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Difference Between Conventional and Islamic Banking 

 Conventional Banking 
 

Islamic Banking 

Mode of 
Finance 

Conventional banks only have one mode of 
financing for its customers and that is ‘Loan’. 
 
Be it an individual customer, a business 
partnership or a corporate client. They all can 
avail an array of products with an underlying 
mode of debt only from a conventional bank. 
However, conventional banks have designed 
several products such as credit cards, running 
finance, car/house loans and long-term loan 
facility for different customer segments but all 
of them simplify to a loan advanced by a bank 
to its customer. 
 
For instance, a credit card is also a debt 
instrument, also a car lease finance translates 
into an accrued loan for any customer. 
 
Likewise, a registered partnership/ corporate 
customer avails both short-term and long-
term financing facilities. All of them are 
essentially outstanding loans to a company 
and they pay interest/mark-up to the bank on 
quarterly/annual basis. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Islamic banks primarily work upon three modes 
of finance, namely, rental arrangement (Ijarah), 
trade/ sale basis (Murabaha, Salam & Istisna) 
and partnerships (Mudarabah & Musharakah). 
 
Rental Basis (Ijarah):  
Ijarah or rental arrangement is where the 
usufruct of a durable asset (vehicle, Plant & 
Machinery) is leased out to a customer against a 
certain rental payment for a mutually agreed 
tenor. 
 
Trade/ Sale Basis:  
 
Murabaha:  
Murabaha, cost-plus financing, is a sale where 
bank (seller) discloses the cost and profit to the 
customer (buyer). 
 
In Murabaha contract, a client requests Islamic 
bank to purchase an item on his behalf. 
Complying with the client's request, the bank 
establishes a contract setting the cost and profit 
for the item, with repayment normally in 
installments. 
 
It is used for short-term trade, i.e. consumers 
use Murabaha when purchasing household 
appliances, cars, or real estate. Whereas, 
Businesses use Murabaha financing when 
purchasing machinery, equipment, or raw 
materials. 
 
Salam:  
Salam is a sale whereby the seller undertakes to 
supply some specific homogenous goods to the 
buyer at a future date in exchange of an advance 
price fully paid at spot. 
 
Salam is normally used to cater to cater Working 
Capital needs of Agriculture, manufacturers and 
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exporters of homogenous commodity that are 
easily available in the market. 
 
Istisna:  
In Istisna buyer places an order with the seller to 
manufacture certain specified asset and the sale 
is completed upon delivery of the asset to the 
buyer. 
 
Istisna is used for providing short term financing 
facility for transactions where customer is 
involved in manufacturing or construction. 
Under Istisna Financing transaction, the client 
manufactures goods for the Bank and upon 
delivery of the goods to the Bank, the client is 
appointed as Agent of Bank to sell those goods 
in the market. 

 Istisna is used by small, medium, 
commercial enterprises & corporate 
entities. as an alternative of conventional 
Running Finance and Cash Financing 
facilities. 

 The customer utilizes Istisna financing to 
meet their working capital requirements. 

Istisna as an alternative of conventional Running 
Finance and Cash Financing facilities. 
 
Partnership Modes: 
 
Musharakah:  
Musharakah is a partnership where partners 
share in the profit and losses of an enterprise. 
All the partners invest capital in a joint business 
and become owners of the business with their 
ratio of investment. 
 
They share profits as per agreed profit-sharing 
ratio and share loss as per investment ratios. 
 
It is used for home financing, project financing, 
trade financing, shares and equity products, 
Islamic funds and Musharakah Sukuk. 
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Diminishing Musharakah: 
Diminishing Musharakah is a combination of 
trade, rental and Musharakah contracts in which 
the customer and the bank where both invest 
jointly to own asset. Diminishing Musharakah is 
a form of ‘Musharakah’ in which the ownership 
of the asset is divided into units. The bank then 
leases its share of asset (units) to the customer 
against rental payments. In parallel, the 
customer periodically purchases the units under 
the ownership of the bank. Upon purchase of all 
the units, the customer becomes the sole owner 
of the asset. 
 
Running Musharakah: 
A Shariah compliant alternative to conventional 
running finance facility where bank and the 
customer enter into a Musharakah, based on 
Shirkat-ul-Aqd wherein the bank and the 
customer agree to (i) invest in the identified 
primary Operating Activities of the Customer’s 
business and (ii) participate in the profits/loss 
generated by the Musharakah in proportion to 
the agreed investment ratio. 
 
The customer utilizes Running Musharakah 
financing to meet their working capital 
requirements. 
 
Mudarabah:  
Mudarabah is a partnership of trust financing 
contract where one partner (Rab-ul-maal) gives 
money to another (Mudarib) for investing in 
Shariah compliant avenues and share the profits 
with customers as per profit sharing ratios 
agreed on monthly basis. 
 
Islamic banks operate all types of savings/ 
remunerative accounts and term deposits on 
Mudarabah basis.  
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Other Banking Mode: 
 
Wakalah:  
It is usually a paid agency contract, where a 
customer hires a particular service from an 
Islamic bank for a certain price. 
 
Wakalah is used in Islamic Finance, where a 
representative is appointed to undertake 
transactions on Islamic Bank’s behalf. 
 
Islamic Export Refinance Scheme (IERS): 
The IERS is a refinance scheme that SBP has 
developed to cater the requirements of the 
banks and exporters who wish to avail finances 
under Shariah compliant modes. Exporters can 
avail the scheme from participating Islamic 
Banks, if the exporter fulfills the criteria stated 
in the scheme for Musharakah Pool.  

 Conventional Banking Loan Contracts 
Characteristics:  
 
 No risk of underlying assets.  

 
 Income through Interest. 

 
 Late Payment charges on delayed 

payments and shall constitute bank’s 
income. 

Islamic Banks Financing Transactions 
Characteristics:  
 
 Islamic bank takes the risk of the asset. 

 
 Income is earned through sale or leasing 

contracts.  
 

 Share profit & bear Loss as the case may be. 
 

 In case of late payment or default by the 
client, there will be no penal charges. 
However, to instill a payment discipline, 
Bank is authorized to recover an amount at 
a predetermined percentage as compulsory 
contribution to Charity Fund constituted by 
the bank approved Shariah Board. This 
contribution to Charity Fund shall not 
constitute income of the bank.  
 

 The bank will deploy the funds collected as 
charity in only Shariah Compliant avenues. 
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Comparison between Modes of Finance 

 Conventional Banking Islamic Banking 
 

 

Running 
Finance/Working 
Capital Limits 

Loan/revolving credit facility. 
 
CashPlus - My Personal Loan: 
UBL CashPlus is a term loan 
financing product which is 
designed for salaried 
Individuals of companies 
maintaining payroll 
relationship with UBL. 
 
Address Home Loan Facility: 
A loan facility that enables 
customers to own, build and 
renovate a home with floating 
Markup Rate which is subject 
to annual revision from the 
time of loan booking. 
 
Drive: 
The relationship between the 
Bank and Customer is 
Debtor/Creditor based on the 
loan contract which generate 
the element of Interest/Riba. 
The client pays equity amount 
as down payment and Bank 
finance on remaining amount 
of the vehicle. The client will 
pay equal monthly 
installment to the Bank 
against the loan agreement. 
 
Credit Card: 
A credit card is a type of 
payment card in which 
charges are made against a 
line of credit instead of the 
account holder's cash 
deposits. When customer 
uses a credit card to make a 
purchase, that customer’s 

Ameen Murabaha 
Finance/ 
Ameen Salam/  
Ameen Istisna/ Ameen 
Running Musharkah 
 
 
 

The risk of conventional and 
Islamic bank varies significantly.  
 
Conventional banks risk only 
occurs if customer defaults and 
does not pay back the loan along 
the interest accrued. 
 
Islamic bank’s risk changes with 
the mode of financing, each mode 
has a different risk profile, and 
customer’s business nature also 
adds in Islamic bank’s risk of 
financing.  
 
For example, in trade modes like 
Murabaha, Islamic bank actually 
owns the asset(s) in the 
transaction and assumes all 
associated risks of the asset(s) 
before selling them to the 
customer. If asset(s) goes into total 
loss during the process of sale to 
customer, the loss will be borne by 
Islamic Bank. 
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account accrues a balance 
that must be paid off each 
month. 

LCs/Contracts/ 
Guarantees 

Credit warranty against a Fee 
(as per SOC) & mark-up on 
credit advanced 
 
Letter of Credit: 
A letter of credit is a 
document that guarantees 
the buyer’s payment to the 
sellers. It is Issued by a bank 
and ensures the timely and 
full payment to the seller. If 
the buyer is unable to make 
such a payment, the bank 
covers the full or the 
remaining amount on behalf 
of the buyer. A letter of credit 
is issued against a pledge of 
securities or cash. Banks 
typically collect a fee, i.e., a 
percentage of the 
size/amount of the letter of 
credit. 
 
Bank Guarantee Discounting: 
A letter of guarantee is a type 
of contract issued by a bank 
on behalf of a customer who 
has entered a contract to 
purchase goods from a 
supplier. 

Trade based mode: 
Murabaha 
 
Service based mode: 
Wakalah 
(As explained above) 

LC under Murabaha contract is a 
normal Murabaha sale which 
includes an LC from the bank. 
 
In service based modes both 
Islamic and conventional banks 
charge a fee against these non-
funded facilities. However, if 
conventional banks make 
payments on behalf of its 
customer, it charges interest to 
them on delayed payments to the 
bank. Islamic banks cannot charge 
interest, but they charge profit on 
credit sale of imported goods to 
the customer, as the import is 
made on risk of the bank in such 
case. (under bank’s ownership) 
 
 

Long-Term 
Finance 

A loan facility spread over 
year of tenor. 
 

Ameen Diminishing 
Musharakah(DM)/ 
Ameen Ijarah/Islamic 
Export Refinance 
Scheme 

Conventional banks provide loans 
to their customers and charge 
mark-up (interest quarterly) to 
their customers on the outstanding 
principle amount. Compounding of 
interest also takes place on annual 
basis.  
 
Whereas Diminishing Musharakah 
is a form of co-ownership in which 
two or more persons participate in 
joint ownership of a tangible asset 
in an agreed proportion. It is 
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agreed that one of the co-owners 
will purchase the share of the 
other co-owner in periodic 
installments, until the ownership 
of that tangible asset is completely 
transferred to the purchasing co-
owner. Along with the purchase of 
share, the (purchasing) co-owner 
will also make periodic rentals for 
the usage of other co-owner’s 
share in the asset. 
 
In Ijarah, an asset is bought on 
behalf of customer and its usufruct 
is leased out to the customer for a 
certain tenor, the bank remains 
owner of the asset throughout the 
tenor and receives monthly 
installments from customer. 
However, transfer of asset is done 
either by gifting (Hiba) the asset to 
the customer at the end of tenor, 
or by recognizing last installment/ 
security deposit of the customer as 
consideration for the sale of asset 
to the customer. 

 

Conceptual Differences  

 Conventional Islamic  Differences 
Lending & Borrowing 
Mechanism 

Conventional banks borrow 
funds from depositors on Qard 
and further advance money to 
customers on loan. Keeping a 
spread between rate of 
deposit and rate of lending, 
which is their profit margin. 

Islamic banks collect deposits 
on Qard in current account. 
Savings Accounts are based on 
Mudarabah.  
 
Qard is extended by the lender 
to a borrower on the basis of 
benevolence. It is a non-
commutative contract, as it 
involves a facility granted only 
for the sake of tabarru’ 
 
Mudarabah is a partnership of 
trust financing contract where 

Conventional banks collect 
funds on debt basis and 
advance money on debt basis, 
charging interest to customers, 
as their profit. Also, the return 
they give to depositors is Riba 
(Interest) as it’s a benefit on 
Qard (debt). 
 
Islamic banks collect funds 
either on Qard basis or on 
Mudarabah basis.  
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one partner (Rab-ul-maal) 
gives money to another 
(Mudarib) for investing in 
Shariah compliant avenues 
and share the profits with 
customers as per profit sharing 
ratios agreed on monthly 
basis. 
 
Islamic banks offer financing 
under three shariah modes 
mainly; Rental, Partnership 
and Trade. 

Offering returns/profits only 
on Mudarabah based 
accounts, as return on Qard is 
Riba (Interest), which is strictly 
forbidden in Islam. 

Treating 
Money/Currency as 
Commodity 

Conventional banks identify 
currency/money as 
commodity, thus they can 
trade or rent it and make profit 
of it. 

Islamic banks do not recognize 
money as commodity; 
therefore, they cannot sell 
money and rent money to 
make profits. Charging money 
over money in a debt contract 
is Interest (Riba). 

Conventional banks treat 
money as commodity, so they 
rent money for interest and 
sell money on interest. 
Islamic banks deem 
currency/money as a ‘mode of 
exchange’, thus Islamic banks 
do not sell/ rent money for 
profit. However, they may rent 
a fixed asset or sell a Shariah-
Compliant asset to customer 
for a profit. 

Risk Sharing Conventional banks only offer 
debt to customers; contract of 
debt does not have any risk 
other than risk of default by 
the borrower. 
Thus, they do not share any 
risk with their customers at all. 
All the financial risk is borne by 
the borrower i.e. the customer 

Islamic banks have 
participatory modes such as 
Musharakah and Mudarabah. 
Both are partnerships and by 
default that means sharing of 
profit as per agreed ratio and 
sharing of loss as per 
investment ratio. Thereby, 
Islamic banks do share risk 
with customers in such modes. 
In case of trade based modes 
like Murabaha, Salam and 
Istisna, Islamic banks bear the 
risk of the commodity before 
selling it to the customer. 
Similarly, in Ijarah based 
modes, the ownership of the 
asset truly lies with the bank as 
they bear any risk in case of 
complete loss. 

Conventional banks offer 
services on debt for both 
depositors and borrowers, so 
they do not share risk with any 
of the customers. Whereas, 
Islamic banks bear risks and 
share risks with their 
customers, both depositors 
and financed, as per the 
underlying participatory mode 
and their risk profile, 
respectively. 
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Late Payment 
Charges 

Conventional banks make 
significant portion of their net 
profits from late payment 
charges levied on their 
customers. Late payment is 
considerable income for all the 
banks and add to their 
profitability. Moreover, 
conventional banks do not 
waive off these charges in 
business as usual, as this 
compounds their interest 
amount and reaps more 
monetary benefit for the bank. 

Islamic banks only charge 
charity to discipline the clients 
from delaying payments from 
due dates.  
In addition, charity income 
does not add to Islamic bank’s 
profitability but collected and 
used for charity purposes. 

Late payment charges are 
conventional bank’s income 
and charity collected does not 
become part of Islamic bank’s 
income.  
 

 


