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 ABSTRACT 

The goal of this paper is to evaluate the challenges and threats that the advent of Islamic banking in 

india may face. It is also aimed at presenting answers to these demanding situations. In doing this, the 

study resolves that the demanding situations that could confront Islamic banking in india are 

institutional challenges such as inappropriate institutional framework, insufficient legal framework, 

lack of fairness institutions, terrible supervisory framework, disparity in accounting standard, lack of 

secondary economic markets and lack of short-term financial contraptions and institutions. The 

operational demanding situations in the form of spiritual and cultural differences, loss of 

improvements in economic products, loss of earnings sharing finance, shari’ah related issues, 

inadequate manpower with the needful knowledge, lack of awareness and competition. In the 

presence of those hurdles, the study concludes that the proposed Islamic banking in India ought to 

take the bull via the horns in order to conquer these challenges. 

Key Words: Islamic banking, Interest free, Islamic finance, Economic growth , framework, inadequate 

manpower,shariah. 

                  INTRODUCTION :- 

Islamic banking :- 

In the modern world, islamic banking: in the 75 countries of the world, 350 islamic financial institutions 

are operating. Modern islamic banking system began in 1963 by Ahmad al nazar in Egypt. The islamic 

banking was started in the year 1975. It is considered the first islamic bank to have incorporated the 

principles of islamic economics in its practice. 

Islamic Banks: the system of banking that works on the principles of shariah is called islamic banking. 

The peculiarity of these Banks is that they do not enjoy any kind of interest or payment. The profits to 

the bank are divided into its account holders. As per rule, money from these Banks cannot be invested in 

non - islamic functions. 
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How islamic bank works: such accounts can be opened under islamic banking.. • saving account 

• investment account • in islamic banking, a customer can deposit his/her money into a specific account 

and guarantee the bank to repay the customer 's money, but saving account pays no interest. A bank 

may charge the customer for money and return it to its customer as a gift. Bank customers are allowed 

to withdraw money on demand basis. 

Profit sharing: mudharbah is an agreement between two parties (investor and entrepreneur) under 

profit sharing. Under islamic banking, an investor funds the enterprise for business venture and returns 

are based on profits. This is agreed on the proportionate share in advance. It works in two ways: first, 

when a bank is in the role of an entrepreneur and the customer is to provide capital. On the other hand, 

when the bank provides capital, the bank plays the role of a customer entrepreneur 

All the partners in it contribute capital to carry out a business activity. All its partners divide the profit in 

fixed proportion. The losses also have to be Shared in the form of contribution . 

(Deferred payment scale): it works like simple monthly installment (emi) schemes like traditional 

banking system. Customers can use the money to purchase property of enough value through which 

they can get cash in the future. In this agreement, the customer gets the property and has to pay in 

installments as agreed. 

Tax (non - interest loan): loan is granted under the agreement to a needy person without 

expecting any return or profit. In this case, the borrower is required to pay only the basic amount, 

though the borrower may voluntarily pay the bank some extra money 

Hitah (gift): hitah refers to voluntary payments made in return for gaining benefits. Banks generally 

do this for profit which is obtained from the savings account of the customers. However it cannot be 

guaranteed due to interest involved. 

 

LITERATURE REVIEW IN BRIEF :-  

Interest-free banking seems to be a very recent origin. But actually it is much older than the modem 

concept of interest based banking. Interest free loans were practiced pre-Islam among Jews and 

Christians, and later advocated by socialists and economists. The Old Testament, in Deuteronomy, 

teaches interest free loans  to the poor (Stein, 1956) and the Judeo-Christian thought views loans with 

interest as doing little for the economic brotherhood (Maloney, 1971). Indeed, not only Islam, but also  

Judaism and Christianity ask their followers to shun usury to avoid hell fire (Homer, 1977). The better 

performance of the Islamic banks in the dual banking system countries (i.e.,  Islamic banks working side 

by side with predominantly modem banking and financial institutions) calls for an explanation. It seems 

as though the need to compete with the conventional banks in attracting depositors' money, forces the 

Islamic banks to essentially follow the practices of conventional banks under Islamic garb and try to 
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manage their portfolios more carefully so that their customers and investors do not get disillusioned 

(Kuran 1995). At the outset, it must be clear that Islam as a comprehensive way of life has its own broad 

and flexible economic principles which permit Muslims to construct their ideal economy irrespective of 

time and place (Siddiqi, 1970). Islamic banking is based  upon the principle that the use of Riba (interest) 

is prohibited. This prohibition is based upon Sharia'h ruling. Since Muslims cannot receive or pay interest, 

they are unable to conduct business with conventional banks (Gerrard and Cunningham, 1997). 

The Islamic finance industry has moved beyond borders and religion. Outside the key Muslim countries, 

there's been significant growth of this industry in the United Kingdom, Australia, Hong Kong, Korea, and 

United States. Since the first Islamic bank, Dubai Islamic Bank, was established inl 975, global finance 

institutions such as Citigroup, HSBC and Standard Chartered have formed affiliates devoted to Islamic 

finance. Islamic financial services are currently very popular among the non-Muslims in different parts of 

the world (Knight, 2007). Unlike conventional banking, Islamic banking runs under the principles of 

partnership, mutual solidarity and reciprocal social development (Dusuki and Abdullah, 2007; Ahmed, 

2000, Ali & Sarker, 1996). By analyzing the status of Islamic banking in different Muslim minority 

countries that these countries have adapted their legal,  regulatory and taxation issues to accommodate 

Islamic banking system. All these all measures are not to please minority Muslim communities in their 

respective countries but to get the benefit of fastest growing Islamic banking and financial system. 

OBJECTIVES OF ISLAMIC BANKING :- 

The goal of Islamic Banking is not simplest  to earn earnings, however to do good and produce welfare 

to the people, Islam upholds the concept that money, income  and property belong to Allah and this 

wealth is to be used for the coolest of the society 

Islamic Banks operate on Islamic ideas of earnings and loss sharing and different accredited modes of 

Investment. It strictly avoids hobby which is the root of all exploitation and is responsible for massive  

scale inflation and unemployment. 

An Islamic Bank is committed to get rid of  disparity and establish justice inside the  economy, trade and 

industry; construct socio-financial infrastructure and create employment opportunities. 

  

 

 

 

OBJECTIVES OF STUDY :- 

1) To cognize the idea of Islamic banking by understanding numerous Islamic financial 

products 
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2) To evaluate current tendencies in Islamic banking in India. 

3) To analyze the opportunity  and challenges of Islamic banking in India. 

4) To apprehend its scope with the aid of the use of SWOT analysis. 

 

ISLAMIC BANKING TERMINOLOGY :- 

Riba: It is a idea in Islamic banking that refers to charged interest. It is prohibited below Sharia because 

it's far considered  exploitive. There may be a one of a kind  interpretation of Riba but in the end it refers 

to interest this is why it's far unlawful in Islamic banking. 

Haram/Halal: It is a inflexible code of ‘moral  investments’. The operation of this code is supposed for 

interest-free economic sports. It helps in figuring out the priority within the  investments e.G. investing 

in crucial items  that fulfil the needs of the population, consisting of food, clothing, health, shelter, and 

education. 

Gharar: It is an Arabic phrase this is related to uncertainty, deception, and risk. It can also be stated that 

this idea is related to gambling which prohibited in all forms. But Ghrarar is an critical idea in Islamic 

finance and is used to degree the legitimacy of a dangerous sale or volatile investment related to the 

selling of goods, short selling, or contracts that are not drawn out in clear phrases or property of 

uncertain high-quality or delivery. 

Zakat: In Islamic banking, that is the very vital instrument for the redistribution of wealth within the 

form of a obligatory levy. 

Takaful: It is a form of Islamic insurance, wherein members make a contribution money right into a 

pooling system so as to assure every other towards loss or damage. Takaful-branded insurance is 

primarily based on Sharia. It explains that how it's far  the responsibility of people to cooperate and 

defend each other. 

Shirkah: In the Sharia law, Shrikah is split  into two categories: 

1.Shirkat-ul-milk: It is a joint ownership between the parties involved, where each party has given 

capital in order to shop for a selected property. 

2. Shirkat-ul-'aqd: It is a partnership formed thru a contract. This can also be termed as a sort of joint 

industrial enterprise. 

Maisir: Maisir is the prohibition of certain express haram activities together with  alcohol, prostitution 

and the like. And Islamic Banks are prohibited to have any connections with such business. 
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Musharaka: It is a joint funding by using the financial institution and the customer, in which each make 

a contribution to investment an funding or purchase, and agree to percentage the earnings or loss in 

agreed-upon proportions. 

Ijara: In Ijara, the bank buys the asset on behalf of the client and offers its utilization  for a set rental. 

The possession of the asset is transferred to the patron after a together  agreed time. 

This device is made for those clients who need to get credit score from a Sharia-compliant financial 

institution. 

 

PROBLEMS FOR ISLAMIC BANKING IN INDIA :- 

(1) :- India is an earthly country via Constitution. So starting any financial organization with the name of 

a faith can increase questions among other spiritual groups. Apart from this, some political parties have 

said they'll  oppose the advent of Islamic banking in India. Another reason that has withheld boom of 

Islamic Banking in India, is the shortage of ok work pressure skilled in Sharia banking. 

(2) :- And Islamic banking is based totally on strict Sharia laws of no longer paying or taking the interest, 

so the utility of Islamic banking will call for an entire change within the banking regulatory system. 

(3) :- The primary subject for the development of Islamic banking in India is the development  of 

complete legislation, guidelines and guidelines governing the same. Former RBI Governor D. Subbarao 

objected that present policies and guidelines do not permit the operation of Islamic Finance in India, and 

this creates a main hurdle to achieving  complete monetary inclusion, given India’s growing and 

distinguished Muslim population.  

(4) :- The banking in India is governed by means of the laws made in the archaic Negotiable Instruments 

Act of 1881, Reserve Bank of India Act, 1934, and Banking Regulation Act of 1949. 

(5) :- The core ideas of all of these law stand in direct battle with the ideas of Islamic Finance. For 

example, the price of hobby on deposits is mandatory under the Section 21 of the Banking Regulation 

Act, however it is in reality prohibited beneath the Riba principle. 

(6) :- Section 8 of Banking Regulation Act, mandates that a banking enterprise cannot  deal in the selling 

or buying or bartering of goods. This suggests the impossibility to have Shariah-compliant systems 

consisting of Murabaha in India. 

(7) :- One of the criticisms of the creation of Islamic banking in India is Subramanian Swamy’s suspicion 

about it. He objected to the launch of Islamic Banking in India by way of saying Islamic banking will pave 

the manner for the entry the doubtful budget of the Middle East into India through legally baptized 

channels of Sharia compliant monetary institutions. And he highlighted that these doubtful price range 
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hold the volatility to be used for terrorist funding. He additionally claimed that it is able to enhance the 

price of Islamic conversions in India 

 

SOWT ANALYSIS :- 

                                                       STRENGTH :- 

Islamic Banking will unequivocally ameliorate the deplorable circumstance of the negative and 

marginalized segments of society. Banking products which comply with Islamic law are becoming an 

increasing number of popular, no longer best inside the  Gulf nations and a long way japanese states like 

Malaysia, however also in other advanced markets inclusive of the United Kingdom. Reputed banks like 

Standard Chartered, Citibank, HBSC are operating interest free windows in numerous West Asian 

nations, Europe and USA. There is a massive potential marketplace in India for Islamic banking products. 

 

We have visible the fall of giants within the global of economic sector like Lehman Brothers in the 

aftermath of america sub-prime loan crisis. Therefore, it's miles of paramount significance to be strict 

about credit rating machine, to bypass any chance  of similarly bankruptcy. Since Islamic banking 

adheres to strict credit rating machine and prohibits indebted financial sellers to avail more debt finance, 

it could save our financial and economic organisations from financial ruin. Interest is precisely 

proscribed in Islamic banking. Principles of fairness finance abhor financing the indebted firms thereby 

arresting the probabilities of financial ruin to super extends. Under Islamic banking, equity finance needs 

price yield and pre-rating analysis of initiatives. It thus notably  subdues the mindless opposition in 

monetary region to get extra credit score stocks and has a tendency to provide  stability in the financial 

market. Islamic banks are unaffected through the subprime mortgage crisis. In fact, now many non-

Muslim nations are turning up to Islamic banking as they're immune against such crisis due to inherent 

enterprise ethics within Islamic banking. 

 

Moreover, Islamic banking enables the weaker and hapless phase of the society thru various monetary 

products. Islamic banking finances (via its Joint ventures,partnerships and leasing)are supplied with the 

aid of buyers or banks to the debtors with a circumstance that financial danger is to be borne by using 

the traders, and other dangers to be borne by using the borrower. This helps even the indigent and 

liable to get finance at a no danger and cost basis, however truely requires other credits like strong 

commercial enterprise proposal, rational planning, skilled fingers and specialized art to draw the 

financier. Better enterprise  proposals succeed in fetching budget as opposed to the projects with 

comparatively terrible propositions. Such inclusive boom  will aggrandize the Indian economy.  
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A bank in India can not raise deposits without promising a specified charge of return to depositors, but 

underneath Sharia, returns can simplest be decided post-facto relying on profit. Also banks have to keep 

a Statutory Liquidity Ratio (SLR), which involves locking up a huge portion of price range either as cash, 

gold or in authorities  securities. Such cash will not get any go back, maintaining it in gold is risky as it 

could depreciate and authorities securities come with interest.Moreover, Islamic banking can put off 

unaccountable financial  activities, as every economic pastime must be financed via legal contract and 

bodily  verification of actual assets underneath agreement. There isn't any room for diversion of 

finances. Therefore, funding in consonance with Islamic banking standards  will absolutely improve the 

engine of monetary increase in our country 

 

                              OPPORTUNITIES :- 

Islamic scholars have defined market contraptions in length and that they have accepted with some 

conditions to have investments in stock marketplace .Certain broad criteria are:- 

The company’s activities ought to no longer include liquor, pork, hotel, casino, gambling, cinema, music, 

hobby bearing financial  institutions, conventional insurance  companies, etc. 

The overall interest bearing debt of the business enterprise at any factor in time need to remain under 

one 0.33 of its average marketplace capitalization over the past twelve months. 

Its mixture of account receivables should  remain under 45% of total assets. 

If agency has any hobby bearing earnings it need to not be greater than 10% in any condition. 

                           WEAKNESSES :- 

Indian banking laws do no longer explicitly limit Islamic banking but there are provisions that make 

Islamic banking nearly  an unviable option. The monetary establishments in India accommodates of 

Banks and Non Banking Financial Institutions. Banks in India are governed thru  Banking Regulation Act 

1949, Reserve Bank of India Act 1934, Negotiable Instruments Act 1881, and Co-operative Societies Act 

1961. 

As regards to partnership through Islamic banks in a firm, the bank has to make sure  that the manager 

does now not keep away from his obligations or obtain different non-pecuniary advantages at the cost 

of non-participating companions and ensure the veracity of the profit statements. Monitoring of records 

about firms in which Islamic financial institution invests would involve  exorbitant cost. However, Islamic 

banks need to installation monitoring mobile to maintain them informed of the internal characteristic in 

their joint venture. The implication is that banks and entrepreneur have to characteristic very closely. 

Islamic banking desires to introduce company governance with transparent  accounting standards. It 

wishes to perform  detailed evaluation earlier than embarking Profit Loss Sharing Scheme, which call for 
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a pool of noticeably trained professionals. The presenting of professional schooling is costly. Detailed 

standards are still to be laid down and techniques and strategies evolved to hold them out. It is handiest 

after the exceptional fulfillment of those that right training can begin. 

It is found that inability to assess a projects’ profitability has tended to act in opposition to investment 

financing. Some borrowers  frustrate the banks appraisal efforts as they may be reluctant to provide full 

disclosures of their business. These exercises aren't constrained to exceptionally few large loans but 

want to be performed on nearly all of the advances made by way of the bank. Yet, widely appropriate 

and reliable techniques  are yet to be devised.Moreover, the debtors  do not have a look at commercial 

enterprise  ethics which make it hard to set up near bank-clientele relationship - a condition for a hit 

Islamic banking. Adverse choice has been one of the important impediments within the global of Islamic 

banking.  

 

Among the other disincentives from the borrower’s factor of view are the want to reveal his money 

owed to the financial institution if he were to borrow on the Profit Loss Sharing basis. However, many 

small-time businessmen do no longer maintain  any accounts, depart alone right bills. And big 

conglomerates do not like to disclose  their actual debts to anybody. The large lack of enterprise ethics 

among positive business community will be another primary  hurdle within the route of Islamic banking 

in India.  

The practices in use by means of the Islamic banks have evoked questions of morality. Some critics view 

Sukuk(Islamic Bond) as unIslamic in nature. Others criticize that financing through the purchase of 

client’s property with a buy-back settlement and sale of products to clients on a mark-up, worried the 

least threat and are closest to the antique interest-primarily based  operations. Bai’ mu’ajjal (sale with 

deferred payment) and Murabaha (cost-plus financing) are permitted inside the Sharia underneath 

certain conditions.What is being accomplished in many nations are fictitious deals which make sure a 

predetermined income to the financial institution without genuinely dealing in goods or sharing any real 

chance. This is towards the letter and spirit of Sharia . 

                                      THREATS :- 

Islamic banking could be a massive political issue. Certain parties would possibly abhor using the word 

“Islamic” and could time period it as anti-Indian. They may argue that the very concept of Sharia banking 

would go in opposition to the secular fabric of our country. We are already facing troubles touching on 

Muslim Personnel Law and trying to enforce Uniform Civil Code. Therefore, at this juncture, if we 

introduce Islamic banking in India, it will create more problems than fixing the issue. Moreover, it is able 

to bring financial segregation in the  economy. The compartmentalization of Sharia compliant and Non 

Sharia Compliant banking might be used by certain vested interest to communalize the finance sector  in 

India. Such questionably sane but  unquestionably dangerous trend ought to be prevented with full 

would possibly. 
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                       ISLAMIC BANKING IN INDIA :- 

Based on Islamic banking concepts Kerala sets the stage to begin first Islamic nonbanking finance 

employer (Al Barakah Financial Services Ltd) in India with the partnership of state authorities 

department (Kerala State Industrial Development Corp-KSIDC) after dismissal of petition filed by  

Subramanian Swami and RV Babu in High Court. Barakah could be a unique organisation with a certified 

share capital of Rs.1, 000 Crores and might carry out on the concepts of Islamic economic institutions. Al 

Barakah will now not perform as a financial institution and amplify loans but  make direct investments in 

infrastructure projects no longer connected with pork, alcohol and different non Halal products, after 

which income might be shared in the shape of dividends and now not an interest. 

Challenges for Islamic banking in India  

Regulatory framework: 

* Indian banking is governed via the following:  

Banking Regulation Act 1949, RBI Act 1934, and Cooperative Societies Act and Negotiable Instruments 

Act 1961. Many sections of the stated acts are in opposition  to the simple tenets of Islamic banking. For 

instance, price of hobby on deposits is mandatory as in keeping with segment 21 of the Banking 

Regulation Act; sections 5(b) and 5(c) specially prohibit investments primarily based on income and loss 

sharing; and section eight of the Banking Regulation Act1949 reads “No banking business enterprise 

shall directly or indirectly deal in buying or selling or bartering of goods.” This directly contradicts the 

Murabaha concept  of Islamic banking which lets in banks to enter into sale and buy agreements. 

* The hobby earned on constant deposits is challenge to TDS as consistent with the Income Tax Act1961, 

whereas the profit on Islamic banking deposits is dealt with  differently. 

 

DIFFICULTIES IN IMPLEMENTING ISLAMIC BANKING IN INDIA :-  

Indian banks have no revel in in the Islamic or Sharia banking. There are also plenty of complexities of 

Islamic finance. There are also numerous regulatory and supervisory demanding situations involved 

within the  matter. 

Because of the stern adherence to now not  paying or taking interest, Sharia banking will call for a 

complete overhaul of the banking regulatory system. 

There is also difficulty that India lacks good enough manpower trained in Sharia banking. 
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                                 CONCLUSION:- 

The present legal framework does no longer allow Islamic Banking. Only selective sports like fairness 

funding is possible, at the same time as change finance factors like taking name to goods is not possible. 

A lot of amendments need to be carried out in the widely wide-spread legal set up. Appropriate fashions 

need to be selected and applied to suit society’s diverse monetary needs. Islamic Bank of Britain, Islamic 

banks of Thailand, Singapore and USA can be glaring models for Indian bankers. The reputed home and 

international banks in conjunction with the collaboration of RBI ought to be involved in the technique of 

determining and imposing Islamic Banking products. 

The importance and relevance of Islamic banking in India within the context of “Financial Tsunami” that 

has taken region in recent times further complements the want of Sharia banking. Also the political 

parties want economic rationality to convince majority of electorate that Islamic banking isn't always 

being brought to please Muslim citizens however to honestly boost quicker and inclusive growth for the 

Indian economy. Obnoxious politics within the call of religion should be avoided. I personally trust to 

refer ‘Islamic Banking’ as ‘Interest Free Banking’ so that it could be looked via the broad monetary 

kaleidoscope and not a narrow spiritual prism. 

 

With most effective minor changes of their practices, Islamic banks can dispose of all their cumbersome 

and from time to time doubtful sorts of financing and offer a easy and efficient interest-free banking. 

Participatory financing is a completely unique feature of Islamic banking, and can provide accountable 

financing to socially and economically relevant development projects. This is an additional service that 

Islamic banks offer over and above the conventional services supplied through conventional commercial 

banks. Such a gadget will offer an effective banking system in which Muslims in India may additionally 

put money into pursuant to Islamic standards and the rest may have an opportunity to interest bearing 

conventional banking. Both structures can co-exist. Let the human beings of the most important 

democracy determine democratically which one they have to financial institution upon. The young 

sapling of Islamic banking need to be nurtured by way of the Government so that the country may also 

gain the gain of its fruit in the coming period. 
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