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The history of contemporary Islamic Banking traces back to the establishment of Mit 

Ghamer Credit Saving Project in a village of Egypt in 1960. Since then Islamic Banking 

has grown by multifold. It constitutes 25 % share of global banking. It has its presence in 

more than seventy countries worldwide. Its viability has been proved in the latest 

researches. In India, it seems to be a distant dream. However, countless advocates of 

Islamic banking have been trying their best over the years to propagate the concept. 

Muslims population in India constitutes14 percent, which is more than the Muslim 

population of Bangladesh, turkey, Egypt, Iran, Nigeria, Afghanistan, Sudan, Iraq, Saudi 

Arabia etc. But Islamic bank as a full-fledged one in not working at present. RBI and 

other legal institutions of India are not issuing license to banks to work as per the 

principles of Islamic banking. Necessary measures are, however, being taken by Indian 

Government for the same. The present study is taken to explain how Islamic banking is 

better for India while taking the SWOT analysis and Michael Porter's five forces model. 

It also explains how Islamic bank can commence in India by suggesting necessary 

measure for the same. Recently, many conventional banks, including some major 

multinational Western banks, have also started including principles of Islamic banking in 

its policies. This study investigates the main problems, challenges, and opportunities 

facing Islamic banking. It also investigates the future potential of Islamic banking in 

India as India is the 3
rd

 largest Muslim populated country in the world.   

 

KEYWORDS: Islamic Banking. Riba, Usury, Banking 

 

Introduction: 

 

Abstract 



Online International Interdisciplinary Research Journal, {Bi-Monthly}, ISSN2249-9598, Volume-II, Issue-II, Mar-Apr 2012 
 

 

 
w w w . o i i r j . o r g                      I S S N 2 2 4 9 - 9 5 9 8  

 
Page 63 

"O those who believe, fear Allah and give up what still remains of the riba if you are 

believers. But if you do not, then listen to the declaration of war from Allah and His 

Messenger. And if you repent, yours is your principal. Neither you wrong, nor be 

wronged." [Al-Baqarah 2:2] 

1. Introduction 

Bank plays an intermediary role between depositors and investors, similarly in Islamic 

system banks are the hub of the economic system, and it provide equal opportunity to 

utilize the market resources equally to create balance between different sectors of society. 

In fact, there are at present more than 300 Islamic financial institutions spread over 51 

countries, plus well over 250 mutual funds that comply with Islamic shariah managing 

funds to the tune of $300 billion, with deposits exceeding $ 120 billion. Over the last 

decade, this system has achieved an exponential growth of 10-15 percent per annum –

which is likely to continue. Despite this rapid expansion, in most conventional banking 

systems, Islamic finance is still unknown terrain for most practitioners and policy-

makers. Since  India is the 3
rd

 largest Muslim populated country in the world It has a vast market 

potential. The issue of 'Financial inclusion' can be addressed thereby creating a. feel good factor 

among Muslims. Muslims would not feel alienated and it can be used as an instrument to fight 

terrorism in few states of India. The government can achieve political advantages to make 

financial transactions with Islamic countries and can magnetize equity finance from the mid-east 

countries for infrastructure development, thereby financing the fiscal deficit. 

Banking in India is totally based on interest and in this country 88 scheduled 

commercial banks (SCBs) - 27 public sector banks (that is with the Government of India 

holding a  stake),  31  private government stake; they may be publicly listed and traded 

on stock exchanges) and 38 foreign banks. They have a combined network of over 

53,000 branches and 17,000 ATMs. According to a report by ICRA Limited, a rating 

agency, the public sector banks hold over 75 percent of total assets of the banking 

industry, with the private and foreign banks holding 18.2% and 6.5% respectively. But 

unfortunately there is not a single Islamic bank presently working in this country. 

Although some banks/ institutions are working on the IB principles, but they are treated 

as Non Banking Financial Companies (NBFCs). NBFCs are doing functions similar to 

that of banks; however there are a few differences: 

a) A NBFC cannot accept demand deposits (demand deposits are funds 

deposited at a depository institution that are payable on demand ~ 

immediately or within a very short period ~ like your current or savings 

accounts.) 

b) It is not a part of the payment and settlement system and as such cannot issue 

cheques to its customers; and 

c) Deposit insurance facility of DICGC is not available for NBFC depositors 

unlike in case of banks. 
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Taking the above differences into view, Islamic banks/institutions are not becoming 

popular in India and that is why maximum population do not know the working of 

Islamic banks. Further, they have not shown good performance compared to conventional 

banks may be due to Government and public support.  

1.1 OVERVIEW 

The need and necessity of interest-free Islamic finance and banking has to be spread 

among the Muslims, common people, religious scholars, businessmen, bankers, 

politicians, and other stakeholders. 

 Among Muslims, criticism has been raised against the banking approach itself. Some 

allege that it is nothing but the changes of nomenclature only. Some other question its 

capability to meet all the financial requirements of modern day economy. Some go 

further to say that the whole exercise is futile, with the macro level money creation 

process remaining the same, what is attempted through so-called innovative products is 

nothing but a cosmetic touch and even in international arena, Islamic banks have to price 

their investments on Global standards like London Inter-bank Offered Rate (LIBOR) 

which are essentially interest-based. These issues have to be addressed properly by the 

Islamic scholars, finance experts and those who campaign for Islamic Finance and 

Banking. 

Justice Mufti Muhammed Taqi Usmani mentions in An introduction to Islamic Finance: 

“Islam, being a practical way of life, has two sets of rules: one is based on the ideal 

objectives of Shari’ah which is applicable in normal conditions, and the other is based on 

some relaxations given in abnormal situations. The real Islamic order is based on the 

former set of principles, while the latter is a concession which can be availed at times of 

need, but it does not reflect the true picture of the real economic order. 

 “Living under constraints, the Islamic banks are mostly relying on the second set of 

rules; therefore, their activities could not bring a visible change even in the limited circle 

of their operations. However, if the whole financing system is based on the ideal Islamic 

principles, it will certainly bring a discernible impact on the economy”.  

In the plural and secular country, misunderstanding among majority community has to be 

addressed; Islamic banking is not just for Muslims. It is only a mechanism for financing 

business without providing debt. It is also to be focused that it is based on ethics and 

Socially Responsible Investment (SRI). It has to be showcased that 40% customers in 

Islamic banks in Malaysia are Chinese of other communities and also in UK, 20% 

customers are Non-Muslims. 

Even Vatican has offered Islamic Finance principles to Western banks as a solution for 

worldwide economic crisis. “The ethical principles on which Islamic Finance is based 

may bring banks closer to their clients and to the true spirit which should mark every 

financial service,” the Vatican’s official newspaper, L’ Osservatore Romano said. 

Recently, France has amended its laws to issue SUKUK of one Billion Euro. Post 9/11, 

oil money has stopped being invested in U.S and is looking for a safe investment 
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destination, and India could well be that destination given its safe economic scenario, 

huge market, skill and educated labour and good growth rate. Modern, secular and 

industrialized countries like Britain, Singapore, Hong Kong and Japan have become hub 

of Islamic finance and banking. If London, Tokyo, Singapore and Hong Kong can 

become hub and house of Interest-free Islamic finance and banking, why not Mumbai 

and Cochin? 

 

The concept: 

Islamic banking implies to a system of banking that is consistent with Islamic law 

(Sharia’h) and guided by Islamic economics. The Organization of Islamic conference 

(OIC) defined an Islamic Bank as “a financial institution whose statutes, rules and 

procedures expressly state its commitment to the principles of Islamic Shariah and to the 

banning of the receipt and payment of interest on any of its operations.”According to 

Islamic Banking Act 1983 of Malaysia, an Islamic Bank is a “company which carries on 

Islamic Banking business....... Islamic Banking business means banking business whose 

aims and operations do not involve any element which is not approved by the religion 

Islam.” IB an alternate to conventional banking is not banking in the traditional sense of 

the word. Islamic financial system employs the concept of participation in the enterprise, 

utilizing the funds at risk on a profit-and-loss-sharing basis.  

Financing options include 

■ Murabaha  Cost Plus Financing 

■ Ijara  Leasing 

■ Istisna'a Construction Financing 

■ Mudaraba Profit Sharing 

■ Musharaka Joint Ventures 

■ Al Rahn Short Term Financing 

■ Salam  Forward Purchasing 

■ Kafala Guarantees 

■ Qarhd Non Profit Loans 

Like the other conventional banks, IB accepts deposits; invests, lends and does all kind 

of banking activities. The main difference between the two is that IBs carry on the 

banking activities, governed fully by the Islamic Laws. Islamic modes of financing 

comprise two basic principles. These involve interest-free financing instruments and 

instruments based on cost and profit sharing. The Islamic Law “Sharia” prohibits the 

payment or acceptance of interest fees for the lending and accepting of money 

respectively. Any kind of interest charged is considered to be forbidden (Haaram). Then, 

an obvious question arises - How does the Islamic Bank survive? Let us consider an 

example, if Mr. X asks for a trade loan, the Islamic Bank asks Mr. X to sell something, 

suppose Mr. X’s sells the car to the bank and take the money. The condition is that Mr. X 

will buy back the car after a predetermined period at a predetermined price. Here the 
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bank predetermines the car’s price to be higher than the price in which the bank had 

bought it. Thus the extra amount will be the revenue for the bank. 

In recent times, Islamic banking and financing services have increased amazingly 

around the world. 150 such banks are spread over most countries of the world. However, 

the same trend in financing with a concentration around murabaha (trade financing) is 

found to intensify. Equity participation and profit sharing have remained distant 

minimum in the total allocation of resources. Secondary financial instruments in 

accordance with shari'ah could not be developed so as to give rise to a viable Islamic 

capital market. Islamic financial instruments are therefore traded in conventional stock 

markets. As a result, neither the developmental aspects of Islamic banking in favour of 

realizing an Islamic economy nor the distributive goals for the poor and marginal 

enterprises could be attained. 

1.2  Significance of the Study 

It is expected that the study will provide an appraisal of the factors that will play a vital 

role for the growth of Islamic banking system in India. The recommendations and 

solutions may help the senior Officials to further enhance the growth of Islamic banking 

sector in India. The system based on Islamic Finance has been proved to be completely 

feasible and sound across the globe where ever it has been implemented. The Raghuram 

Rajan Committee on Financial Sector Next Generation Reforms too made a reference to 

this aspect. Muslims of India have ever demanded Islamic banking in a prominent 

manner and we have failed deliver them. There are many benefits of development of full-

fledged Islamic banks in India which include a potential improvement of the condition 

for India’s largest minority and better integration of that minority into secular democratic 

India. This would also enhance savings across the country and an increase in the national 

GDP. Islamic banks will benefit all entrepreneurs who have profitable proposals but lack 

collateral. Thus, increase political involvement and decrease inequality. Business 

ownership and wealth will serve towards the growth of our economy. The entire 

population will benefit by the growth in GDP, the decrease in welfare expenditure and 

induce increase in tax revenues. It will lead to creation of new savings, employment 

opportunities and mobilization of savings. Islamic banking is a subjective issue different 

people have different opinion, so this paper not only clear ambiguity related Islamic 

banking but also give suggestions and recommendations for improvement of the system. 

This paper examines the viability or otherwise of Islamic banking in India.  

2.  Potentials of Islamic banks in India 

The current Muslim population of the world is 1.8bn and Muslims are about 13.4% of 

total population of India, approximately 152mn as per CIA. On the basis of above statistics, it 

becomes necessary to introduce this form of Banking in India as there exist wide disparity in 

terms of regions, religions, languages etc. This disparity provides us with a Blue Ocean which can 

be exploited to make a positive mark on the banking landscape of our country. It would help to 

increase the size of the banking industry manifold and prove to be a foundation for many more 

innovations to be introduced in future. 



Online International Interdisciplinary Research Journal, {Bi-Monthly}, ISSN2249-9598, Volume-II, Issue-II, Mar-Apr 2012 
 

 

 
w w w . o i i r j . o r g                      I S S N 2 2 4 9 - 9 5 9 8  

 
Page 67 

Even after forty years, since nationalization of the banks about 60% population do not 

have access to formal banking and only 5.2 % of villages have bank branches. Marginal 

farmers, land less labours, oral lessees, self employed and unorganized sector enterprise, 

ethnic minority and women, Aam Aadmi of our great country continue to form the 

financially excluded class. The financial exclusion of a large segment of the population 

has far-reaching implications for the socio-economic and educational uplift of the masses. 

These financially excluded classes would not hesitate in sharing a “return on their 

investment but they often find it difficult to meet the demand of a pre determined return 

unrelated to the yield. If finance is available without the burden caused by pre-determined 

interest rates, it will be a welcome development for the marginalized and also especially 

for SMEs. Interest-free Islamic Banking can fill up this gap. The Sachar Committee 

report highlighted that approximately 50% Muslims are financially excluded. The long 

held issue of financial inclusion can be taken care of by introducing Islamic Banking. 

Majority of Indian Muslims are so poor that they are not targeted by the Commercial 

Banks and whose savings lie idle at home. Indian Muslims generally lack 

creditworthiness primarily because they form part of "Ghettos" or negative areas, which 

were drawn back and are still in vogue. Here we find the actual market potential of 

Islamic Baking. An argument can be put forth that Indian Muslims are satisfactorily using 

the existing Conventional Banking system. Having interviewed Bank executives of 

Personal banking division of many Banks, they revealed that a significant Muslim 

population is: 

1. Not investing in mutual funds with a debt component 

2. Donating the interest on their salary savings account to charity 

3. Using a zero-interest current account instead of a savings account 

The above steps are diligent efforts made by many Indian Muslims to make the current 

conventional Banking 'Shariah' compliant in their own way which can be tapped by Islamic 

Banking.  By introducing Islamic Banking, Indian government will achieve diplomatic gain in 

making financial deals with Muslim dominated nations especially to attract trillion dollars of 

equity finance from gulf countries.  The total investment in Infrastructure is expected to be Rs 

20,56,150 crore for the 11th five year plan. Of which Rs. 14,36,559 crores are supposed to be met 

from Public Investment and Rs. 6,19,591 from private investments. The GCC countries interest in 

Venture Capitalism and real estate financing can help in infrastructure development in India. 

A rough estimate shows that introduction of Islamic Banking and development of Islamic Funds 

would lead to adding of approximately 6mn new DEMAT accounts, thereby giving a boost the 

Share Market. In line with Dow Jones' Islamic index, a similar index on BSE or NSE will attract 

funds from those Muslims who want 'financially rewarding Shariah compliant investments'. 

The inadequate capital investment in unorganized sector can receive a boast through equity 

finance of Islamic banking. This sector normally lack collateral, hence are not eligible for debt 

financing. Islamic banking is tailor made for this situation and thus can lead to the next revolution 

in agriculture and unorganized sector. Last but not the least; it would bring a feel good factor for 

Muslims whose sentiments are a lot hurt after the recent Terrorist attacks. 
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3. Islamic banking in India 

To introduce Islamic Finance and Banking in India, we have to: (1) Undertake regulatory 

changes in the Indian Banking Acts, and (2) Create awareness among Muslims and 

Indians as a whole. While analyzing the regulatory changes, two important documents of 

the government and two important developments from the public-private participation 

have to be studied in detail and analyzed in depth. 

3.1 WORKING GROUP REPORT OF RBI 

This is the only serious attempt by RBI on the feasibility of the Islamic Banking in India. 

The 51-page report titled “Report of the working group to examine financial instruments 

used in Islamic Banking” was prepared by Reserve Bank of India, Department of 

Banking Operations and Development, Central Office, Mumbai in July 2006. The 

working group was headed by Mr. Anand Sinha, Executive Director, and RBI. According 

to RBI, this report is an internal research work for their own consumption and done in 

routine way to enhance the knowledge level within organization, and report of such 

groups are generally not placed in the public domain. The group was constituted in June 

2005 and within a year in July 2006 it submitted its report. After two years of 

correspondence with RBI, we were able to get it for the first time in April 2009 through 

Right to Information Act (RTA) 2005. 

3.2 LEGAL OPINION: 

The Group also sought legal opinion from the Legal Department of Reserve Bank of 

India. The Legal Department observed that Islamic Banking has different modes of 

financing and in most of these kinds, the bank involves itself in the trading or business 

activities of the borrower or will be based on equity participation of the bank, which is 

very much unlike the conventional banking. In Bai’-Mu’ajjal, the bank resorts to 

purchase and resale of properties, which is not permissible as per the provisions of 

Sections 8 and 9 of Banking Regulation Act, 1949. The equity participation in the form 

of joint venture is one of the major forms of financing (Musharakha) whose 

permissibility will have to be examined in each case in the light of restrictions contained 

in Section 19 (2) of Banking Regulation Act, 1949. Further, risk sharing forms the basis 

of all Islamic financial transactions in the place of charging interests on loan amount. 

In terms of provisions of Section 6 of Banking Regulation Act, 1949, in addition to the 

business of “banking”, banks are permitted to engage in business as prescribed under 

clauses (a) and (o) thereof. In the case of Islamic banking, the very business of “banking” 

itself involves the bank in active trading, purchase and resale of properties and 

investment etc., which is not permissible under the Banking Regulation Act, 1949. 

Section 5(b) of the Banking Regulation Act, 1949 defines “banking” to mean “the 

accepting for the purpose of lending or investment of deposits of money from public, 

repayable on demand or otherwise”. Thus, “banking”, contemplates inter alia, lending of 

deposits of money from public, but in Islamic Banking, the bank accepting deposits of 

money from public is not engaged in lending or the pure financial activity in the 

conventional manner, but is engaged in equity financing and trade financing (Musharaka 

and Mudaraba), i.e. taking risk of sharing profits or losses as against lending (where there 

is no risk of loss and only profit in the form of interest at a specified rate). Therefore, the 
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banks doing Islamic banking would not be doing “banking”, to that extent, as 

contemplated in Section 5 (b) of Banking Regulation Act, 1949. 

As regards the regulatory aspects, there may be constraints as the bank rate, maintenance 

of CRR and SLR as per the provisions of Banking Regulation Act, 1949 etc., involve the 

concept of interest. The issues of liquidity shortage or surplus may have to be handled 

differently in the case of Islamic banking, since ban on interest rules out resort to the 

money market and the Central Bank. 

All these bring out to the fore that the concept of Islamic banking should be dealt with as 

an absolutely different sector with separate norms to address the specific structure and 

contents of the financial instruments in Islamic banking. 

In view of the above, if the banks in India are to be allowed to do Islamic banking, 

appropriate amendments are required in Banking Regulation Act, 1949 and separate rules 

and regulations may have to be framed to permit them to do the business in view of the 

special characteristics of financing they adopt. 

Thus, in the current statutory and regulatory framework, it would not be feasible for 

banks in India to undertake Islamic banking activities in India or for branches of Indian 

banks abroad to undertake Islamic banking activities there.” (Page No. 47, 48 & 48A). 

 

3.3 RAGHURAM RAJAN COMMITTEE REPORT: 

Let us turn towards the report of the Committee on Financial Sector Reforms (CFSR) of 

the Planning Commission, GOI to prepare a report on the next generation of Financial 

Sector Reforms. The Committee consisted of 12 members, who were called by Dr. 

Raghuram Rajan, “some of the finest financial and legal minds of the country” and the 

report was an awesome display of true public-private partnership. The committee 

consulted 16 virtual members and 38 relevant players in the financial sector arena. A 

preliminary draft report was placed in the public domain (website) for comments. The 

committee received a large number of comments directly and through the press. Several 

individuals and institutions both within and outside the country placed the comments as 

well as submitted personally to the committee for including Islamic Finance and Banking 

in the report. Upon these submissions and representations the following recommendation 

was included in the final report of the CFSR which is as follows: 

“Another area that falls broadly in the ambit of financial infrastructure for inclusion is the 

provision of interest-free banking. Certain faiths prohibit the use of financial instruments 

that pay interest. The non-availability of interest-free banking products (where the return 

to the investor is tied to the bearing of risk, in accordance with the principles of that faith) 

results in some Indians, including those in the economically disadvantaged strata of 

society, not being able to access banking products and services due to reasons of faith. 

This non-availability also denies India access to substantial sources of savings from other 

countries in the region. 

While interest-free banking is provided in a limited manner through NBFCs and 

cooperatives, the Committee recommends that measures be taken to permit the delivery 

of interest-free finance on a larger scale, including through the banking system. This is in 

consonance with the objectives of inclusion and growth through innovation. The 

Committee believes that it would be possible, through appropriate measures, to create a 

framework for such products without any adverse systemic risk impact.” (Chapter 3: 

Broadening Access to Finance, Page: 35) 
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3.4 SHARI’AH COMPLIANT INVESTMENT PRODUCT FOR HAJJ 

PILGRIMAGE 
The recommendations of a high level committee set up by Prime Minister’s office, 

chaired by Mr. Rahman Khan, Deputy Chairman, Rajya Sabha is under the consideration 

of Government of India favouring a Shari’ah-compliant mutual fund to provide 

investment option to the Muslim community was submitted in July 2006. The PM has 

constituted a Committee of Secretaries headed by the Cabinet Secretary to look into the 

suggestion of this high level committee. The Committee had specially recommended a 

Shari’ah Compliant Investment Scheme to fund Hajj Pilgrimage as in Malaysia. Malaysia 

had set up a pilgrimage fund and formed a board called TABUNG HAJI. 

3.5 KERALA SHOWS THE WAY 

Recently, the Government of Kerala launched a Shari’ah-compliant financial institution 

and wished to establish it by 2010 with the objective to grow into a full-fledged Global 

Islamic Bank. This institution will be started with a share capital of Rs.1000 crores and 

the Kerala State Industries Corporation will have 11% share and remaining 89% from 

private investors. Already Ernst & Young has given a feasibility report and the financial 

institution will be set up on the basis of recommendation of that report. Additional study 

is being done through Ernst & Young to analyze the implication of the Central, State and 

Municipal taxes for this Islamic financial institution. 

3.6 INTERACTION WITH DEPUTY GOVERNOR, RBI: 

When it was learnt that RBI is considering discussion on a few recommendations of Dr. 

Raghuram Rajan Committee on Financial Sector Reforms (CFSR), ICIF contacted the 

Governor RBI and sought an appointment to plead for the case of the recommendation of 

CFSR regarding Interest-free banking. Accordingly a delegation of ICIF met the Deputy 

Governor Dr. K.C Chakrabarty on September 11, 2009 and presented a memorandum 

along with the following important documents. According to the Deputy Governor: RBI, 

which has plans to increase the reach of banking system to more people, will welcome to 

introduce interest-free banking, provided the Government takes a decision. 

3.7 National Workshop 

After the GOI announcement that Islamic banking is not feasible in India, several 

interactive sessions were held by ICIF, one of them was a National Workshop on “Road 

Map on Islamic banking in Sept 2006, which was participated by prominent National and 

International Islamic experts and bankers. It passed resolution that Islamic Banking is 

relevant in the 21st century and India may implement the same by obtaining inputs from 

the global example in UK, Malaysia and Singapore. It also chalked out a plan of action as 

well. 

Islamic banks in India do not function under banking regulations. They are licensed under 

Non Banking Finance Companies Reserve Bank Directives 1997 RBI (Amendment) Act 

1997, and operate on profit and loss based on Islamic principles. RBI has introduced 

compulsory registration system. In the Monetary and Credit Policy for the year 1999-

2000, it was proposed that in respect of new NBFCs, which seek registration with the 
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RBI and commence the business on or after April 21, 1999, the requirement of minimum 

level of net owned funds (NOF) will be Rs 2 crore. 

3.8 CFSR-Planning Commission Recommendation 

In August 2007, Govt. of India under the Planning Commission constituted a high level 

committee on Financial Sector reforms (CFSR) under the chairmanship of Dr. Raghuram 

Rajan, 

former chief economist, IMF along with other eleven members who are the finest 

financial and legal minds in the country. CFSR submitted its final report in Sept. 2008 to 

Prime Minister with the specific recommendation of interest free banking in the country:  

“Another area that falls broadly in the ambit of financial infrastructure for inclusion is 

the provision of interest-free banking. Certain faiths prohibit the use of financial 

instruments that pay interest. The non-availability of interest-free banking products 

(where the return to the investor is tied to the bearing of risk, in accordance with the 

principles of that faith) results in some Indians, including those in the economically 

disadvantaged strata of society, not being able to access banking products and services 

due to reasons of faith. This non-availability also denies India access to substantial 

sources of savings from other countries in the region…While interest-free banking is 

provided in a limited manner through NBFCs and cooperatives, the Committee 

recommends that measures be taken to permit the delivery of interest-free finance on a 

larger scale, including through the banking system. This is in consonance with the 

objectives of inclusion and growth through innovation. The Committee believes that it 

would be possible, through appropriate measures, to create a framework for such 

products without any adverse systemic risk impact.‚¬ (Chapter 3: Broadening Access to 

Finance, Page: 72). 

4. Misunderstanding 

To bring Interest free Islamic Banking, misunderstanding and misinformation among the 

Muslim masses as well as non-Muslims have to be removed. The need and necessity of 

interest free Islamic finance and banking has to be spread among the Muslims, common 

people, religious scholars, business men, bankers, politicians, and other stakeholders. 

Among Muslims, criticism has been raised against the banking approach itself. Some 

allege that it is nothing but the changes of nomenclature only. Some other questions its 

capability to meet all the financial requirements of modern day economy. Some go 

further to say that the whole exercise is futile, with the macro level money creation 

process remaining the same, what is attempted through so called innovative products is 

nothing but a cosmetic touch and even in international arena, Islamic banks have to price 

their investments on Global standards like London Inter-bank Offered Rate (LIBOR) 

which are essentially interest based. These issues have to be addressed properly by the 

Islamic scholars, finance experts and those who campaign for Islamic Finance and 

Banking. In the plural and secular country like ours, misunderstanding among majority 

community has to be addressed; Islamic banking is not just for Muslims. It is only a 



Online International Interdisciplinary Research Journal, {Bi-Monthly}, ISSN2249-9598, Volume-II, Issue-II, Mar-Apr 2012 
 

 

 
w w w . o i i r j . o r g                      I S S N 2 2 4 9 - 9 5 9 8  

 
Page 72 

mechanism for financing business without providing debt. It is also to be focused that it is 

based on ethics and Socially Responsible Investment (SRI). It has to be show cased that 

40% customers in Islamic banks in Malaysia are Chinese of other communities and also 

in UK, 20% customers are Non Muslims. 

Ms. Perrine Fiorina of CELENT, Strategy consulting for financial institutions, 

talks of Promising Future of Islamic Banking‚ thus: 

 “In addition to the large and untapped Muslim population, Islamic Banking is currently 

beginning to attract Non-Muslim customers, who are interested in alternative way of 

banking. Indeed, a growing number of Non-Muslims are turning to Islamic Banking as 

customers spooked by turmoil in the western banking system increasingly see the sector 

as a safe and more connected to the real economy. In my opinion, Islamic banking will 

benefit from this new customers interest and grow even more quickly than it recently 

did”. 

4.1 SWOT Analysis of Islamic Banking in India: 

When SWOT analysis of Islamic banking is done as far as India is concerned, it 

shows a good that Islamic banking has high Strengths India compared to 

Weaknesses. The fallowing is briefly a summary of the same. 

Strengths 

• Population of Muslims in India is more than Muslim population in 

Bangladesh, turkey, Egypt, Iran, Nigeria, Afghanistan, Sudan, Iraq, Saudi 

Arabia 

• Bridges the rising income disparity in India 
 

• Demand for nitch products is increasing in India  

Weaknesses 

• Unawareness about the Islamic banking 

• Lack of experts 

• Modification in banking act regulation needed. 

Opportunities 

• Indian economy would benefit from inflow of funds from GCC countries 

• Would add real estate boom 

• Address the issue of financial inclusion 

• A large number of Muslims that are considered unworthily of credit by 

commercial banks or who avoid banks due to sharia law would welcome 

this. 

Threats 

• Expected to become a political weapon 

• Goes against secular fabric of nation 

• May bridges financial segregation, so regulatory authority may oppose 

• Micro finance is a good competitor 
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4.2 Obstacles in implementing Islamic Banking in India 

Indian banking laws come in the way of various Islamic banking principles: 

Wadiah (for saving bank account): Section 21 of the Banking Regulation Act requires 

payment of interest on such deposits; thus, interest-free deposit and a simple charging of 

Hiba(gift)  is not permissible. 

Mudarabah (for term deposit or investment): Section 21 of the BR Act prohibits such 

products where the bank can invest the money in equity funds (in India, equity exposure 

is determined by a separate set of rules), and the client has complete freedom in the 

management. 

Mudarabah, Musharakah (for project finance and SME credit): Sections 5, 6 of the BR 

Act indicate the forms of business a banking company can undertake, and does not allow 

any kind of profit-sharing and partnership contract . 

Ijarah (for home finance) : As against Islamic banking where the banks owns the asset 

and hold the title, Section 9 of the BR Act prevents the bank from any sort of immovable 

property other than private use.  

Istisna (leasing, buyback): Besides the usual curbs on acquiring immovable property, 

offering Islamic banking products many not are bankable due to stamp duty, central sales 

tax and state tax laws that will apply depending on the nature of the transfer. 

Another important consideration is the tax procedures. While interest is a passive income, 

profit is defiantly an earned income which is treated differently. If principles of Islamic 

banking are incorporated then how does it comply with the tax procedure? 

5. Michael Porter Five Forces Analysis 

The five forces model of Porter is an outside-in business unit strategy tool that is used to 

make an analysis of the attractiveness (value) of an industry structure. The competitive 

forces analysis is made by the identification of 5 fundamental forces: 

1. Bargaining power of customers. How easy or difficult is it for new entrants 

to start competing, which barriers do exist. 

2. Bargaining power of suppliers. How strong is the position of sellers? Do 

many potential suppliers exist or only few potential suppliers, monopoly? 

3. Competitive rivalry among the existing players. Does a strong 

competition between the existing players exist? Is one player vary 
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dominant or are all equal in strength and size. 

4. Threat of substitute products. How easy can a product or service be 

substituted, especially made cheaper. 

5. Threat of new entrants. How easy or difficult it is for new entrants to start 

competing, which barriers do exist. 

When applying Michal porter's five forces model to Islamic banking, it shows the results 

like this 

 

 

 

 

 

 

 

 

 

 

 

6. Suggestions : 

 The concept of profit-loss sharing or partnership is alien to the conventional 

banking framework of India and thus not allowed under the law. The tax treatment 

of Islamic finance products, unless reviewed, would be the biggest hindrance to 

the implementation of Islamic banking in India 

• India is ready to make waves in Islamic banking but not without their 

Government's permission to the conduct of Islamic banking in the country. 

• With 150 million Muslim populations, India stood to gain advantage to pool 

around one trillion dollars Islamic investment funds from Gulf countries 

compared with its other non-Muslim counterparts. This will help the national 

current account and fiscal deficit in check. 

• A committee to analyze the impact of Islamic banking to the Indian 

communities not withstanding their religious faith was never established. 

Bargaining power of customers: High 

     The staunch muslim customers may accept 
things in name of religion but the liberals would go 
in for better returns. India's banking system offers 
wide range of products to please customers and is 
highly competitive. 

 

Bargaining power of 
suppliers:  Low 
 

• There is a lack of expert 
staff but Indian Muslims 
would definitely enter this 
industry 

 

 

Competitive rivalry within 
industry: Moderate  
Conventional banking 
format has wider options to 
raise funds, deploy it 
globally, and hence have 
cost advantage 
•    Micro finance institutions 
 

Threat of substitute products: 
Moderate 

 Micro finance is another good option 

Threat of new entrants: Low  
•     This is highly niche product till it is customized 

for non-muslim, so there are few new entrants. 
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Thus, the potentials of Islamic banking to resolve India's real economic 

problems were not realized. 

• The prejudices about Islamic banking still remained as there was not yet 

report on economic viability of Islamic banking and its impact on inclusive 

growth. 

• Islamic banking requires a professional expertise beyond one's religious 

belief because it deals with commercial projects than mere monetary credit 

and debit transactions.  

• There would be viable opportunities to energize the Indian economy with the 

participation of Muslims in Shariah compliant banking who were previously 

excluded and the availability of funds for developments in India. It would 

help the poor and vulnerable as it allows the manufacturing and retail 

enterprise of unorganized sector and agriculture to obtain equity finance. 

• The equity financing would also help India to fund irrigation, dams, roads, 

electricity, and communication projects along with other public 

infrastructure. These are areas where public finance is insufficient and debt 

finance may be a cause of deficit to the government. 

• Islamic banking has one of the objectives as 'equal distribution of income', 

which in other words mean complete eradication of poverty. But it can be 

achieved only if Islamic banking is fully implemented in India. 

 

7. Conclusion:  

Though RBI has stopped all the possibility of Islamic banking in India (other than 

NBFCs), there are certain questions which remain unanswered. The RBI report has not 

been made available on the public domain like other report is definitely one question 

waiting to be answered. If the international banks have established Islamic banks and 

merged it with their object of profit making why can the same be done in India also is not 

answered. For the successful Islamic banking operations, it will be on Government to 

implement Islamic banking. If not they should atleast provide bank status to Islamic 

finance institutes as they are termed right now so that they can issue cheque and other 

such facility like banks.Keeping in mind the flourishment of Islamic Banking all over the 

world and the Muslim population in India these are the questions which have to be 

answered immediately and with certainty.  

The importance and relevance of Islamic banking in India in the context of "Financial 

Tsunami" that has taken place in recent times further enhances the need of Sharia 

banking. Also the political parties need economic rationality to convince majority of 

voters that Islamic banking is not being introduced to please Muslim voters but to 

genuinely boost faster and inclusive growth for the Indian economy. Obnoxious politics 
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in the name of religion must be avoided. We personally believe to refer 'Islamic 

Banking' as 'Interest Free Banking' . 

With only minor changes in their practices, Islamic banks can get rid of all their 

cumbersome and sometimes doubtful forms of financing and offer a clean and efficient 

interest-free banking. Participatory financing is a unique feature of Islamic banking, and 

can offer responsible financing to socially and economically relevant development 

projects. This is an additional service that Islamic banks offer over and above the 

traditional services provided by conventional commercial banks. Such a system will 

offer an effective banking system where Muslims in India. 
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