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 The project development can be carried out based on various types of procurement 
contracts. Discussions and comparison of conventional procurement contracts as it is 
being presently practiced in Malaysia propose that there is a need for an enhancement 
in this sector. A comprehensive study of the Islamic procurement contract could endow 
with a significant solution to the various subjects that face the industry.  Examples from 
the aspect of the Islamic Muamalat contract practiced in the banking and insurance 
sector in Malaysia, indicates the option for the building sector to move from the 
existing conventional contract to an Islamic contract in order to bring about the 
upgrading and sustainable industry practices. Though, the development of the Islamic 
Muamalat contract requires a major smart revolution and willingness of all parties in 
the industry. Thus, this paper discusses the potential of the construction industry in 
Malaysia moving from conventional to Islamic Muamalat procurement practice for an 
expansion in the industry. 
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INTRODUCTION 

         
 Commonly, contract can be defined as a provision and a balanced allocation between responsibilities, 
rewards, and risks [1]. Gould [2] defined procurement contract as an agreement between two or more parties 
who agree to provide goods or services. Procurement contract differs in the determination of payment for the 
involved parties [3].  
 In should be pointed out that the procurement of manufactured goods is clear-cut, while that of buildings or 
construction projects requires different procurement contracts depending on each task type, monetary value, and 
complexity. In every development project, the construction stage is the most critical because it realizes the 
actual building from a blueprint. Each building construction is unique and involves various parties. The contract 
signed before construction is subject to changes due to the inability of clients and consultants to foresee project 
suitability and buildability. Among the project uncertainties are design changes, design failures proven during 
construction, unanticipated site, unforeseen environmental conditions, and changes in government regulations 
[4]. These changes could disrupt the main construction schedule and affect the earlier contract signed between 
the main contractor, supplier, and sub-contractor. If the contractor was given a certain date of completion during 
the earlier stage, the changes will certainly have a domino effect throughout the completion of the project 
because each of the construction activities is highly correlated. 
 Fixed price (FP) is the most dominant contract used for public-sector projects in the industry, but the need 
to use cost plus (CP) contracts remains while incentive contracts are increasingly being employed [4,5,6]. 
However, most private-sector practices are also governed by public procurement contract. The FP contract is 
dominant in the Malaysian construction industry based on the prevalent use of traditional and design-and-build 
procurement systems. However, the use of FP contract has brought several problems to the industry [7]; [8]; and 
[9]. This paper discusses the move from conventional contract practices to an Islamic Muamalat contract in the 
construction industry in Malaysia. 
 
Literature review: 
(i) FP  Contract: 
 Bajeri and Tadeli [4] defined FP contract as the action of buyers to offer a seller a pre-specific price for the 
completion of the project. The client agrees to the terms and contract signed and their representative has no 
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control on the costs, detail methods, programming, and expenditures. The contractor enters a risky involvement 
because they must construct the building with the price agreed in advance [1]. Ordinarily, this contract tends to 
be awarded by competitive bidding. When a public or private agency decides to procure goods or services, they 
look for the lowest tender and use their bargaining power. Manelli and Vincent [10] argue that even if the 
benefits of the selection of the lowest tender has been generally agreed upon by economists because of 
competition, the quality, which is guided by inefficient and incomplete contracts, enables the other party to 
maximize the profit.  

 

(ii) CP contract: 

 Bajeri and Tadeli [4] defined CP contract as the price reimbursement for the actual cost of the contractor 

plus a stipulated fee. In actual practice, the employer pays the contractor for the actual costs of work in addition 

to a management fee, which includes the overhead charges, supervision costs, and profit of the contractor. Based 

on the contract, the contractor agrees that all his expenditure of labour and materials, among others, will be met 

by the client, and the contractor will only charge a fee on an agreed basis [5]. Turner [1] justifies that this 

contract will be used when the sum of the contract is derived based on actual costs of labor, plants, and materials 

used in the work, in addition to an agreed allowance for overheads and profit. Usually, the customer agrees to 

reimburse the contractor in full.   

 

From conventional procurement contract to Islamic approach: 

 Jaafar [11] identifies the following rationales on shifting from conventional to Islamic contract in the 

construction industry: 

i. The Islamic law of contract has been widely used in banking and insurance sector in Malaysia. The 

Malaysian Islamic finance industry has been in existence for over 30 years under the enactment of the Islamic 

Banking Act of 1983.  

ii. In Islamic principle, the contract is the core of the Islamic Shariah. The contract must be free from riba, 

gharar or uncertainty, any gambling element, deception and other unethical issues, danger, unfairness, and must 

be based on mutual consent. The local construction industry is based on a conventional procurement system 

where the practiced contract is solely guided by Western philosophy.  

iii. Contracts emerged from the British colonial period wherein the local construction industry used the FP 

contract, which is embedded in the dominant procurement system. High dispute originated from the 

arrangement together with contract manipulation and the demand for a more serious, genuine, and pure contract 

to safeguard all the parties affected.  

 

Methodology of the concept of contract with Islamic law: 

 With reference to the Committee of Islamic Fiqh, the al-Muqawalah contract is a contract wherein only one 

of the contracting parties agree to manufacture a product or conduct work that is equal to the payment promised 

by the other party. Fiqh scholars refer to this contract as al-Istisna' (manufacturing contract). The act of the 

contractor to advance the work in this contract is referred to by Fiqh scholars as al-Ijarah (lease) on the work 

[Resolution No. 129 (14/3) on The Council of the International Committee of Islamic Fiqh of the Organisation 

of Islamic Conference, 2003]. 

 

 (i) Al-Istisna’ contract:  

 In Arabic, the term Istisna' means making, manufacturing, or constructing a product. An Istisna' contract is 

therefore defined as “a contract with a manufacturer to make something as demanded by the client using his 

own materials...” [12] In other words, it is a contract of sale of specified items to be manufactured or constructed 

with an obligation on the part of the manufacturer or contractor to be delivered to the customer upon completion 

[13]and [14]. Nevertheless, to ascertain the validity of Istisna', the price must be determined with the consent of 

the parties and necessary specification of the commodity (intended to be manufactured) should be fully resolved 

between them. The Istisna' contract creates a moral obligation on the manufacturer to produce the goods, but 

before they begin the work, any of the parties may cancel the contract after giving a notice to other parties [15] 

cited in [16].  

 

(ii) Al-Ijarah contract: 

 “Al-Ijarah” is a term in Islamic Fiqh. Lexically, it means “to give something on rent.” In Islamic 

jurisprudence, the term “Al-Ijarah” means “to employ the services of a person on wages given to him as a 

consideration for his hired services.” The employer is called musta’jir and the employee is called ajir. This type 

of Ijarah includes every transaction in which the service of a person is hired by somebody else. Al-Ijarah is a 

contract in which the contractor performs a certain work only with the materials to be supplied by the customer. 

The administration and the supervision are done by the other contracting party who is the owner of the project. 

In this contract, the project owner is the one who provides the materials, whereas the contractor only owes them 
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duty to use the materials in performing the work in accordance with specifications [17]; cited in [18]. According 

to [18] in Al-Ijarah construction contract, the contractor is not liable to any loss of materials because these were 

not kept under their custody. More importantly, the contractor in Al-Ijarah contract does not buy the raw 

materials.  

 

Discussion: 

 The Western approach on contracts specified by [5] and [1] has a similar background and concept as that of 

the Islamic law of contract. However, the “FP” or “al-Istisna” contract poses a high risk to contractors, whereas 

the cost reimbursement or “al-Ijarah” contract places a high risk on the client. 

 A large number of projects in the Malaysian construction industry today practice the “FP” or “al-Istisna” 

contract. In a typical scenario for public projects, the primary contractor can earn up to a 10% profit (depending 

on the type of negotiation with the client), allowing them to further subcontract the project to subcontractors. In 

most cases, the multilayered subcontracting practiced in the industry resulted in a large number of disputes and 

problems, including unfair and delayed payments to the subcontractor. These issues seem to pose a major effect 

on the operations of contractors and subcontractors and are strongly linked to the high rate of business failure in 

the industry. 

 In contrast, “cost plus“ or “al-Ijarah“ contract only allows contractors to be paid based on their work, with 

an acceptable allowance for profit and attendance in the case of direct sub-labour. For large projects, the 

management contract system allows the involvement of professional advisors to manage all suppliers and expert 

subcontractors who are hired for a particular project and who do the work based on their specialties. This type of 

contract does not allow the hiring of an inexpert management contractor and the utilization of multilayered 

subcontracting. This practice will enhance the advancement of the construction industry in terms of skillful 

workers, higher expertise of subcontractors and also minimize related unallowable practices to enhance fairness, 

which also benefits all industry players.  

 

Conclusion: 

 Considering the negative issues such as corruption, integrity and low quality, delay, and cost uncertainty, 

revisiting the procurement contract applied in the construction industry is a timely concern. Based on the 

definition of the agreement of two parties, the transparent contract will help address the industry problems. The 

construction industry may also borrow a leaf from the successful practice of the Islamic procurement in the 

banking and insurance sectors. One approach is to create a respective body and employ an expert in Islamic 

Muamalat to work with industry participants in developing Muamalt contracts. This action will enhance the 

future development of construction industry towards the trustworthiness, integrity, and sustainability of various 

stakeholders. However, the growth of Islamic contract for better industry practice may require a long time and 

willingness of both government and the industry participants.  

 

REFERENCES 

 
[1] Turner, A.E., 1990.  Building procurement: Macmillan Education. 

[2] Gould, F.E., 1997. Managing the construction process: estimating, scheduling, and project control: Prentice 

Hall Upper Saddle River, NJ. 

[3] Kumaraswamy, M.M. and S. M. Dissanayaka, 1998 "Linking procurement systems to project priorities," 

Building Research & Information, 26: 223-238. 

[4] Bajari, P. and S. Tadelis, 2001. "Incentives versus transaction costs: A theory of procurement contracts," 

RAND Journal of Economics, 387-407. 

[5] Ferry, D.J., 1972. Cost Planning of Buildings: Granada Publishing, Great Britain.  

[6] McAfee, R.P. and J. McMillan, 1986. "Bidding for contracts: a principal-agent analysis," The RAND 

Journal of Economics, 326-338. 

[7] Mohamad, K., 2004.  "PMC is the source of the problem, not JKR," Utusan Malaysia, 14. 

[8] Jaafar, M. and A.A. Aziz, 2009. "Procurement reform in public sector governance: A timely necessity," The 

Malaysian Surveyor, 44: 25-29,. 

[9] Ibrahim, A.R.B., 2010. "An investigation of the status of the Malaysian construction industry," 

Benchmarking: An International Journal, 17: 294-308. 

[10] Manelli, A.M. and D.R. Vincent, 1995. "Optimal procurement mechanisms," Econometrica: Journal of the 

Econometric Society, 591-620. 

[11] Jaafar, M., 2011. "islamic principle of contract: developing a new approach in the construction industry," 

presented at the Proceeding of the Quantity Surveying International Convention,, Penang, Malaysia. 

[12] Al-Amine, M.A.B.M., 2001.  "Iistisnāʿ (manufacturing contract) in Islamic Banking and Finance: The Law 

and Practice," ed: AS Nordin. Kuala Lumpur. Malaysia. 



130                                      Mastura Jaafar and Saieed Mohamed A Abdelsalam, 2015 

Advances in Environmental Biology, 9(5) April 2015, Pages: 127-130 

[13] Akhtarzaite, A., 2006.  "Istisna’contract as an instrument in modern Islamic financing," in Proceedings 

National Seminar in Islamic Banking and Finance. 

[14] Rashid, K.U.A.,  2009. "shari’ah compliant contract: a new paradigm in multi-national joint venture for 

construction works," Joint ventures in construction, 1103. 

[15] Abdin, I., 1987. "Hashiyat (radd al-muhtar ala al-durr al-mukhtar)," Dar Ihiya’al-Turath al-Arabi, Beirut. 

[16] Taqī  ʻUs̲mānī, M., 1998.  An introduction to Islamic finance: Arham Shamsi. 

[17] Husein, A.T.M., 2006. Uqud al-munaqasat fi al-fiqh Islami: Jordan:dar al-nafais. 

[18] Ahmad, M.U., 2008. "Dischargeability and frustration with special reference to construction contract 

formation," presented at the Proceedings National conference in shari'ah compliant construction contract 

international Islamic university Malaysia. 


