REVIEW OF RESEARCH

OFAA0)
ISSN: 2249-894X : a
IMPACT FACTOR : 5.7631(UIF) ®3

VOLUME - 14 | ISSUE - 5 | FEBRUARY - 2025

THE ISLAMIC BANKING SYSTEM AND INDIAN ECONOMY

Dr. Shaikh Tasleem Ahmad
Assistant Professor and Head,

Dept. of Commerce, Government Naveen College Pali,
District Korba (C.G.)

ABSTRACT

This article is an effort to make clear the meaning,
principles, working system and significance of Islamic
banking in modern era. The Islamic banking operates in
accordance with Shariah (Islamic law) principles, which
prohibit interest (riba) and promote ethical and equitable
financial practices, and on the other side the conventional
banking which operates under a profit-maximization
model that allows for the charging and payment of interest.
The practice of prohibiting interest stems from the Islamic
tenet that money is only a medium of exchange; that it has
no value in itself, therefore cannot generate more money -
either through lending, or earning interest simply sitting in
an account. Islamic finance is principally based on trading, therefore banks can profit from the buying and
selling of Shari’‘ah-compliant goods and services. When customers deposit money, the banks select
Shari’ah-compliant investments, and then profits and risks are shared with the bank equally.
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INTRODUCTION :

Islamic banking is a fiscal system that operates in agreement with Islamic law( Shariah). Two
abecedarian principles of Islamic banking are the sharing of profit and loss and the prohibition of the
collection and payment of interest by lenders and investors, as the paying and entering interest is fully
banned in Islamic law. The banking and fiscal practices rigorously cleave to Islamic legal practices. It
incorporates artistic and ethical factors into finance. Some practices like Islamic banking loans, profit
sharing, and investing significantly differ from conventional banking. In Islamic banking, the banks
don't collect interests from creditors. rather, they earn plutocrat using equity participation systems and
share gains and losses. Islamic finance is rehearsed in numerous Muslim countries and is extremely
popular among Islamic communities, as some conventional banking practices might be against Sharia.
The practice of proscribing interest stems from the Islamic tenet that plutocrat is only a medium of
exchange; that it has no value in itself, thus cannot induce further plutocrat - either through lending, or
earning interest simply sitting in an account. Islamic finance is basically grounded on trading, thus
banks can benefit from the buying and selling of Shari’ah- biddable goods and services. When guests
deposit plutocrat, the banks elect Shari’ah- biddable investments, also gains and pitfalls are participated
with the bank inversely. The practices of Islamic banking have some clear ethical advantages over more
traditional banking systems, which can be seen as unconscionable. Saudi Arabia- grounded Al Rajhi
Bank remained the largest Islamic bank in the world, according to the evaluation of the 100 largest
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Islamic banks and fiscal holding companies (banks) in the world for the fiscal time (FY) 2021, with
March 2022 cut off.

OBJECTS OF THE STUDY:

Through this composition the author is trying to explore the principles of Islamic banking as
well as its applicability, significance, and the impact on frugality. The sweats will be made to find out the
challenges to apply Islamic banking in Indian perspective.

KEY PRINCIPLES OF ISLAMIC BANKING:
Mudarabah This is a profit- participating cooperation where one party provides the capital, and the
other provides moxie. gains are participated grounded on an agreed- upon rate.

Murabaha It involves the trade of goods at a pronounced-up price, with the cost and profit easily
stated. [jara analogous to leasing, it allows the bank to buy an asset and lease it to a customer.
Musharakah: A cooperation where both parties contribute capital and share in gains and losses. Banned
Conditioning
Riba: As mentioned before, interest is rigorously interdicted.

Gharar: inordinate query or nebulosity in contracts isn't allowed.

Haram: Investments Investments in businesses related to alcohol, gambling, pork, or other banned
conditioning are interdicted.

Asset- Backed Financing Islamic banks frequently engage in asset- backed backing, icing that every sale
is backed by palpable means.

Threat- participating Islamic banking promotes threat- sharing between the bank and the client.
However, both parties partake the burden, If a adventure faces losses.

Ethical and Social Responsibility: 1slamic banks are encouraged to invest in socially responsible and
ethical systems that profit society.

Sukuk: These are Islamic bonds, representing power in an asset or design. Sukuk holders admit a share
of the gains generated.

Numerous countries with significant Muslim populations have nonsupervisory bodies
overseeing Islamic banks to insure compliance with Shariah principles. Islamic banking has endured
significant growth in recent times, with Islamic fiscal institutions operating worldwide. Despite its
growth, Islamic banking faces challenges related to standardization of contracts, threat operation, and
icing strict compliance with Shariah principles.

Islamic Banking in India:

Islamic banking in India has been a content of
interest and discussion for quite some time. Islamic banking
operates on the principles of Shariah, which enjoin the
payment or acceptance of interest( riba) and promote profit-
sharing and threat- participating arrangements. In India,
where conventional banking prevails, Islamic banking faces
unique challenges and openings. India did not have specific
regulations for Islamic banking. The Reserve Bank of India(
RBI) had expressed interest in considering the feasibility of
introducing Islamic banking, but progress was fairly
slow.Some conventional banks in India had explored the
conception of" Islamic banking windows" within their being
operations, offering Shariah- biddable products and services to feed to the Muslim population. The
Raghuram Rajan Committee in 2008 recommended the preface of Islamic banking in India. The NIA
(National Institute of Bank Management) commission in 2015 also championed the idea of Islamic
banking.
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Challenges: India's nonsupervisory frame, which is largely grounded on conventional banking,
presents challenges in accommodating Islamic banking principles. enterprises about legal and
nonsupervisory aspects have been a significant chain. There were debates about whether Islamic
banking would be seen as a form of" preferential treatment” for one religious group.

Implicit Benefits: Islamic banking could give fiscal services to the Muslim population that align
with their religious beliefs. It could attract investments from countries with well- established Islamic
banking systems.

Future Prospects: The progress of Islamic banking in India may depend on nonsupervisory
changes and government enterprise. The amenability of conventional banks to explore Islamic banking
options could also impact its growth.

SIGNIFICANCE OF ISLAMIC BANKING:
I[slamic banking holds significant importance for various
reasons such as -
Alignment with Islamic Principles: It operates in
accordance with Shariah, which prohibits interest (riba)
and promotes ethical and equitable financial practices.
This alignment with religious principles is crucial for
Muslim individuals and businesses seeking financial
services in compliance with their beliefs.
Financial Inclusion: Islamic banking can cater to
segments of the population that may be underserved or
excluded by conventional banking systems. It offers an
alternative for those who are uncomfortable with interest-based transactions.
Risk-Sharing and Ethical Practices: Islamic finance emphasizes risk-sharing between the bank and the
client. This encourages ethical and responsible investment, as both parties share in profits and losses. It
discourages investments in businesses involved in activities deemed harmful or unethical.
Asset-Backed Financing: Islamic banks typically engage in asset-backed financing, ensuring that every
transaction is tied to tangible assets. This reduces the speculative nature of transactions and promotes
transparency.
Stability in Economic Downturns: The risk-sharing nature of Islamic finance can contribute to greater
financial stability during economic downturns. Since losses are shared, it may mitigate the impact on
individual borrowers.
Sukuk Market: Islamic finance has contributed to the growth of the Sukuk (Islamic bond) market.
Sukuk represents ownership in an asset or project and offers an investment avenue that complies with
Islamic principles.
Global Reach: Islamic banking has expanded beyond Muslim-majority countries and attracts investors
and clients worldwide. It has become a global industry with a presence in many countries.
Diversification: For investors, Islamic finance provides an opportunity to diversify their portfolios and
access markets that adhere to ethical and Shariah-compliant standards.
Financial Stability: The principles of Islamic banking, such as risk-sharing and asset-backed financing,
may contribute to greater financial stability by reducing excessive speculation and leverage in the
financial system.
Social Responsibility: Islamic banks are encouraged to invest in socially responsible and ethical
projects, which can benefit society as a whole.
Cross-Cultural Bridge: Islamic finance provides a platform for cross-cultural financial cooperation and
understanding by facilitating financial transactions in accordance with Islamic principles.

It's important to note that the significance of Islamic banking goes beyond just the financial
aspects; it encompasses social, ethical, and cultural dimensions, making it a unique and relevant
financial system for many individuals and businesses worldwide.
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Impact of Islamic Banking in Economy:

I[slamic banking can have several impacts on an economy, both direct and indirect. Here are
some of the key ways in which Islamic banking can influence an economy:

Financial Inclusion: Islamic banking can extend financial services to segments of the population that
may be excluded from conventional banking due to religious or ethical reasons. This can lead to greater
financial inclusion and broader access to banking services.

Stability and Resilience: The risk-sharing and asset-backed nature of Islamic finance can contribute to
greater financial stability. During economic downturns, the risk-sharing model can help mitigate losses
and stabilize the financial system.

Ethical Investment: Islamic banking promotes ethical and socially responsible investment. Funds are
typically screened to ensure they do not invest in businesses engaged in activities prohibited by
Shariah, such as alcohol, gambling, or pork-related businesses. This can encourage investments in
industries that align with ethical and sustainable principles.

Infrastructure Development: Islamic finance, through instruments like Sukuk (Islamic bonds), can be
used to fund infrastructure projects. This can stimulate economic growth and development by
improving infrastructure and creating jobs.

Foreign Investment: Countries with well-established Islamic banking systems can attract investments
from regions where Islamic finance is prevalent. This can boost foreign direct investment and
contribute to economic growth.

Diversification: Islamic banking provides an alternative financial system that can coexist with
conventional banking. This diversification can make the financial sector more resilient to shocks and
crises.

Cross-Border Trade: Islamic banking can facilitate cross-border trade and investment between
countries with significant Muslim populations. It provides a familiar financial framework for
international transactions.

Islamic Capital Markets: The growth of Islamic finance has led to the development of Islamic capital
markets. This can provide additional financing options for both businesses and governments,
promoting economic activities.

Job Creation: The expansion of Islamic banks and financial institutions can create job opportunities in
areas related to Shariah-compliant finance, including Shariah compliance officers, Islamic finance
advisors, and more.

Research and Education: The presence of Islamic banking often encourages research and education in
Islamic finance and economics. This can lead to a better understanding of financial systems and
economic principles based on Islamic ethics.

Competitive Pressure: The presence of Islamic banks can introduce competition into the banking
sector, which can lead to improved services, lower costs, and greater efficiency for consumers.

It's important to note that the impact of Islamic banking on an economy can vary depending on
the specific regulatory framework, market conditions, and the extent to which Islamic finance is
integrated into the broader financial system. Additionally, the long-term effects may take time to fully
manifest.

Conventional finance

Islamic banking versus Conventional Banking:

Islamic banking and traditional (conventional)
banking differ in several fundamental ways due to their
underlying principles and practices. Here's a comparison
between the two:
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Basis of Operations

Islamic Banking

Traditional Banking

Interest (Riba):

Profit and Loss Sharing

Asset-Backed Financing:

Risk Management

Ethical Investment:

Sukuk (Islamic Bonds)

Financial Inclusion:

Regulatory Framework

Global Reach:

Prohibits the payment or
acceptance of interest (riba).
Instead, it relies on profit-sharing
and risk-sharing arrangements.

Emphasizes profit and loss sharing
between the bank and the client.
Both parties share in the profits and
losses of investments

Engages in asset-backed financing,
ensuring that every transaction is
tied to tangible assets. This reduces
speculative transactions.

Encourages risk-sharing, where
both the bank and the client are
exposed to the risks of investments.
This  promotes  ethical and
responsible investment.

Screens investments to ensure they
do not involve activities prohibited
by Shariah, such as alcohol,
gambling, or pork-related
businesses.

Promotes the use of Sukuk, which
are asset-backed Islamic bonds
representing ownership in an asset
or project.

May provide financial services to
segments of the population excluded
from conventional banking due to
religious beliefs.

Subject to specific regulations that
ensure compliance with Shariah
principles in countries where it
operates.

Has a presence in many countries,
particularly in  regions  with
significant Muslim populations.

Central to traditional banking,
where loans are typically extended
with interest charges.

Primarily based on lending and
borrowing with predetermined
interest rates. Profits accrue to the
bank, while borrowers pay interest.

May involve unsecured loans,
where the lender relies on the
borrower's creditworthiness rather
than specific assets.

Often relies on risk transfer, where
the bank offloads its risk onto
borrowers through interest-based
contracts.

Doesn't have specific ethical
screening criteria, and investments
may include a wide range of
industries.

Issues conventional bonds that pay
fixed or floating interest rates.
Regulatory Framework:

Represents the mainstream
banking system that serves the
general population.

Operates  within  conventional
banking regulations that permit
interest-based transactions.

Dominates the global financial

system, with a wide reach.
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In summary, Islamic banking and traditional banking differ in their underlying principles,
approaches to finance, and ethical considerations. While Islamic banking adheres to Shariah-compliant
principles, traditional banking is based on interest-based transactions. Each has its advantages and
limitations, and their coexistence provides individuals and businesses with diverse financial options.
Scope of Islamic Banking in India:

In India the Islamic banking is comparatively a newer concept. The majority of the banking and
financial activities are based on profit maximization approach. To introduce and operate Islamic
banking in India is not quite easy, especially in the present scenario.

Challenges: One of the significant challenges was the absence of a specific regulatory framework
for Islamic banking in India. Existing banking regulations were primarily designed for conventional
banking, which posed challenges in accommodating Islamic banking principles. The legal framework in
India was not fully aligned with Islamic finance practices, especially regarding the prohibition of
interest (riba) and the structuring of Islamic financial products. There were concerns that introducing
Islamic banking might be perceived as preferential treatment for a specific religious group, which led to
debates on its feasibility.

Opportunities: Islamic banking could potentially provide an avenue for financial inclusion,
catering to segments of the population that prefer Shariah-compliant financial products and services.
Islamic banking promotes ethical and socially responsible finance, which aligns with the growing global
trend of responsible investing and ethical banking. India could attract investments from countries with
established Islamic banking systems, fostering economic growth and financial partnerships. Islamic
finance, through instruments like Sukuk (Islamic bonds), could be used to fund infrastructure
development projects, which are crucial for economic growth. The introduction of Islamic banking
would diversify the Indian financial sector, potentially making it more resilient to economic shocks.
Islamic banking can facilitate trade and investment with countries that have Islamic finance systems in
place, creating opportunities for cross-border economic activities. The introduction of Islamic banking
could lead to increased financial education and awareness among the population, promoting financial
literacy.

CONCLUSION:

The Islamic banking system, with its emphasis on interest-free financing, risk-sharing, and
ethical investment, presents a unique opportunity for the Indian economy. As a country with a
significant Muslim population and a growing demand for inclusive financial services, India stands to
benefit from the integration of Islamic banking principles into its financial ecosystem. Islamic banking
can address the financial exclusion of marginalized communities, particularly those who avoid
conventional banking due to religious prohibitions on interest (riba). By offering Shariah-compliant
financial products, India can tap into a vast untapped market, fostering greater financial inclusion and
economic participation. Moreover, the ethical and socially responsible nature of Islamic banking aligns
with global trends toward sustainable and equitable finance. Its focus on asset-backed financing and
profit-and-loss sharing models can promote stability and reduce speculative risks, making it a resilient
alternative to conventional banking systems. This is particularly relevant in the context of economic
uncertainties and financial crises. However, the successful implementation of Islamic banking in India
requires addressing several challenges, including regulatory hurdles, lack of awareness, and the need
for a robust legal framework to accommodate Shariah-compliant products. Collaborative efforts
between policymakers, financial institutions, and religious scholars will be essential to create an
enabling environment for Islamic banking.

In conclusion, the adoption of Islamic banking in India has the potential to not only cater to the
financial needs of a diverse population but also contribute to the broader goals of economic growth,
social justice, and financial stability. By embracing this alternative financial system, India can position
itself as a global leader in inclusive and ethical finance, paving the way for a more equitable and
sustainable economic future.
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