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Abstract

Bay Salam is a type of forward contract between two parties to sell or buy a
commodity set at agreed terms and conditions on a future date. The Bay Salam
contract is beneficial for both buyer and seller because the seller receives full payment
in advance while the buyer pays at a favourable price. Despite its benefits to farmers
and vendors, this mode of financing is widely available. Therefore, this article
aims to explore the concept of the Bay Salam contract and its potential application
in financing the agricultural sector in contemporary banking system. This research
adopts a qualitative approach by critically reviewing the literature and conducting
semi-structured interviews with seven financial and agricultural experts in Nigeria
using purposive sampling method. Findings show that Bay Salam is largely unpopular
in modern days due to high level of risk and management responsibilities required for
the financier. The novelty of this paper lies in the proposed model which combines the
concept of Bay Salam and Takaful.
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1. Introduction

Agriculture is facing various challenges in meeting global demand for food due to
growing world population and climate change. Notwithstanding increased political
support, financial support for farmers and agribusinesses remains limited especially in
developing countries. World Bank (2018) identified the constraints faced by financial
institutes as follow: 1) high transaction costs involved in reaching rural farmers; 2)
high risk; 3) inadequate instruments to manage risk; 4) lack of expertise in managing
agricultural loan portfolios; and 5) ineffective policies. Similarly, Sadler et al. (2016)
summarised three main barriers to lending: high transaction cost, inadequate enabling
environment, and agricultural risk. A closer examination of these challenges highlights
the risky nature of agricultural financing as it is subject to price volatility. Due to the
long-term nature of farming and the perishable nature of agricultural products, food
supply is unable adapt quickly (Sadler et al., 2016). In the case of overproduction,
farmers are forced to make substantial changes in pricing to sell their agricultural
products. Natural factors such as pests, diseases, and adverse weather conditions can
have huge impact on agricultural output. In addition to low production responsiveness,
macro-economic factors; namely oil prices and exchange rates, also affect food prices
(Tropea and Devuyst, 2016). A lack of policy support and high transaction cost also
discourage financiers from lending to farmers and also create barriers to financing
agriculture (Sadler et al., 2016). In short, agriculture financing has a low return on
investment and high risk.

Farmers and small agribusinesses in developing countries often experience difficulty in
accessing finance. Partly, this is due to their socio-economic status leading to them
being characterised as un-bankable people (Moh’d et al., 2017; Muneeza et al., 2011;
Saiti et al., 2018). Moreover, farmers are required to pledge collateral and prepare
feasible business plans when applying for funding (Cabannes, 2012; Moh’d et al.,
2017; Sadler et al., 2016). For urban farmers, it is quite difficult to translate ideas into
sound financial terms to enable bankers to approve funding (Cabannes, 2012). This
level of difficulty is greater in developing countries with low literacy rates. In turn,
financial institutions charge the applicants higher interest rates and there are punitive
responses to default (Cabannes, 2012) together with numerous banking restrictions
such as mandatory lending quotas (Sadler et al., 2016).

Taking these factors together, there is a need for an alternative agriculture financing
which is cost-effective and risk-resilient. One good example is Bay Salam (forward
sale agreement), an Islamic contract used to provide working capital to the finance
seeker on terms compliant with Shariah (or Islamic law). Unlike other types of forward
contract, in Bay Salam transactions full payment is made in advance, thereby allowing
farmers to purchase necessary tools and equipment. In return for the added risk of
advance payment, the buyer pays a favourable price for the commodity.

This paper explores the viability and feasibility of Bay Salam as an alternative mode of
agriculture financing. In the course of accomplishing the research aim, the underlying
concept and controversies revolving around Bay Salam will be discussed, together
with the agricultural insurance available in the market. The main focus is to identify
possible ways to mitigate risks incurred in agriculture financing and while at the same
time being in accordance with the rules of Shariah.

International Journal of Management and Applied Research, 2019, Vol. 6, No. 4

- 182 -



Proposed Secured Bay-Salam Model for Financing Agriculture by Islamic Banks

2. Islamic Finance and the Concept of Bay-Salam

At the core of Islamic finance is an understanding of the avoidance of riba (interest)
and gharar (uncertainty). Islamic law considers lending with interest payment as
exploitative and the practice of earning interest is prohibited under Islamic law. The
concept of gharar is of equal importance; under Islamic law, there are strict rules
against transactions that are risky, highly uncertain or contracts that are not drawn out
in clear terms. Under Islamic law, it is not permitted to sell a commodity which is not
in the possession of the seller and the commodity must exist at the time of signing the
contract. Bay Salam is a forward contract which is permitted as an exceptional case by
Prophet Muhammad (peace be upon him) and the later jurists (Zaman, 1991). The
rationale behind this was the difficulty faced by the farmers in securing finance
(Muneeza et al., 2011; Zaman, 1991).

According to Zaman (1991), the practice of Bay Salam was prevalent in Madinah even
before the advent of the Prophet Muhammad (peace be upon him). When asked for
guidance by his Madinan Companions, the Prophet approved it under certain
conditions. These conditions were further expanded by later jurists. These conditions
include the following:

* First, the buyer must pay full payment at the time of making the contract.

e Second, the commodity must not be in the nature of money.

e Third, the buyer must clearly define the quality and the quantity of the

commodity before a contract is made.
* Fourth, the time of delivery of the commodity must be specified.
e Fifth, the commodity must be readily available at the time of delivery.

Table 1 summarises the differences between Bay Salam and a typical forward contract.

Table 1: Differences between Forward Contract and Bay Salam

Forward contract Bay Salam contract
Payment Flexible; customisable Full payment
Time of payment  Deferred payment Advance payment
Commodity No restriction Restricted to agricultural
products, raw materials, and
fungible goods
Risk Shared by both parties Borne by the buyer alone

2.1. The Economic Significance of Bay Salam

To a great extent, Bay Salam serves the interest of farmers well, for three main
reasons: first, it eliminates the need for interest repayment; second, it allows the
farmer to cover daily expenses and purchase necessary raw materials and tools,
third, it eliminates risk in marketing and selling agricultural products (Zaman,
1991). The buyer, on the other hand, benefits from the low price of the commodity
(Kaleem and Wajib, 2009; Kaleem and Ahmad, 2010; Muneeza et al., 2011).

At the national level, Bay Salam would maintain a minimum level of production.
Bay Salam could be an effective means of stabilising market prices because resale
of the Bay Salam commodity before delivery is not permitted under Islamic law,
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thereby avoiding speculative price rises (Zaman, 1991). The principles of Islamic
finance place weight on investment in the real economy (Abdul-Baki and Uthman,
2017), suggesting that Islamic banking and finance is likely to prevent technical
speculations and economic bubbles.

Despite the economic significance of the Bay Salam contract, it is largely unpopular in
many countries, mainly due to its high risk nature from the financier’s perspective.

2.2. The Role of the Islamic Bank in Bay Salam Contract

Traditionally, the buyer (or financier) in a Bay Salam contract used to be a trader,
consumer, friend, or relative (Zaman, 1991). In modern times, however, the role of the
bank in Bay Salam transactions is quite complicated. Zaman (1991: 452) claims that
the “purchase of a commodity does not necessarily serve the interest of the bank nor is
it always a profitable proposition for it”. Besides transporting and storing the
commodity safely, the bank also needs to find buyers (Muneeza et al., 2011), which
goes above and beyond the duties and obligations of a typical bank. Moreover, the
bank “has to discharge a financial obligation of national economy” (Zaman, 1991:
450) if it offers Bay Salam contracts for farmers on a large scale. Kaleem and Wajib
(2009) suggest that parallel salam can eliminate the problem of dealing with a
commodity because it acts as an intermediary between buyer and seller, allowing the
bank to enter into two separate contracts: first with the seller (the farmer) and second
with the buyer (consumer or middleman). However, the bank bears the risk of non-
delivery if the farmer is unable to deliver the commodity on time and is thus liable for
breaching the second contract (Muneeza et al., 2011).

Despite the bank having the right to obtain collateral, guarantee or security from the
seller (Kaleem and Wajib, 2009; Kaleem and Ahmad, 2010; Muneeza et al., 2011), the
bank is exposed to a high degree of risk in the case of default. Unlike in forward
contracts where the risk of non-delivery is shared by both parties, the risk is borne by
the financier alone in the Bay Salam contract. Since full payment is made in advance,
the financier would bear any potential loss in the case of fluctuations in commodity
prices (Kaleem and Wajib, 2009; Kaleem and Ahmad, 2010; Saiti et al., 2018).

Because of the above mentioned reasons, Islamic financial institutions (IFIs) are
reluctant to adopt Bay Salam (Muneeza et al., 2011) and consider it to be the least
favoured mode of financing (Saiti et al., 2018).

3. Agricultural Insurance and the Concept of Takaful

Agricultural insurance is designed to cushion farmers against loss of crops due to
adverse weather or financial loss due to price volatility. Agricultural insurance is not
only limited to crops but is also applicable to livestock.

Despite agricultural insurance being a commercial activity, it is not uncommon to see
public intervention to helping farmers to safeguard their livestock and crops. In a study
of government support to agricultural insurance, two-thirds of the countries surveyed
were found to have public intervention in agricultural insurance whereby the
government provides premium subsidies to farmers and agribusinesses (Mahul and
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Stutley, 2010). The study was based on a survey conducted by World Bank in 2008,
aimed at analysing trends and developments in agricultural insurance programs in 65
countries. Mahul and Stutley (2010) also mentioned that there was a growth in public
sector insurance schemes between 1950s and 1980s; however, most of these schemes
were terminated due to poor management.

Agricultural insurance is compulsory for agricultural loans in developing countries
(Mahul and Stutley, 2010). However, the potential clients in the least developed
countries are mostly illiterate and thus may not aware of insurance; there are also other
barriers such as lack of affordability and limited access to insurance programmes (Htay
et al., 2015; Johnson et al., 2018; Mahul and Stutley, 2010). For many low-income
farmers, agricultural insurance is a low priority (Mahul and Stutley, 2010).

Much of the agricultural insurance available in the market is not Shariah compliant and
is thus inaccessible to Muslim pastoralists. Islam encourages its followers to anticipate
any possible negative occurrences and to take precautions to mitigate them (Mahmood,
1991). Takaful is a form of insurance based on Islamic law, which encourages mutual
assistance (Ali and Nisar, 2016; Htay et al., 2015; Mahmood, 1991; Maysami and
Williams, 2006). Instead of paying premiums as in conventional insurance, all
members in a Takaful arrangement contribute money to a common pool to guarantee
each other against damage or loss (Htay et al., 2015). The Takaful fund may be
invested in any Shariah compliant investments and any profit generated from the
investment will be credited back to the fund (Htay et al., 2015; Kassim, 2013;
Maysami and Williams, 2006). Any claims made by the members are paid out of the
Takaful fund (Ali and Nisar, 2016). In the event of a deficit in the Takaful pool, the
Takaful operator is obliged to ensure the solvency of the Takaful by providing an
interest-free loan, the loan to be repaid when the pool has a net surplus (Kassim, 2013).

There are a number of Takaful schemes covering agricultural products. Established in
1983, Shiekan Insurance and Reinsurance is the largest Takaful operator in Sudan; the
company provides a wide range of Takaful products, including agricultural insurance
launched in 2002 (Leading Edge, 2016). In 2014, a Kenyan Takaful company launched
Index-Based Livestock, a Shariah compliant index product that provides cover against
drought; however, two years after the launch, the company has been experiencing
similar operational challenges and pressures from investors to the conventional
insurance model (Johnson et al., 2018).

Htay et al. (2015) claimed that Takaful operators tend to offer products that are
affordable only to high- and middle-income groups, while the low-income group is
often uninsured and missing out on the benefits of Takaful. This is particularly
prominent in the least developed countries where a large percentage of the population
has no financial access.

To alleviate poverty, it is important to have financial programmes that are tailored to
the financial needs of low income households, especially farmers. Microfinance has
been proven effective in creating opportunities for self-employment (Jia et al., 2013)
and alleviating poverty (Manap et al., 2017). Equally, micro-insurance has received
growing attention from the industry experts (Mahul and Stutley, 2010), scholars (Htay
et al., 2015) and, most importantly, people in need (Gessesse, 2019). It is now time to
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progress further and consider alternative modes of financing that are in accordance
with the principles of Islamic law.

4. Shariah-Compliant Agriculture Financing

A number of scholars have proposed models of agriculture financing compliant with
Shariah law. Oladokun et al. (2015) proposed the Muzara’ah supply chain model as a
solution to meet the financial needs of farmers in Nigeria. Like most conventional
banking, agriculture financing in Nigeria involves high interest charges, collateral
requirement, and astringent terms and conditions. Under the proposed Muzara’ah
supply chain model, the financial institution acts as a partner, responsible for
coordinating operations in the supply chain, which includes transportation, storage,
marketing and sourcing. One major limitation to the proposed model lies in the heavy-
duty management responsibilities from the financier.

Muneeza et al. (2011) and Putri et al. (2019) proposed a Bay Salam hybrid model with
the use of the Wakala (agency) contract. Under this model the bank provides working
capital to the farmer. After the harvest, the bank appoints the farmer as an agent to sell
the crops and pays agency fees to the farmer. In this way, the bank is free from
managing operations in the supply chain and selling agricultural products. Arguably,
however, the return on investment is low and the agricultural risk is high in this model,
just as in conventional agriculture financing. In other words, there is little attraction for
the bank to adopt this model.

Kaleem and Wajid (2009) proposed three models for agriculture financing, these are:
agency, subsidiary, and the Musharakah model to mitigate potential risks. Unlike
Muneeza et al. (2011), the agency model proposed by Kaleem and Wajid (2009) places
no emphasis on the selection criteria for the agent. This means that the agent could be
anyone and is not limited to farmers. Moreover, the agent enters a contract with the
farmer at early stage. Under this arrangement, the bank bears less risk than in the Bay
Salam contract. Likewise, the bank carries less risk in the subsidiary model, when
compared to the Bay Salam contract. In the subsidiary model, a bank opens a
subsidiary which is in charge of all the operations of the supply chain and the sale of
agricultural products. In the Musharakah model, on the other hand, all parties are co-
owners of the joint asset or commodity on a pro-rata basis. After the harvest, the
farmer can purchase the share of the commodity from the bank according to the agreed
terms and conditions. In terms of serving the interest of the bank, these three models
are more viable in comparison with the Muzara’ah supply chain model (Oladokun et
al., 2015) and the Salam-Wakalah model (Muneeza et al., 2011). However, these
models may not serve the interests of the farmer well because the farmer still bears any
potential loss in the case of natural disaster and may not receive sufficient and timely
funding.

Saiti et al. (2018) proposed a Salam-based crowdfunding structure, which involves the
following parties: farmers, fund providers, a trustee, a crowdfunding operator, and
Shariah experts. In this mode of financing, all risks are shared among a group of
investors and a large sum of capital can be raised from the same group of investors.
The presence of Shariah experts is to ensure that all activities are compliant with
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Shariah and the trustee is responsible for selecting suitable products that match the
investment criteria. Similar to a conventional Bay Salam contract, the farmer receives
advance payment in full in a Salam-based crowdfunding. Nonetheless, the investors
are exposed to a high level of risk, and there is no means for them to mitigate risks of
non-delivery or fiduciary risk.

To sum up, the abovementioned models of agriculture financing have their own
limitations and may not be feasible in practice. This calls for a more viable mode of
Shariah-compliant agriculture financing.

5. Proposed Bay-Salam with Takaful Model

Based on a thorough review of existing literature, it is noted here that Shariah
compliant agriculture financing is not without limitations. For this reason, this paper
proposes a hybrid model which combines the concept of Bay Salam and Takaful, with
active involvement of farmers associations. The following steps show how the model
will work in practice:

Step 1: Farmers contribute to Takaful operator.

Step 2: Farmers’ association seeks financing from Islamic Financial Institution (IFT) on
behalf of the farmers.

Step 3: IFI finance farmers through the association, involving the farmers’ association
as guarantors.

Step 4: After the harvest, farmers supply commodities to IFI through the farmers’
association.

Step 5: IFI appoints the farmers’ association as agent to sell commodities.

Step 6: In the case of late and poor harvest, farmers seek indemnity under the
insurance policy, and the losses incurred by any Takaful participants of the pool will
be compensated.

Step 7: Takaful operator compensates the IFI in the case of late or poor harvest.

First of all, the farmers put an agreed amount of money into the Takaful fund, and this
allows farmers to mutually support, protect, and guarantee each other especially in the
case of financial losses.

Next, the farmers’ association represents farmers in negotiating a sensible financial
arrangement with the IFI. The IFI assesses the financial viability of the proposal made
by the farmers’ association, with the help from the agricultural expert in assessing the
technical aspects of the agriculture. Based on a careful analysis of productivity and
return on investment, IFI makes an offer to the farmers’ association. Acting as
guarantor, the farmers’ association reaches an agreement with the IFI, and specifies all
terms and conditions in Bay Salam contract.
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After signing the contract, the IFI makes full payment in advance in accordance with
the Bay Salam contract. Serving as a guarantor, the farmers’ association monitors crop
growth and provide supports to farmers if necessary. Additionally, the clusters of
farmers support each other to ensure on-time delivery and continued financing of
ongoing activities. The best case scenario is when the farmers are able to fulfil their
contractual obligations. At this stage, the farmers’ association also acts as an agent to
the IFI, for the purpose of transporting, storing and selling the commodities by
entering into an independent agency contract. The scope and nature of the agency
contract needs to be clearly stated.

In the worst case scenario, where the farmers suffer crop losses, the farmers can seek
indemnity under the insurance policy. The Takaful operator needs to investigate and
verify if the farmers actually suffer any loss. If the Takaful operator conclude that the
damage of loss is not caused by negligence, the farmers and IFI will be compensated.

The advantages of the proposed Bay-Salam with Takaful model are:

Firstly, it uses multiple risk management techniques, including risk-transfer and risk-
mitigation. While farmers transfer risk to the Takaful organisation and the IFI transfers
risks to an agent, the agent takes precautions to mitigate risk. The agent, in this model
refers to the farmers’ association, works very closely with the IFI and farmers and thus
the agent should be able to manage any problem as it arises.

Secondly, it promotes mutual support and cooperation among farmers. By putting
farmers into clusters, farmers no longer compete with each other but act as a group. In
this way, the farmers monitor each to ensure that commodities can be delivered on
time.

Thirdly, it encourages the farmers’ association to step out. In this model, farmers
association not only acts as a guarantor, but also an agent. The association represents
both farmers and the IFI at different stages thereby avoiding conflict of interest.

6. Methodology

This paper explores the viability of Bay Salam as an alternative mode of agriculture
financing. Semi-structured interviews with seven experts were conducted in Kano
State, Nigeria. Seven financial and agricultural experts were selected using the
purposive sampling method. According to Sandelowski (1995, p.179), the “logic and
power” of the various kinds of purposive sampling lie primarily in the quality of
information obtained per sampling unit, as opposed to their number per se. The
specific site and respondents were selected because they provided a wide spectrum of
backgrounds, ranging from an expert in Takaful to a manager who works in the
Islamic Bank, from the Director of Ministry of Agriculture to the Chairman of the
farmers’ association. The discussions with the industry experts helped to understand
the understanding of industry experts towards the use of Bay Salam as a way to
finance farmers. When analysing the data, thematic analysis was used due to the
exploratory nature of this paper.
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The researcher first seeks consent from the respondents by booking an appointment to
conduct the interview. Upon approval, a face-to-face semi-structured interview was
conducted with the experts in their offices. In addition, the interview was conducted
using a native language (Hausa). Initially, the interview questions were written in
English, an expert in translation translated the English version to Hausa through
backward translation. The responses were recorded by mp3 and tape recorder after
permission was gained from the respondents. The recorded interviews were replayed at
the venue of the interview to make sure that the recording could be heard clearly for
data analysis. The time frame of the interview was approximately one hour.

7. Results and Discussion

The demographic profile of the research participants is summarised in Table 2. All
respondents are male, and most of them hold executive and managerial positions.
Table 2 indicates that majority of the respondents have more than ten years of
experiences in their profession, and three of them have nearly thirty years of
experience. The table also shows that all respondents are well-educated, as all of them
attended higher education institutions.

Table 2: Demographic characteristics of respondents

Code Position Profession Years of experience Level of
Education

El Director of KNARDA Agriculture 25 years Degree

E2 Chairman of Agriculture 30 years Degree
farmers’ association

E3 Director of Agriculture 27 years Master
Ministry of Agriculture

E4 Zonal manager at Banking 30 years Master
Bank of Agriculture

ES Shariah manager at Islamic 13 years in traditional bank; Master
Stanbic IBTC Bank finance 7 years in Islamic bank

E6 Manager at Islamic 11 years in traditional bank; Master
Jaiz Bank finance 7 years in Islamic bank

E7 Shariah expert Takaful 15 years Master

The researchers coded the interview transcript into themes and sub-themes. One
dominant theme (risk mitigation) and six sub-themes were identified by the
researchers. These subthemes are: default risk reduction; production risk reduction;
post-harvest risk reduction; market risk reduction; price risk reduction; and mutual
guarantee provided by Takaful.

7.1. Bay Salam with Takaful model can minimise risk
All respondents agreed that the proposed model can minimise risk. As respondent five
(E5) put it:

...Risk is inevitable because the hand that receives profit will also
receive loss one time. Banking business by its nature is use[d] to this
kind of risk. But if you are adopting this model risk is minimise[d].
This is because everything is organised and involve[s] expert advice.
Therefore, experts know what crops are marketable and those that are
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not. The proportion of input require[d] by the farm is also known. The
banks will also purchase and pay [for] the inputs directly from the input
providers.

Similarly, E1, E7 and E6 stressed that the fear of financial institutions can be reduced
by the proposed model.

7.2. Default Risk Reduction

Except for respondent E2, all respondents agreed with the view that the proposed Bay
Salam model could help to reduce intentional and unintentional risk of default.
Intentional or not, default is a common problem faced by all financial institutions
which often discourages them to lend money to farmers. This statement is supported
by all interviewees. E1 also stated that the provision of Takaful serves as a cushion
against natural disaster. E4 added that farmers need to be educated about the economic
implications of default for both parties and reminded about default behaviour in the
eye of Allah. E7 commented that:

Eh! ...Of course there is going to be decrease in the number of risk
because don’t forget the default risk can be as a result of deliberate
attempt by the farmer or as a result of disaster. In any case both are
provided by the model because Takaful will take care of any loss that
arises as a result of natural disaster. Meanwhile the deliberate default
can be dealt with by given the financing through cooperative/Farmers
associations, these associations will give cover by serving as grantors
therefore the level of default risk will be reduce[d].

7.3. Production Risk Reduction
Respondents (E2, E3, E6 and E7) agreed with the view that the proposed model could
minimise production risk. According to E2 and E6, the involvement of experts is an
essential feature of the model which could mitigate the problem of low quality and
quantity. According to E7:
The proper way of curtailing the risk issues is to have [a] plan and
organize thing[s] as it is. You cannot use a land which is not meant for
planting rice and emphasized that rice must be planted. Everything
should be place[d] in order. Appropriate inputs should be used for
higher return to reduce the risks of low yield. For instance, you cannot
anticipate higher yield meanwhile you do not have qualitative and
standard seeds and fertilizer. Even the fertilizer, there are some plants
that require locally made fertilizer not factory made... There must be
the involvement of [an] expert in agriculture who will monitor the
management of the farm to achieve [the] desired objectives. Therefore,
as the model will provide expert[s] to impart technical skills and know-
how then for sure this will reduce the risk of poor quantity and quality.

This view was also shared by other research participants, with respondent three (E3)
stating that:

Insha Allah will help to reduce the level of risk, this is because the

expert have the skills and knowhow therefore they have to give their
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expert advice to farmers and farmers are expected to abide by the
professional advice of the expert. This is what is called; if your hand is
dirty you have to use both hands to wash for it to be clean. If this
method is adopted it will work. Of course it will reduce the production
risk because involvement of expert[s] leads to success, if their advice is
followed [it] leads to improvement of the produce.

7.4. Post-harvest Risk Reduction
Respondents (E1, E2, E7 and ES) agreed that the model, if implemented, can solve the
problem of post-harvest loss. E1 and E2 think that the farmers will no longer have the
problem of storage if the model is implemented. Respondent (E7) shared with the
researcher that:
This model can minimise risk of low yield due to post harvest which
emanated from the interrelated problem of storage and transportation,
harvesting and milling of crops. This is because storage and
transportation are necessary for proper delivery of crops into market
after harvest. Meanwhile [the] majority of farmers lack the required
resources to afford such amenities. But since financial institutions will
take care of this, it means the problem is minimised to the minimum.
The harvesting and milling will be rest to expert that has the adequate
techniques therefore the problem is also reduced.

Respondent (ES) shared his views regarding post-harvest risk and proper measures that

should be undertaken:
...from the banking side the part of risk they are concern about is from
the processors (post-harvest risk) that is the farmer ...... return the
crops to bank as promise but the processing firm will not process the
product well and therefore damaging the crops resulting in a low price.
In this instance, what I recommend ... is collateral from the processing
company in case if they did not process well the bank can withhold
their collateral. However, the processing equipment that the bank
finances for the processor also has to be insured and must have
collateral. Even if there is any calamity, it is hoped that there is [a] way
out through Takaful and this will also pave way for planning ahead.

7.5. Market Risk Reduction
Respondents (E1, E2, E3, E4, ES and E6) agreed that the proposed Bay Salam model
could reduce the marketing risk faced by the farmers. For E3, ES, and E6, the sale is
guaranteed and the farmers do not need to worry about selling and marketing their
crops. Respondent two (E2) declared that:

Apart from addressing pricing risk it will bring a ready-made market

for the farmer’s crop because already financial institutions will be

repaid in kind the issue of market risk is therefore reduce[d]. Thus, the

issue of poor access to market is already null, this is quite ok as [it] will

bring agricultural development... The repayment in kind will assist the

farmers immensely Alhamdulillah what does the farmers needs the
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crops for, he plants so as to sell and so he already gets the financial
institution to sale his crops.

7.6. Price Risk Reduction
Respondents (E1, E2, E3 and E4) agreed that the proposed model can minimise the
price risk. E1, E2 and E3 said that the issue of price fluctuations will be minimised
because this is taken into consideration in the agreement. In this regard E4 asserted
that:
The pricing issue which seriously affects farmer’s productivity is dealt
with by the model by considering fluctuations in prices and setting the
quantity to be supplied by the farmer in line with the price fluctuations
[which] will minimise price risk and exploitation of contracting parties.

7.7. Mutual Guarantee provided by Takaful
All respondents agreed that the Takaful feature of the model brings a lot of benefit to
the farmers. One agricultural expert (E1) noted that Takaful provide guarantees to
farmers through risk-sharing, and one financial expert (E4) commented that:
The model will reduce various risks in financing agriculture because
incorporating Takaful as a prerequisite condition for giving financing
to farmers...will provide guarantee to banks to offer all [the] required
financing facilities and hence increase access to finance to farmers.

Likewise, another financial expert (ES) explained the operational procedure of Takaful

and how it can provide guarantee cover to farmers. He stated that:
....the banks they have to look at the commodity that is marketable
with high demand that will command good price. So the challenge to
be encountered will be small. Because the model will be organised in
such a way that the agricultural expert should be involved who will
make sure that the farm is manage([d] appropriately and whatever input
the farm required is being provided to farm. Risk is inevitable, it can
occur but since there is Takaful cover and if the risk happen to many
farmers that the Takaful will not be able to cover the risk alone there
are giant re-Takaful firm outside the country that can help the Takaful
company. So if there is this kind of problem that re-Takaful company
can assist to ensure sustainability and continuity of the financing.
Therefore, the presence of Takaful in this model provides Risk
measures that will ensure sustainability and continuity of the financing.

8. Conclusion

The article explores the concept of Bay Salam and Takaful as financial tools to meet
the financial needs of farmers. This article also examines current models of Islamic
agriculture financing and the literature review shows that the existing Shariah
compliant agriculture financing modes are without limitations. Hence, this study
proposes a hybrid model of Bay Salam and Takaful, in addition to the active
participation of farmers associations and collective power. The main objectives of this
proposed model are to create efficient risk management strategies and financial
sustainability for both farmers and IFI.
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The significance of the proposed model is threefold:

First, it will help to encourage a collaborative spirit by building clusters of farmers. It
is a collaborative network which consists of a variety of farmers that are
geographically distributed but able to help each other when needed.

Second, it will help in reducing poverty and promote regional development. Given its
emphasis on cooperation and coordination, the model can be applied on the national
scale, thereby improving financial accessibility and fostering economic development.

Third, it will help IFI to accomplish and further the socio-economic goals of Islam
because the proposed model is a form of socially responsible investment for IFI. At the
macro level, the model could contribute to the real economy and transform many lives.

8.1. Limitations and suggestions for further research

To explore the perceptions of industry experts towards Bay Salam, this paper
interviewed seven financial and agricultural experts. One major limitation of this
research is its sample size. Future research could conduct statistical analysis to gain a
more complete picture regarding the views of industry experts about Bay Salam.

This article reviews current models of Shariah compliant agriculture financing and
discusses the potential of incorporating Takaful into Bay-Salam as a means to mitigate
risk in financing agriculture. The proposed model is restricted to farmers only, which
could be extended to other relevant sectors, such as fishery and poultry. A major
constraint of the proposed model is that, it has to reach critical mass to be impactful
and self-sustaining. At a minimum level, it should consist of a sufficient number of
farmers to form a collective power which puts them in a strategic position in making
financial arrangement with the IFI. A group of two farmers may not be able to create a
collective bargaining position.
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