CHAPTER TWO
AN OVERVIEW OF ISLAMIC BANKING IN MALAYSIY-

2.1 Introduction s )

The principles, operations, and activities of the Islamic bankin em are all
patterned on the Shari’a law. Islamic banks have spread in m slim and non-
Muslim countries, which has attracted several researcherchholars from all
aspects, including religious, social, and political fields. i

banI's have become
rohibi io}me ? erest, and
represent the financial market and the banking sectorfrom the supply*8ide, qu%eir
huge financial surpluses, or from the demand %cor;u er n‘%ag;iﬁl and
banking services.

| SIS
The Islamic banking industry has intr d@de i

channels of Islamic investment packa such as rabar@, Musharaka and

Mudharabah, to the possibility of c%ing bank ger @\via new methods that
are far from the loan process ic bdfiks a po@ in the comprehensive
development process by attracﬁ* ds for variots finﬂ%ﬁl activities.

X~ S
Islamic countries are c by cg; in o‘y|3| In Islamic law that discredits the
0 over

benefits of banking

practical alterna@pre

oriented convtw 7ks‘ | %O

increasingly popular as more Muslims believe in

ing saxings into various

@,

N
d univ rsa.lébceptance as they are now looked upon as viable
b

alternative banking systems. Mo@;ﬁan 300 Islamic financial institutions can be found

Islamic ban ve g}i

in Mo n 75 countries Wor‘l'gwide, with Bahrain and Malaysia as their central hubs

(% d Ahmad, 2012).
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2.2 Why Islamic Banking?

The dealing in riba is the basis upon which the conventional banks o

avoiding riba in financial dealings is the most important justification fort

banks to function, and further attract the Muslim masses. Islamlc is the
banking activity that is consistent with the principles of Shari’a la ts practical
application. Shari’a prohibits the acceptance of interest (rlba r usugy) for money-

loaning. Islam prohibits interest but allows profit. Muslim sc olars ree that in Islam
the prohibition of riba is total and absolute. The verdict es no distinction between

usury and interest, between its simple and compound , betw r,pro ctive and
unproductive loans, or for that matter between maoney commo

(Hasan, 2008). The prohibition of riba is reveal@ Quran an slap‘)@ed in

several revelations *.

The first revelation is in Surah ar-Ruum, WW Il

F
o
E:

MMJE&‘&JUJLJJDLSJ&?.\.\J‘ }.,I

(,) \
o (AL uran&Ruum 30: 39)

The Meaning of this verse: TN chy tfo %‘Fease through the property
of (other) people, will hav ncreas AII ut that which ye lay out for
charity, seeking the C ce of lah \y I inerease): it is these who will get a
recompense multi I l

-leaeJ en Allah Subhanahu wa ta'ala dictates:

The second rev: %s
' 3

4
e i ;MAB#'\/;'%?;‘;nguuumfyhuﬁbmwmwgu

Uall Uae g G s\&1 GBS T 5 JIallly el 015l 26875
A R
\ (Al- Quran. An-Nisaa 4: 160-161)
eaning of this verse: For the iniquity of the Jews We made unlawful for them
Otam (foods) good and wholesome which had been lawful for them- in that they

! All Quranic translations in this writing are based on Abdullah Yusuf Ali. 2009. The Holy
Qur'an, Text and translation.
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hindered many from Allah’'s Way- That they took usury, though they were forbidden;
and that they devoured men's substance wrongfully- we have prepared fo?ge

among them who reject faith a grievous punishment. \

&AL a&ET 1,80 5 e tiad Bl W \jﬁu%g,ﬁj\gjg

The third revelation is in Surah Ali Imran, Allah Subhanahu wa ta'ala

N

| S

The fourth revelation is in Surah al-Bagarah, Allah Subhanafu _‘wata‘ala says:

N
d\ij@;ﬁt&i@ﬂ\&&&jﬁ\ , }g@wﬁuwm
:f);\i}uhudﬂeg_utﬁﬂjé&syb .\c\h\%‘j )S\d.\AE.\M

\zdn\jg_,uqms\@wu,nm\dww °\®Jmuw3m‘;\

PR ARISR P M\\y %y b ,;{}sw\ eu\Jusdsg_m
Ne UOW Ge G s 535 al 1588 ﬂhte—' yﬁ-’% V5 aedle Jasi V5a ee—d)
Y a5l (a5 o808 25 ¢ 5 A ;‘y@;@éu‘-‘" u—m\ﬁe-usu‘

i 1A )u*ﬂ\“g\ulsub sl ¥ 5 ¢ sl
| 0 OJA’U

) \" Al :@fvln Al-Bagarah 2: 275-280)

The Meaning of ers T se devo ury will not stand except as stand one
whom the Ev y his touc hth ﬁah to madness. That is because they say:

“Trade is l ” but A ath er ztted trade and forbidden usury. Those who
after re recyo fr thelr d desist, shall be pardoned for the past; their
case i h (to judge); but e who repeat (The offence) are companions of the
F| WI|| abide therem‘(‘f%? ever). Allah will deprive usury of all blessings, but

W'?l increase for deeds of charity: For He loveth not creatures ungrateful and
ed. Those who believe, and do deeds of righteousness, and establish regular

Qayers and regular charity, will have their reward with their Lord: on them shall be
no fear, nor shall they grieve. O you who believe! Fear Allah, and give up what

remains of your demand for usury, if ye are indeed believers. If you do it not, take
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notice of war from Allah and His Messenger. But if ye turn back, ye shall have your

capital sums: Deal not unjustly, and ye shall not be dealt with unjustly. If thv
bywa

is in a difficulty, grant him time till it is easy for him to repay. But if ye remitui y

of charity, that is best for you if ye only knew. : 0)

The above verses strongly prohibit banks or Muslims from taking rwterest). The

principle is that any profit that banks seek to gain from taking an_interest is prohibited.

Thus, Islamic financial products and services are offered by Isla banks based on

various Islamic concepts such as Mudarabah, Musharaka,gurgahah Bai Bithamam
i na

Ajil to be a range of alternatives for loans and interest- iLI packages.

@ \Y-.
| S
2.3 Definition of Islamic Banking Y. \" \/Y‘
[ jon wh e of aetjvities includes

Islamic bank is a deposit-based banking N
cl::ang and@ding on the basis

all currently known banking activities,
of interest. On the liability side, it jmobilizes \ds\Q d rKMydharabah and other
Islamic operations. It can also agt ama{.l eposits' which, are treated as interest-

free loans from the clients ofxnk andwwhic ré‘g teed. On the asset side, it
lo i

advances funds on a profit sharifng or nanc'nﬁasis, in accordance with the
Shari’a (Islamic law). pla%:rolei

time deposits, usually% inv%‘ epf)aff, as well as commodity and asset
trading that const'&S intel;ral of Isjamlc banking operations (Al-Jarhi and
Igbal, 2001). Manaseer

efin amic bank as a company which main
business is to%ze nds
(entrepren%it IS arganize
supply'w initid] tal.
repr, tives on the board o@ctors.

N

amic bank operates in accordance with Shari’a law and is guided by Islamic

conomic principles. In particular, the Islamic law prohibits the collection and
yment of interests (usury) on the loans and deposits of the bank (Fatai, 2012).

fanj vps@u manager for the owners of the

ave‘@and supply these funds to businesspersons

asga.joint stock company with the shareholders
Ité\ managed by the shareholders through their
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2.4 History and Development of Islamic Banking in Malaysia

Malaysia has emerged as the first country to implement a dual banking sys%%ere
the Islamic banking system operates side-by-side with the conventio@j King
e

system (Yusoff, 2004). The dual financial system has proven to beg&
competitive and sophisticated Islamic financial products have been i uced into the

S more

Islamic banking industry, and have gained popularity and eyen preferred by the
customers (Muda & Jalil 2007). The Malaysian model has b emnized by many
ies flave shown interest in
were atolal ofgseventeen
ic b th Q{..the

Malaysian Islamic financial system which has very rapi Iy’ a_@}those
% 4

Islamic countries as the model of the future and many cou
adopting this system (Mokhtar et al., 2006). In 2010,

Islamic banking institutions (see Table 2.1). These Isl

subsequently names Malaysia the center for Islamic banking. »

N\

ed ba@iz; 1963 when
was. gstablished by the
in& the local Muslims

jj-~Tabung Haji utilizes
Mudharabah (profit and loss , Mus%arak int @ure) and ljara (leasing)
modes of financing for inv&ﬁe guidénce of the National Fatwa

t
: : N y
Committee of Malaysz Bayo? the exper les f%{bung Haji, the government of

Malaysia then introdu ell-coordinat ?”Qé ematic process of implementing

the Islamic financi INQtem (I\f al.’;§)6). Furthermore, to this end, the first

call for a separat mic W ade 980, in a seminar held at the National

N
University otMysi. #ahe }rlic'u%#é passed a resolution requesting the
Y

a speciahla for@setting up of an Islamic bank in the country.
Responding, to%he ref

governme
go ment had found a National Steering Committee

in 198140 study legal, religiouscssng-operational aspects of the setting up of an Islamic
ba N

%rder to pave the way for this financial turning point, (the Islamic Banking Act
3) was gazetted and had been brought into effect on 7 April 1983. This Act

outlines the rules which must conform to Islamic banks that wish to operate in

Malaysia, as well as entrusting the powers of the Central Bank of Malaysia in
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supervising and regulating Islamic banks in Malaysia. At the same time, the
government also passed the Government Investment Act 1983 to empo

Government to issue Government Investment certificates based on Shari’a

N’Q' le
(Haron and Azami, 2009). O)

The first Islamic bank to operate in Malaysia was Bank Islam sia Berhad
n March 1983 and

which had commenced operations on 1st July of the same yeaw. The important

S

(BIMB), which was incorporated under the companies Act 1965 o

underlying force that led to the establishment of this Isla in Malaysia was the

i, 2011). EIM offers the
products and services that have been available at conventional ba which._are

consistent with the Shari’a principles. BIMB also%bsidia es iC’l @tions

are based on the Shari’a principles. BIMB was li n the Mai Boarstc)f Kuala

(o)
Lumpur Stock Exchange on 17th January 1992 :%ron a \Aza\ 1, 2039)?/

The long-term objective of the Cer@ of wéw create Islamic
pa

banking system operations which are

- | el t%sg‘ the_\c ve-ntion:-;\I banking
system. A single Islamic bank (B esn sent hole financial system.
It requires a large number mge'blaye “a mﬂ%)range of products and

t Islami ney mﬁ&’et. Realizing the situation,
the Central Bank intro cethere Fre In@ﬁcheme (now replaced with the
Islamic Banking Sche% ) in I\‘&arch 99320 e scheme allowed conventional
banking institution k&ffer Islr \D'an ing 6d0cts and services using their existing
irstaff bra :

oy

a{sia(.(']} M) launched a scheme known as “Interest-

\ p
In March 19 %\k Negar
i i

1
cen?”T u ’Q&

free Ba
offer Islamig/banking p du&s gq’mervices. The pilot phase of this scheme involved
the argest commercial ‘bcq'aks in Malaysia and the second phase involved ten

elimination of interest-oriented riba (Abdul Hamid an

innovative instruments, and a

infrastructure, in ing the

scheme, financial institutions are allowed to

ancial institutions to join the scheme.

Q ctober 1996, the BNM issued a model of financial statement for the IBS banks
equiring them to disclose their Islamic banking operations (balance sheet and profit

and loss account) as an additional item under the notes to the accounts. In order to
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further strengthen the development of the Islamic banking system in Malaysia; the
BNM established the National Shari’a Advisory Council (NSAC) on Islamic i

and Takaful on 1 May 1997. The council is regarded as the highest Shari’{;ﬁ
on Islamic banking and Takaful businesses in the country. 0)

On 1* October 1999 the BNM issued a license for the second Mala Islamic bank
namely Bank Muamalat Malaysia Berhad. This second full-fledged Islamic bank was
established as a result of the merging between Bank BumiputEaMsia Berhad and

Bank of Commerce (M) Berhad.

l

In line with the aim to expand and liberate the Islamic ing dealaysia,
3
in 2004 the BNM approved the applications of thre full-fledged orfigrt mic

banks that were given the licenses to operate i aysia, fna el Kuwif?‘Finance
House, Al-Rajhi Banking & Investment Corpo?ﬂ'and w rtium by Qatar
Islamic Bank (Mokhtar et al., 2006).

k
Concurrent with the progressive libera ; of the Islamic ban@g industry and the
recommendations made under the e's\cial Se\\&Mst ,Q%’n (FSMP) to further

strengthen the institutional structu? thebanking insti ﬁ%ns participating in the
Islamic banking system, the N ad appreyed the ﬂﬁmic subsidiary structure to

replace the Islamic windo emi (1BS). Hen@the seven domestic banking
groups were allowed form their glan@lamic window into an Islamic
subsidiary within thgir respécti ‘ba& g groupsY However, this transformation was
not made mandat (ﬁavon @ 200%%
N
1 (O
Currently, th ¢ banKs Iaysbcomprise of domestic full-fledged Islamic

i
banks, for -fledged Islamic s and the Islamic banking subsidiary. There
ed d tic Islamic banks operating in Malaysia, Bank

are cu WO fuﬁ-
Islam&aysia Berhad and ,@1( Muamalat Malaysia Berhad. There are also six
f Mslamic banks and nine Islamic subsidiary banks (BNM, 2010).

N
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Table 2.1 List of Islamic Banks in Malaysia

Number Banks
1 Domestic Full-fledged Islamic banks: \z
1-1 Bank Islam Malaysia Berhad (’)
1-2 Bank Muamalat Malaysia Berhad
2 Domestic subsidiary Islamic banks:
2-1 RHB Islamic Bank Berhad
2-2 Hong Leong Islamic Banking Berhad ?
2-3 CIMB Islamic Bank Berhad \)
2-4 Amislamic Bank Berhad
2-5 Affin Islamic Bank Berhad Y.
2-6 EONCAP Islamic Bank Berhad '
2-7 Alliance Islamic Bank Berhad
2-8 Maybank Islamic Berhad .\d
2-9 Public Islamic Bank Berhad . N4
3 Foreign Full-fledged Islamic banKs; J _\‘-')
3-1 Kuwait Finance House (Mal Berhad

rp ratio Iaysi@@erhad

3-2 Al Rajhi Banking & Inves
4 Foreign subsidiary Islamicbanks:

4-1 Asian Finance Bank B d 0\ g
4-2 HSBC Amanah Malaysi rha <<
4-3 Standard Charter% Berhad O
4-4 OCBC Al-Amin Ban rh

ad\?' A'\

(Bank Negara Malaysia, 2012) >y -
7?3 é S
L7 %
riational |

In August 2006, the Malaysia Finﬁé‘rél Centre (MIFC) initiative

was launched. The main otwﬂ of te is @omote Malaysia as the major

hub for international inanc.g hro l;lsevail incentives designed to create
a conducive enviroament for \dug g Isldmit finance business in the country

(Haron and Azn&%. T |furt adv@ Malaysia as an international Islamic

financial cent NMI C promotion activities have focused on increasing foreign
i tr];

%

Malaysi amic(financial system including from the established

iddle East.

(]
[<}]

/
Z

Si
4
Ma Islamic finance a{&unues to grow rapidly, supported by a conducive
e went that is renowned for continuous product innovation, a diversity of

ancial institutions from across the world, a broad range of innovative Islamic
Qestment instruments, a comprehensive financial infrastructure and adopting global

egulatory and legal best practices. Malaysia has also placed a strong emphasis on

participatio
financia%& in E’r e ia a e

,q

human capital development, alongside the development of the Islamic financial
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industry to ensure the availability of Islamic finance talent. All of these value
propositions have transformed Malaysia into one of the most developed i
banking markets in the world (Khiyar, 2012). \

Despite the challenging economic environment, the continued expa ;lslamrc
finance has demonstrated its viability and resilience. The Malaysi Ybrmc banking
t

industry grew at a compound annual growth rate (CAGR) of 20.2% ' the period of

ached RM188 8 billion to

n n ncing segment,

During the same period, the total Islamic banking deposit

2005-2009 to reach RM 233.7 billion or 16.4% of total asse;i bankrng sector.

constitute 17.8% of total deposits in the banking sys
total Islamic financing amounted to RM135.0 billion represent “+¢:2% the
banking system’s total loans and financing (Kuw inance [Ho 10 P.1).

In year 2011, the total assets of the Malaysian Islamig,banking increased by% 1% to

RM 436.1 billion. Representing 23.7% of the toq asset \f‘t«hg ankrngvystem in the
country (Muhibat et al., 2013). c\) W 4&

In 2009, Bank Negara Malaysia continue QQ‘ Qear understanding

ontr@:
n o‘%

mic nce The initiative to
Sh: cts known as Shari’a

and consistent interpretation of S

develop a comprehensive ¢

Parameters achieved a maJoNest he ﬁ.& Shari’a Parameter on the
Murabahah Contract 1 ue 009. 7\1'he lr1

:'@ameter on Murabahah would

serve as a main source ence fgr the I‘am& ancial institutions in developing
Murabahah produc d serviges: Dec r 2009, 49.4% of Islamic contracts
were structured for ahah@mcluding Murabahah Purchase Ordered

and Al-Bai Bre Ajil. The b n‘gﬁs m&e’htly working on and aiming to finalise the
Shari’a Pa% for nanQQntracts on Jjarah, Mudharabah, Musharakah,
istisna’ diah J( inarmb Stability and Payment Systems Report, 2009,

61 \,Y.
S
63 slamic Banking Financing Modes in Malaysia

Malaysia has a full-fledged Islamic financial system that operates parallel to the

conventional financial system. With respect to products and services, there are more
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than forty different Islamic financial products and services that may be offered by the
banks based on various Islamic concepts such as Mudharabah, Mu :
Murabahah, Bai Bithamam Ajil, ljarah, Istisna and ljarah Thum

Chong and Liu (2009) define the instruments which the Malaysian Isla ks are
focusing on their investments as follows: -K

Musharaka (joint venture)

entrepreneur jointly contribute on the capital and man iness project. Any

Musharaka contracts are similar to joint venture agreements, nm a bank and an
a zs

profit and loss from the project are shared in a pr Ined ner The jomt

venture is an independent legal entity, and the bank ma mi ate t

gradually after a certain period, or upon the fqull@a certa |t|l)n

o Y‘
Mudharabah (profit-sharing) Y' \/
Mudharabah contracts are profit-sharing w prowdes the
entire capital needed to finance a pr ew the reﬁdes the expertise,

management and labour. The prof| fro e rq;\ both parties on a

pre-agreed (fixed ratio) basis, b ase e t e t&al loss is borne by the
bank. Both Mudharabah and aka have eme eqU|ty financing. The
Islamic bank, as a suppller nds, ventures with individual

i hibi l|n onventlonal banking system

customers. Such a rel p IS pr
(Abdus Samad et al., 2% '-

@

Murabahah (cost s)

Murabahah f| | r L@‘Or cost plus) principle, in which a bank is
authorized oods or o'méa? d the goods are resold to the customer at a
predete rlce P udes t orlglnal cost plus a negotiated profit margin.
This s typicall used'ln vﬁ"klng capital and trade financing.

i &’

] easmg)
h financing is similar to leasing. A bank buys an asset for a customer and then

Oses it to the customer for a certain period at a fixed rental charge. Shari’a (Islamic

aw) permits rental charges on property services, on the precondition that the lessor
(bank) retains the risk of asset ownership.
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Bai’ Bithaman Ajil (deferred payment sale)

Bai’ muajjal financing, which is a variant of murabahah (cost plus) finanei i
structured on the basis of a deferred payment sale, whereby the delivery oﬁg is
immediate, and the repayment of the price is deferred on an installmen (‘ﬁp-sum
basis. The price of the product is agreed upon at the time of the Q&d cannot

include any charge for deferring payments. This contract has been u house and

property financing. \)

Al-ljarah Thumma al-Bai’ (leasing and subsequently pur e)i
The Al-ljarah (leasing/renting) contract is followed -Bai ( r':has contract.

Under the first contract, the hirer leases the goods from théyowner at an-agreed rental
over a specified period. Upon the expiry of the leas riod, the hirer }nﬁ@ nto a
second contract to purchase the goods from the ownemat an agreed pgice. X

\ N
é\‘?

—X

Istisna (contract manufacturing)
Istisna contracts are based on the con %mmission rco <<Ct manufacturing,
%e '\L\QQ(?f future delivery at a pre-
a ufaé}ed goods, construction

determined price. It can be used ifsthe a%:' 0
. . 7} Q.
and infrastructure projects. \ A%
N
Through the use of riog Islami fin;cq @ZJ'{S such as ijarah (leasing),
, M

whereby a party undertakes to pro

har

Mudharabah (profit sharin partnership), financial institutions have a

great deal of fle m crealivi
products. Furthermorey by
genuine trade qgnes -rélat
investmen promotes
(BNM wmberfov.‘zm://
\ &

\owing table provides the types of Islamic financing in Malaysia:

$

d ch in the creation of Islamic finance

!ng t@éed for transactions to be supported by

|vitf€a Islamic banking sets a higher standard for

ar, accountability and risk  mitigation
b

nm.gov.my/index.php?ch=fs_mfs&pg=fs_mfs).


http://www.bnm.gov.my/index.php?ch=fs_mfs&pg=fs_mfs
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Table 2.2 Malaysian Islamic banking financing (2007-2010) RM Million
Financing
System 2007 (%) 2008 (%) 2009 (%) 201 0
0, 0, 0, 0,
Mudharabah 109  024% 314 0.3% 375 0.3% 2%
Musharaka 314  068% 804  0.77% 1875 1.4% 10 ) 2%
Bai E;'\tj?l""man 18478  40.06% 34308 32.97% 42732 322% 49140  32.8%
ljarah 1059  2.30% 2741  2.64% 4017 3% ? 4183 28%
ljarah Thumma
Al-Bai 11553 25.05% 31847 30.61% 38953  29. 41240  27.54%
Murabaha 8060  17.47% 15847 15.23% 230 23% 23330 15.58%
Istisna 804  1.74% 1384  133% 148 1% , 1463  0.98%
Others 5747  12.46% 16797 16.15% 1
Total financing 46126 100% 104044  100% 132

1
Source: Bank Negara Malaysia, 2007, 2008, 2009, 2010 ? ' _\(,}
4

The Islamic banks have made significant inro Malaysia total fihancing in

5,3%. \2? 18.10%
0% 52 _100%
X
ta&~

the Islamic banking sector amounts to R f the @‘of 2007, and

RM149.752 billion as of the end of ZK‘% data i abwave shown that,

Bai Bithaman Ajil constituted the largest Shar .8‘Vg he end of 2010, followed

by ljarah Thumma Al-Bai (27.5&!,@ e | a ccngrabahah (15.58%) at
[}

the end of 2010. “« Qs
v Ijj §

2.6 Conclusion N
o)
since the giving @Mivind of fika is fo@en in islam, which is is the most
atio i

important justi'\ for men ‘tQhQé Islamic banking in malaysia. today
Malaysian' is%bank g'sy
ights the develepment of islamic banking in Malaysia and how

Thus, thisQahighl
4

the IiE zation has lyf ch d the structure of the Islamic banking industry.

o

s ﬁ'&)f the most advanced in the Islamic world.

The
fi ing in Malaysia and find that the Malaysian Islamic banks use fixed rate of

ter also concerned\'ﬁ-n}’evaluating the instruments of Islamic banking

ng, because, they are overly dependent on Bai Bithamin Ajil financing, ljarah

Oumma Al-Bai and Murabahah.



