararshould be related to the subject matter

« There is no need to engage in such financial tiise

The above elements should be observed by the IfRkitbanking facilities provided,
otherwise the facility may render null and void &ese of the un-tolerategharar. In
the case of the BBA facility the potential of ghacan be observed in the following
area:

* Gharar rising from the sale of goods that do ndoripto the selling party. The
transaction is concluded before securing the ovimiyersf the asset during the
session of the contract.

» Gharar rising from selling what is not in one’s gpession. To avoid this gharar
the bank must has possession first, and take itialsihd responsibility before
concluding the financial transaction, the possessian be physically or
constructively.

» Potential of gharar in BBA in the combination oht@ct whereby two contracts
are combined together in one master agreemenityacdmely murabahahand
al-bay’ al-"inah, this combination may rise Shariah non compliansie in the
transaction.

As it is known in Shariah, ambiguitiegh@arar) and deceptiontdgrir) in the
financial transaction may render the financial cactt and the facility provided by
the bank totally null and void. Therefore the fagibf the BBA should be designed
and structured in such a way does not provoke atgnpal violation of Shariah
rules and principles, the bank should clearly spetlthe terms and conditions of the
facility and shows to the customer the flow of BRBA and its legal steps, sequence
and applications to avoid any potential elementsgloarar in the contract or

® AAOIFI Shariah standards, no. 31. (Arabic version).



deception in the procedure. The Islamic bank aedliégal advisor of the bank and
the customer (the S&P lawyer) play an importané nol providing a sound legal
framework and smooth process for the banking fgodf BBA which is consistent

with the Shariah law. The Shariah compliance shdadonored in the clauses of
the contract agreement throughout the variousddisgal documentation provided
by the bank.

The bank should be able to moderate ginmarar by distinguishing between the
excessivegharar (ghara kathi) and the minogharar. The first type ofgharar is
unanimously prohibited and not acceptedShariah which render the financial
transaction invalid. The second type known as migloarar (gharar yasip, is
unanimously allowed byhariahsuch as buying a house whereby its foundation is
not known even though it is part of the asset stbld,jurists are in agreement that
this minorgharar is tolerable and permitteiThe mentioned moderation of gharar
should be applied in the legal documentation.

According theMaliki and HanbaliSchool of law and other Muslim jurists are with
the opinion that the minagharar in sale is permitted and acceptedsimariah and it
does not affect the business transaction, thid Blgariahapproach will facilitate the
business transaction. The wisdom behind allowimgntiinor uncertainty in business
transaction is the difficulty to achieve zegbarar in business operations especially
within today complex transactions, however the majacertainty is not accepted,
and it is strictly forbidden in all kind of trad@c business activities, it is considered
as one of the major components of risk.

However the parties concerns that have the tadkesagn the facility of BBA should
not take advantage of the minor gharar and exdee&hariah requirement on that.
Precaution is always appreciated in Shariah comgdiaprocedure, the parties
concerns of structuring the BBA agreement shoufdrréo Maqgasid al Shariah
which represent a very good guideline to ensurepgrodesign of legal
documentation.

The ambiguity,gharar and deception should not be associated with thaster
conditions, wording and clauses of the legal docuate®n in the BBA facility, in
addition to that the facility should demonstratetite and fairness in financial
transaction, without having a tendency to secuf®d8afety in the deal by avoiding
the risk 100% and put the burden of the risk asdegal sequences and financial
implications on the shoulder of the customer withewalid reason. The principle of
sharing the risk base on the proportion ratio apomsibility is needed to ensure
realization ofmaqasid al Sharialand the spirit of brotherhood in Islam. The prigin
a is another area that should be addressed astavediflect the eligibility and
permissibility of the income of the bank, it shoddd reasonable, free from taking
advantage of the financial position of the custgntiee pricing formula should be
based on moral value and business consideration

6 See: Ali Al Kafif, Ahkam Al Muamalat Al Shariah, p. 356.



5.0 Rules of Bai’ Bithaman Ajil (BBA)

Once the meanings gfharar andtagrir are established, it is important to examine
the rulings of BBA in the light of risks faced bgldmic banks with high BBA
exposures. BBA is a sale in which the parties atiraethe payment of price shall be
deferred on installment basis. The due time of payntan be fixed either with
reference to a particular date, or by specifyingeaod, like three months, but it
cannot be fixed with reference to a future eventdkact date of which is unknown
or is uncertain. If the time of payment is unknoarmuncertain, the sale is void. If a
particular period is fixed for payment, like one mttg it will be deemed to
commence from the time of delivery, unless theigattave agreed otherwise.

The deferred price can be more than the cash fmtet must be fixed at the time of
sale. Once the price is fixed, it cannot be reducezhse of early settlement, nor can
it be raised in case of late payment and defamlortler to ensure that the buyer ie
the customer pays the installments promptly, treauer may be asked to make a
promise (a’ad) that in case of default, he will donate some #@ecamount of the
payments to charities. In this case when the siléne Islamic bank, receives such
payments from the buyer, the payments will notreated as earnings. Instead, the
bank who acts on behalf of the customer gives atliaymoney to charities. The
BBA system also stipulated that when a buyer falpay up on its due date, the
remaining installment will become due immediately.

In order to secure the payment of price, the sellay ask the buyer to furnish a
security whether in the form of a mortgage or ia fbrm of a lien or a charge on any
of his existing assets. In the case of default,siiker can seek a court order to sell
the property in order to recover the money usquutchase it.

6.0 Legal documentation of Al-Bai-Bithaman Ajil (BBA) Financing

Based on the above rules of BBA, an illustratiogiigen in the following. Hamid is
keen to purchase a $200,000 apartment in Kuala bgnwhich he has seen in
person. He will meet the developer/vendor and si@ale and Purchase agreement
(S&P) after placing a 10% down payment, i.e. $20,06 conventional practice,
Hamid will look for a bank that can lend him them@ning sum of $180,000.
Assume that Fastbank approves the loan and disbharsaim of $180,000 to the
developer on behalf of Hamid. Thus, Hamid getsam lfom Fastbank and settled
the remaining balance with the developer on cagisb&lamid will pledge the
property as collateral via the charge agreementhen$180,000 loan. Assuming
interest rate at 4% flat over 20 years, Hamid wély the bank $144,000 more in
interest. His monthly installment = ($180,000 + $,000) / 240 = $1350.

To sum up, conventional financing consists of tiwing contracts, namely:

1. Contract of loan between the Fastbank and Hamid.



2. Deeds of Assignment/Charge.

The same procedure applies for Islamic banks. B transaction becomes
complicated when Fastbank is not involved in tHe sad purchase agreement (S &
P) with Hamid. Instead similar to conventional agament, Hamid purchases the
property from the developer. He puts up RM20,08@awvn payment to secure the
Sales and Purchase (S&P) agreement on his favodnid manner, Hamid becomes
the beneficiary owner of the property.

But how could Fastbank observe the rules of BBAs@tl the property to Hamid)
when in the first place it does not own the as$&& Holy Prophet pbuh says “do not
sell what you do not own”. Here FastBank must befaanot to violate this critical
Shariah injunction. To observe this Shariah rubstbank is expected to purchase the
property from Hamid via the Property Purchase Agrest (PPA for $180,000).
Current practice indicatesthat the bank makes the $180,000
disbursement to Hamid, which it (ie. Fastbank) passes on to the
developer.

Once the Fastbank holds ownership via PPA, it 8&ls the property to Hamid via
the Property Sale Agreement (PSA). The terms afellasvs:

1. Seller (Fastbank) and Buyer (Hamid)
2. Object of sale : Apartment

3. Price of object: Cost price $180,000) + profit giar($144,000) = $86,000 =
$324,000.

Installment payments = $324,000/240 = $1350 pertimon

Similar with conventional practice, the house vibél placed as a collateral via the
Deeds of Assignment or Charge. It says that thé tbeds the right of beneficial
ownership of the property in the manner that idsdhe right to sell if when Hamid
defaults on the BBA facility.

To summarize, BBA sale consists of three contraamely:

1. Property Purchase Agreement (PPA): Bank buys prpjf@m customer.

2. Property Sale Agreement (PSA): Bank sells propergustomer at BBA price.
3. Deeds of Assignment/Charge: Bank A holds propestgalateral.

It seems that the above agreements were drawedb BBA as a loan rather than a
sale @l-bay’). In a BBA sale, the bank should purchase the éioluesm the
developer/vendor. Sale and Purchase agreement (S&B)Id have taken place
between the bank and developer. In this manneihah& will hold risk of ownership
(ghorm) and thus, holds the right to earn profits from BBA sale.



When the fear of business risk may have stoppeuinisl banks from entering Sale
and Purchase agreement with developers, Islamiksblaave opted to introduce the
Property Purchase Agreement (PPA) to secure owipefrsiiikiyah) before executing
the Property Sale Agreement (PSA). But the PPAotsndependent of the PSA and
thus invited the use dfay al-‘inahin the BBA sale. By doing so, the PPA is not a
true sale since the bank does not actually holdtagja ownership of the property.
Negative risk-avoiding behavior is apparent hemceithe bank refuses to hold
ownership for fear of holding business risk in then of unwanted inventories if the
customer declined the s&leNhen the bank failed to prove that it actuallyidso
equitable ownership prior the PSA, then the BBAtmamt resemble a financing
agreement with a charge. It evidengésirar ie uncertainties as to who actually own
the asset. Under a default situation, such a streicwill invite Shariah risk. To
protect himself from potential bankruptcy, the onsér may seek court declaration to
rule that the BBA invalid.

When Islamic banks purchase the property from taeeldper, then the BBA sale
shall consists of the following agreements:

1. Property Sale Agreement (PSA): Bank sells propergustomer at BBA price.
2. Deeds of Assignment/Charge: Bank holds propertyodateral.

The above agreements will remove Shariah risk ftbenportfolio as the bank now
takes ownership of asset prior to the BBA sale.weleer, when an Islamic bank
adopts thebay al-enahcontract as evidenced in the PPA and PSA agreement
ownership risk has been compromif$ed

7.0 Measurement of Shariah risk and bank loss.

Exposure to BBA financing means that Islamic baaks equally concerned with
credit risk. In managing credit risk, they are reggh to measure the expected loss
(EL) as well as unexpected loss (UL) from theirdar&nancing portfolios. Expected
loss is covered by bank’s provisioning for bad delhile unexpected loss (UL) is to
be absorbed by bank’s capital (Saita 2007). Howdwess from Shariah risk is unique
because it originates from BBA defaults, thus tieih to credit risk rather than
operational risk. At the moment Islamic banks ial&dysia are more concerned with
the court ruling by High Court Judge Dato’ Wahaltai?an Malaysia concerning the
invalidity of BBA (Abdul Wahad Patail 2008, Arab-Ngsian Finance vs Taman
Ihsan Jaya). It is a civil court case that revolzesund a default by Taman lhsan Jaya
who had received a BBA facility. Since the legaghti of the property still remains

' Risk-avoiding behavior is allowed by Shariah whbe individual looks for capital protection alone
which is provided for irwadiah dhamanahproducts. Negative risk-avoiding behavior referghe twin-
demand for capital protection and fixed return\ddenced in alliba based contracts.

8 BBA is also known aday al-enah as the PPA and PSA agreements signify a condursate and
buyback transaction between two parties. The tearddf ownership from the customer to the bank (PPA)
and subsequently from bank to customer (PSA) iobsible to meet as the Land Office usually takes at
least 6 months to execute the title transfer.



with the client, the bank seeks to foreclose theperty in court. Evidences
concerning contract validity are first sought ie fegal documentation of the facility
rather than what the counterparties perceived theract to be. This is to avoid
gharar. The judge ruling ran in favour of the defendaathe found that the BBA
sale is not a true sale. The defendant is requoedturn the original amount of the
BBA facility to the bank.

Some except of the judge’s opinion are given below:

“[68] This court accepts that where the bank is thener or had become the owner
under a novation agreement, the sale to the custesna bona fide sale, and the
selling price is as interpreted in Affin Bank Bh&@wikifli bin Abdullah. Thus, where

the bank was the owner of the property, by a dipecthase from the vendor or by a
novation from its customer, and then sold the prigp the customer, the plaintiffs’

interpretation of the bank’s selling price is rejed and the court applies the
equitable interpretation.

“[69] This court holds that where the bank purdea directly from its
customer (ie PPA) and sold back to the customen diéferred payment (ie PSA) at a
higher price in total, the sale is not a bona fei#de, but a financing transaction, and the
profit portion of such Al-Bai’ Bithaman Ajil facili rendered the facility contrary to the
Islamic Banking Act 1983 or the Banking and Finahbnstitutions Act 1989 as the case
may be”.

“[70] Acting upon the basis that the bank’s actiaesulted more likely from a
misapprehension rather than of intent aforethoudghg court holds the plaintiffs are
entitled under section 66 of the Contracts Act 18&Qeturn of the original facility
amount they had extended”.

Although Abdul Wahab Patail’s ruling was later duened in the Court of Appeal, it is
imperative to estimate the loss incurred to thekbémhe customer had instead seek a
court declaration for BBA invalidation or if the Gd of Appeal agrees with the judge’s
ruling. We will consider three situations involviige BBA default and the ruling to
“return the original facility amount to the banK he three situations are:

a. Paid amount is less than original facility, whichdquivalent to 75 monthly
payments before defaulting.

b. Paid amount is equal to original facility whichaguivalent to 134 monthly
payments before defaulting.

c. Paid amount is more than original facility whicheiguivalent to 185 monthly
payments before defaulting.

Based on the contract between Fastbank and Mr. ¢Hahe total murabaha obligation is
$324,000 with the original facility at $180,000.

The financing is for 20 years (240 moths) at 4% lafit rate per annum.



Price of object: Cost price $180,000 + profit mar§jil44,000 = $324,000.

Installment payment: $324,000/240 = $1,350 per m@®750 principal portion + $600
profit portion).

The three following cases are stipulated basedhemssumption that once the contract is
invalidated, it means the bank must return theipiohas collected from the BBA sale.
Bank’s profit can be classified into two forms, r@ynearned and unearned profits,
which the bank will lose both when a BBA is invaidd. Unearned profit is given back
through a rebateilfra) system while earned profit is given back via ttawvback of
accumulated bank reserves or retained earningsttierearned profit portion of the paid
installments.

It is important to note that once the BBA salexsaited, the profit margin is recorded as
“profit in suspense” which is also called unearriedome (or sometimes is called
deferred revenue) or unearned profit. It is a lighisuch as when income item is earned,
the related income item is recognized, and themeeaincome is reduced. Hence, when
a monthly payment is made to the Islamic bankbidrek keeps the earned profits, which
increases capital overtime. In the same way, in dase of BBA invalidation, the
clawback effect will reduce bank’s capital, whidhst study uses as a measurement of
Shariah risk. The computation of bank loss from tlewback effect in given in the
following hypothetical cases:

Case Al: Mr. Hamid has paid $101,250 (75 months thipninstallment) before
defaulting. The outstanding balance is $222,750weieer, the court has ruled the
nullification of BBA and the profits elements of b installments paid are to be clawed
back and returned back to the customer. The caqgtires him to pay extra $123,750
representing the unpaid capital portion.

Basically, the total of amount of the unpaid finagcwill be $222,750. The amount
represents the 165 months of unpaid monthly imetaits ($1,350 x 165 months =
$222,750). However, the court settlement requires Hihmid to pay another $123,750
($180,000 - $56,250 = $123,750) being the capibatign of original financing. In other
words, any profit portions from the 75 monthly mibhents paid are to be returned back
to the customer.

Impliedly, the court judgment states that the friag that was based on trading of asset
was not a bona fide sale and therefore, there &eato profits recognized from the
transaction. Therefore, the bank has to claw bagkpaofits that have been recognized so
far. This means, there will be adjustments to kertaup to the current year’s profits and
the retained earnings brought forward.

From the 75 monthly installments paid by the custanthe bank has recognized
$45,000 profit paid. Therefore, $45,000 must beergd out or clawed back from the
bank current year’s profits plus retained earnibgsught forward and to be returned



back to the customer. The result of the clawed basklting the bank to loss $45,000.
Here, the customer is appearing to gain $45,008 essult from the court injunction
notwithstanding that his liability is now $123,750.

Case B1l: Mr. Hamid has paid $180,900 (134 monthsithip installment) before
defaulting. The outstanding balance is $143,100weicer, the court has ruled the
nullification of BBA and the profits elements o€ th34 installments paid are to be
clawed back and returned back to the customer. dthat requires him to pay extra
$79,500 representing the unpaid capital portion.

The total amount of financing to be paid is $148,10he amount represent the 106
months of unpaid monthly installments ($1,350 x h@#hths = $143,100). However, the
court settlement requires Mr. Hamid to pay anotb&®,500 ($180,000 - $100,500 =
$79,500) being the capital portion of original fiwéng. In other words, any profit
portions from the 134 monthly installments paid tarée returned back to the customer.

Impliedly, the court judgment states that the friag that was based on trading of asset
was not a bona fide sale and therefore, there &eato profits recognized from the
transaction. Therefore, the bank has to claw bagkpaofits that have been recognized so
far. This means, there will be adjustments to kertaup to the current year’s profits and
the retained earnings brought forward.

From the 134 monthly installments paid by the comtrs, the bank has recognized
$80,400 profit paid. Therefore, $80,400 must beergxd out or clawed back from the
bank current year’s profits plus retained earnibgsught forward and to be returned
back to the customer. The result of the clawed basklting the bank to loss $80,400.
Here, the customer is appearing to gain $80,408 essult from the court injunction
notwithstanding that his liability is now $79,500.

Case C1: Mr. Hamid has paid $249,750 (185 monthsithip installment) before
defaulting. The outstanding balance is $74,250. elmw, the court has ruled the
nullification of BBA and the profits elements o€ th85 installments paid are to be
clawed back and returned back to the customer. dthat requires him to pay extra
$41,250 representing the unpaid capital portion.

For this case, the total outstanding balance ofittacing is $74,250 which represents
55 months of unpaid monthly installments ($1,3585x= $74,250). However, the court
settlement requires Mr. Hamid to pay another $153(%180,000 - $138,750 = $41,250)
being the capital portion of original financing. &ther words, any profit portions from
the 185 monthly installments paid are to be retditpeck to the customer.

Impliedly, the court judgment states that the friag that was based on trading of asset
was not a bona fide sale and therefore, there &eato profits recognized from the
transaction. Therefore, the bank has to claw bagkpaofits that have been recognized so
far. This means, there will be adjustments to keraup to the current year’s profits and
the retained earnings brought forward.



From the 185 monthly installments paid by the comsts, the bank has recognized
$111,000 profit paid. Therefore, $111,000 mustenersed out or clawed back from the
bank current year’s profits plus retained earnibgsught forward and to be returned
back to the customer. The clawback effect resultsiloss of $111,000Here, the
customer is appearing to gain $111,000 as a relsath the court injunction
notwithstanding that his liability is now $41,250.

Table 1: Summary of results

CASE Bank gain / (loss) to the customer Customer gain / (loss) to the bank

Al (45,000) 45,000
B1 (80,400) 80,400
c1 (111,000) 111,000

Table 1 shows the loss incurred by the Islamic Hzaded on the three hypothetical cases
of BBA default. It helps explain that the claw-baeKect is more serious when the
default occurred as the facility is approaching ungt. Islamic banks can find the
measurement of Shariah useful for the making estimaof provisions due to legal
actions by clients. In the worst case scenarioldbg is expected to erode banking capital
as money is clawed-back from bank’s reserves rdktfagr earnings.

8.0 Conclusion

The paper examines some aspect of Shariah risklamic banking. When a judge is
preceding a civil lawsuit involving an Islamic bamg transaction, he or she will make
the necessary judicial decision based on the wragreement of the contracting parties.
Thus what the Shariah says as allowable and pteldilbnust be put in writing in the legal
documentation. Legal documentation states in deanlosure the rights and obligations
of the bank and its customer. #¢ through documentation that contracting
parties seek protection from the court of law. Failure to document the
aqd effectively will practically make customers helpless against the
stronger party, namely the bank. These rights are originally implied in the
contract (aqd) must be put in writing by the solicitor under tip@idance of the Shariah
advisory committee. There is no problem relatedht concept of BBA, however the
issue at hand is the application of BBA in the bagkousiness where the court of law
saw failure to comply to the true sale characteBBA. Failure to do so by way of
negligence or mischief will invite Shariah risk.i¥ts unhealthy to Islamic banks who in
the first place must focus on their core businessxtpand market size and fulfill
stakeholders’ interest. Loss from Shariah risk esde bank’s capital if the default took
place in a systemic way.
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