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THERE is no leeway for Islamic bank customers to pay for penalty owing to the late 

payment that is attributed by cash inflow disturbance and out of ignorance. This phenomenon 
also extends to the Islamic home financing case when a customer is unable to service his 
monthly instalment on time ends up with late payment fee that adds up to his monthly 
instalment. 

The extra payment received by the bank, somewhat, is subject to debate – be it a revenue 
or a charity. On one hand, late payment charges (LPCs) need to be considered as the bank’s 
revenue owing to the clerical work that is relatively done to manage the customer’s account. 
On the one hand, the LPCs need to be deliberated as a charity fund to be channelled out to a 
charitable organisation. These two perspectives, however, lead to a muddle. The current write-
up is expected to close the gap. 

Thus, this week I draw your attention with respect to the penalty concept of Islamic home 
financing. I opt this product is because of two reasons: Reason #1 - Islamic home financing 
provides a credit financing for millennials’ mortgage that accelerates homeownership among 
them while they are young. Reason #2 - Islamic home financing has a competitive pricing 
mechanism that composes of fixed rate and variable rate of financing. The latter has a capped 
principle that protects customers’monthly payment and the bank’s level of profit earned each 
month, making it more outweigh than its conventional peer. 

Three questions are answered. Question #1 -- What are pricing elements incorporated in 
the LPCs? Question #2 -- Do LPCs allow in Islam banks? Question #3 -- How does the LPCs 
compute for Islamic home financing? 

In the context of penalty, customers are of two types. First, one who has a capacity to pay 
on time but neglecting out of ignorance. Second, one who has a capacity to pay but not on time 
owing to the external reasons (e.g. late salary payment and emergency). 

The concept of late payment charge can be found in a real life’s experience. For instance, 
one who returns a book after a due date borrowed from a library is subject to pay a 10 cent 
penalty each day until it is fully returned. My question is - Does 10 cent consider as riba? As 
you read through this article, you will get an idea to expound this case to your friends, at least. 

According to Bank Negara Malaysia(2012),theLPCsareoftwo components. The first 
component is better known as ta’widh (T) or termed as compensation while the second one is 
gharamah (G) or penalty. Both have a different repercussion to an Islamic bank’s accounting 
book. In the equation form, the LPCs equal to ta’widh and gharamah or LPC=T+G. In practice, 
ta’widh is treated by an Islamic bank as an income out of a deliberation it is an actual cost 
incurred in the debt collection, in which a maximum rate imposed is 1% p.a. on outstanding 
monthly instalment. Gharamah, on the other hand, should be considered as a charity in the 
bank’s accounting book. Shariah does not allow gharamah to be recognised as a source of 
income for the bank. Instead, any amount recognised under the gharamah account must be 
channelled out to a charitable organisation. In our case, however, it is Baitulmal. Why 
Baitulmal? A question to ponder. 

Hypothetically, Islamic banks that opt ta’widh alone is required to charge a maximum rate 
of 1% of the arrears amount. It is permissible to do so but without compounding effect. The 
banks may consider 1% as its revenue to off-set the actual expenses incurred in managing the 
delinquent account, in which the 1% charge is reviewed yearly by the Shariah committee. 



If Islamic banks opt the LPCs, gharamah is brought into play. Ta’widh is benefiting the 
banks while gharamah is not. Two are treated differently for a different purpose. As noted 
earlier, ta’widh isimposedtocoveradministration cost associated with the management of the 
customer’s account. Gharamah is imposed to penalise the delinquent customer and benefiting 
the charitable organisation. Gharamah must be monitored by Shariah committee. 

Charging the LPCs is also supported by the Hadith, the Prophet Muhammad (p.b.u.h) – 
‘Delay by a rich person (in payment of debt) is tyranny’ (AlBukhari 1982: 175). This means 
that those who have a capacity to repay but delay the debt repayment shall be subject to 
punishment in the form of LPCs in order to protect the maslahah of the community including 
Islamic banks. The Shariah Advisory Council (SAC) has resolved this issue at least three times 
to decide the LPCs that include ta’widh and gharamah are permissible where three conditions 
matter. One of them is ta’widh may be charged on late payment of financial obligations 
emanated from exchange contracts (i.e. sale and lease) and qard. 

In order to understand further, I provide an example on how the LPCs are computed, say 
the product is tawarruq home financing. Some details are provided: Cost price=RM180,000; 
Selling price=RM236,890; Monthly instalment=RM1,737; Profit rate=10%; and Duration=20 
years. 

Given the above details, what are the ta’widh and gharamah amounts? Assume the bank 
imposes a zero down payment and the customer fails to pay monthly instalment for April 2010. 
In this case, the LPCs are MYR13.56 (computed as MYR1,737 x 9.50% x 30/365). 9.50% is 
combined rate that is determined on a monthly basis from the payment due date. Ta’widh is 
MYR1.43 (computed as MYR1,737 x 1% x 30/365), hence MYR12.13 is gharamah (computed 
as MYR13.56 - MYR1.43). In this regard, MYR12.13 received is recorded in the notes to 
accounts as the source of fund to be channelled to a charitable organisation. On the other hand, 
MYR1.09 charged is recorded in the bank’s income as other income. 

In all, the impositions of ta’widh and gharamah are mixed-blessings. On one hand, the 
LPCs have a psychology value to persuade customers to pay their bill on time and being 
prioritised. This minimises a default risk. The customers are not only punished because of 
defaulting in payment but also when paying late. Moreover, the LPCs help banks to compensate 
the extra works extended due to actual loss suffered by the banks. On the other hand, the LPCs 
have created a fallacy to some people by claiming them as similar to penalty as found at 
conventional banks. Overtly they are different. To end, it is critical for the banks to 
communicate their LPCs’ policies plainly to their customers for better understanding that leads 
to their enhanced preference and taste for Islamic mortgage, at least. 
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