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ABSTRACT

Numerous studies have analyzed the criteria for choosing Islamic banks, but in mainstream
publications no analysis has been undertaken in the area of investment decision making on
Islamic bonds. This study examines the influence of socioeconomic characteristics on dealers’
risk attitude and analyses the criteria for Islamic bond selection. The overall sample consists of
54 Islamic bond dealers in Kuala Lumpur Financial District. The questionnaire survey was
conducted between 1 July and 30 August 2002. Both the log-linear and factor analysis are
employed as statistical procedures. None of the three-way and two-way interactions of log-
linear model can sufficiently explain the relationship between risk perceptions and dealers’
characteristics. These results confirm that the main effects of education and occupational status
influence the dealers’ perception of risk. The evidence on risk ranking mdicates that apart from

credit risk, liquidity and inflation risks are among the most important risks perceived by the

bond and fund managers. More importantly, it 1s found that the liquidity has a significant

impact on Islamic bond selection. Thus, there 1s a significant similarity in the bond selection
criteria with conventional bonds where liquidity 1s the most important factor in the investment

‘decision. However, another interesting finding from this study is that the religious factor is also

a major reason why bond managers choose Islamic debt securities.
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CHAPTER 1

PURPOSE AND PROBLEM STATEMENT

1.1 INTRODUCTION

Although financial economists have a great interest in the relationship between return and
risk, few studies have attempted to quantify investors’ perceptions’ regarding their financial
investment decisions. In a landmark 1975 study of stock perceptions, Gooding found that the
US 1nvestors’ group stock perceptions are highly related to ex-post risk and return measures.
He studied the decision process of three groups® of equity investors and found that
perceptual behaviours differed among investors . Consequently, this study investigates the

effect of individual socio-economic domains on dealers’ perceptions and analyzes pertinent

factors in their selection of Islamic bonds.

This study is organized as follows. Chapter 2 highlights theoretical concepts of
Islamic finance and debt securities. In Chapter 3 we describe the financial system in
Malaysia. Chapter 4 presents relevant information on the Malaysian bonds market. The

research methodology and survey design appear in Chapter 5. The backeround of the

respondents 1s discussed in Chapter 6. An analysis of the risk perception and dealers’

characteristics 1s pfesented in Chapter 7. The determinant factors of Islamic bonds are

' The term perception is used to mean the process of becoming aware of objects, events and qualities
that stimulate the sense organ (Ruch, Floyd L, (1963), Psychology and Life, Sixth Edition, Chicago:
Scott Foresman, p. 654).

* See Gooding, Arthur E, (1975), in “Quantification of Investors’ Perceptions of Common Stocks:
Risk and Return Dimensions”, Journal of Finance, volume 30, Issue 5, December, 1975, p. 1302)
Three investors group were identified on the basis of investment related experiences and education.

> ibid p. 1313, They include finance professors, portfolio managers and individuals investors. The

average non-professional multi-dimensional perceptions could be represented by three dimensions
whereas portfolio manager and investment professor were two dimensional. Non-professional muiti-
dimensional perceptions were found to be more heterogeneous than portfolio manager’ perceptions.
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risk, few studies have attempted to quantify investors’ perceptions” regarding their financial

investment decisions. In a landmark 1975 study of stock perceptions, Gooding found that the
US investors’ group stock perceptions are highly related to ex-post risk and return measures.
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research methodology and survey design appear in Chapter 5. The background of the

respondents is discussed in Chapter 6. An analysis of the risk perception and dealers’

characteristics is presented in Chapter 7. The determinant factors of Islamic bonds are

' The term perception is used to mean the process of becoming aware of objects, events and qualities
that stimulate the sense organ (Ruch, Floyd L, (1963), Psychology and Life, Sixth Edition, Chicago:
Scott Foresman, p. 654).

* See Gooding, Arthur E, (1975), in “Quantification of Investors’ Perceptions of Common Stocks:
Risk and Return Dimenstions”, Journal of Finance, volume 30, Issue 5, December, 1975, p. 1302)
Three 1nvestors group were 1dentified on the basis of investment related experiences and education.

> ibid p. 1313, They include finance professors, portfolio managers and individuals investors. The
average non-professional multi-dimensional perceptions could be represented by three dimensions

whereas portfolio manager and investment professor were two dimensional. Non-professional multi-
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discussed in Chapter 8. We summarize our main results and present the conclusions In

Chapter 9.

This study is important for several reasons. First, previous studies have mainly used a

oroup perceptual dimension of investors to investigate stock perceptions. As Weber (1988)
suggests that individual differences affect investors’ risk perception, we utilize an individual

perceptual dimension regarding Islamic bonds decision behaviour.

Second, this study differs clearly from previous studies of investor perception.
Gooding (1975) analyses equity perception on the basis of investors’ characteristics limited
to experience and educational factors. In addition, he precludes employment in describing
the perceptions. Similar to our study, Barron (1976) argues that occupation variables will

affect an investor’s risk perception. However, in contrast to us, he does not include the effect

. . : . . 4
of managerial status on investors’ perception. Previous research by March and Shapira

(1987) on risk components argued that the judgment of the riskiness of decisions should

include the top-level executives’ perspectives. Analogous to this, therefore we include the

eftect of managerial status on perceptual behaviour of bond dealers.

Thirdly, we believe that our study contributes to a deeper understanding of the
financial risk dimension which is important for bond issuing. Previous research by Beikos
(1997) on the risk structure for profit and loss sharing (PLS) contracts concentrates on

liquidity and currency eXpOSUI‘CSS. Obaidullah (1998) argues that Islamic debt is less

* They argue that the definition of risk which includes the chance of occurring and skill factors must
take into account the perspective of top executives and they support Slovic’s view that the definition
differs from the reference level by the general public.

> See Beikos, Andrew (1997), Credit Rating and Islamic Financial Institutions, paper presented at the

Conference on Structuring, Pricing, Marketing and Managing Islamic Funds organized by IBC Asia
in Kuala Lumpur, June 23-24 1997. The degree of riskiness in Islamic banks is due to the following
contributing factors: first, the bulk of an Islamic bank’s assets are in illiquid forms; second, the
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applicable to interest rate risk than conventional bonds. We investigate whether our risk
ranking analysis satisfies the theoretical nisk factors in the decision to purchase Islamic

bonds. In particular, we examine whether liquidity, inflation, external events, reinvestment

and currency risks affect dealers’ selection of Islamic instruments.

Finally, we also believe that our study can serve several important needs of the

investment community. Recent empirical research on bond selection factors such as that by
Financial Issues Limited (2002) shows that the quality of issuers has a significant effect on
the bonds selection decision. We investigate whether several groups of important factors
such as the liquidity, religion and quality of issuers play a crucial role in Islamic bonds
selection, as well as the perceptual differences among investment professionals that perhaps
must be considered in designing financial assets. This study 1s relevant for dealers, issuers

and other players in the formulation of bond marketing strategy and the development of

financial engineering.

In our exploratory study, we selected respondents who are responsible for investment
and treasury affairs of banking institutions, insurance companies, pension funds and selected

unit trust companies. These respondents are fund managers, treasury managers, corporate

banking managers, sharia advisors and fixed income professionals. The survey covers the

period from 1 July 2002 to 30 August 2002,

We investigate dealers’ perceptions of the Islamic bonds market and attempt to
identify information that may account for the differences in their risk perceptions. Individual

behavioural differences may be attributed to the dealers’ characteristics such as employment,

variability in the rate of return is relatively high in the case of profit sharing investments; third,

Islamic banking has difficulty in risk hedging; finally, Islamic banks are more exposed to changes in
monetary and fiscal policies compared with conventional banks.
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education and managerial level. To explain the socio-economic variables and their intfluence

on dealers’ perceptions, we employ multi-variate and log linear analyses.

Apart from risk perception, we investigate factors attributed to the selection of
Islamic bonds which include the quality of issuers,. religious reasons, liquidity and other

reasons. We also investigate the ranking of risks, level of understanding of Islamic bonds

and their opinions of Islamic debt securities.

The results conftrm that the dealers’ risk perceptions may not be influenced by

Interaction effects but evidently are by the main effects of education and occupational status.
The influence depends upon the specific risk perception. Thus, while for example the main
effect of education and occupational status appears to influence the perception of risk of

delayed income payment, in contrast, the interaction result of those characteristics is

irrelevant since it does not affect the risk perception.

The nisk analysis confirms that credit and liquidity risks are the most important risks
perceived by the fund managers. More importantly, it is found that the liquidity factor has a
significant 1mpact on Islamic bonds decisions. However, another interesting finding from

this study is that the religious factor is also the main factor affecting why fund managers

choose Islamic debt instruments.




1.2 LITERATURE REVIEW

The conceptualization of risk perc:epticm6

is important in portfolio decision-making. Earlier
findings on investors’ perceptions of risk choice suggest that socio-economic status

influences the investors in investment decision making. Studies such as those carried out by

Barron (1976) and Weber (1988) argue that age and occupation will affect an individual’s

perception of the relative riskiness of the investment alternatives.

Other empirical research documents changes in perceptual behaviour in different
contexts or at different points in time. Thaler (1980) argues that the sunk cost will change the

risk perception. Rubinstein (1981) extends previous work in order to take explicit account of

situational effects. He argues that an investor’s attitudes may vary over a period of time

mainly because of situational factors that change their perception of what constitutes a risky

option.

Schurr (1987) tound that the perceived riskiness of a choice alternative depends on a

person’s reference point which includes outcome framing. Cooper et al. (1988) provided

further evidence that risk perception between entrepreneurs and managers mediated the

effects of situational charactenistics on risky decision making behaviour.

°See Weber, Elle U, Milliman, Richard A, (1997), “Perceived Risk Attitudes, Relating Risk
Perception to Risky Choice”, Management Science, Volume 43, Issue 2, February 1997, p. 124-125.
Risk perception refers to a person’s attitudes towards risk seeking and risk avoidance. In the risk
return framework, risk and risk preference are central. It 1s assumed that greater value and lower risk
are desirable and an investor’s preference will determine the risk-value trade-off. In contrast, the
expected utility framework considers risk preference as risk attitude.

There are three different definition of risk preterence. These include traditional risk attitude (Pratt,
1964 and Arrow, 1971), relative risk attitude (Dyer and Sarin (1982) and perceived risk attitude
(Weber and Bottom, 1989). Traditional risk attitude is defined as risk attitude determined by the
value of the first and second derivative of utility functions, while relative risk attitude is defined as a

function of marginal value for the uncertainty outcome. Finally, perceived risk attitude is the
tendency to be attracted or repelled by alternative — risky over less risky perceptions.
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Bottom (1990), who extended the work of Schurr, examined the effect of positive
and negative outcomes have an affect on the risk perception. Weber and Milliman (1997)
also found that a change in investors’ perception could be driven by the experience of failure

or losses.

Numerous studies have analysed the criteria for choosing Islamic banks, but in
mainstream publications no analysis has been undertaken in the area of investment decision
making on Islamic bonds. Erol and El Bdour (1989) and Erol et al (1990) were among the
first researchers who studied the selection criteria of individual customers with regard to

Islamic banks. They examined conventional and Islamic bank customers in Sudan and

Turkey and found that a fast and efficient service is the main reason for customers selecting

their banks. Another important finding of Erol and El Bdour (1989) and Erol et al (1990)

were the reputation and image of the banks, and confidentiality as the selection factors.

However, religion was not the main reason for bank selection.

T'he previous empirical studies (Kader, 1993: Haron et al, 1994; and Gerard and
Cunningham, 1997) in Islamic finance concentrated on bank customers’ selection criteria.
Simuilarly, these studies declared that sharia principles were not significant for Malaysian
and Singaporean customers in selectin o Islamic banks. However, fixed price funding and the

absence of interest rate are important reasons for customers to patronise Islamic banks.

In contrast, Metawa and Almossawi (1998) who studied the bank customers’ criteria

in Bahrain, showed that Islamic principles are the most important criterion for customers in
patronising their banks. The three other important factors are rewards, influence of family

and friends and convenient location.



As a result of the emergence of Islamic banking, a considerable amount of theoretical
literature has been published concerned with the issuing of Islamic bonds (Ausaf Ahmed and

Tariqullah Khan (eds.), 1998; Haque and Mirakhor, 1998). Each of these studies has

proposed various viable approaches for the design of Islamic financial instruments based on

interest-free transactions.

Haque and Mirakhor suggest government securities on the basis of profit sharing to
finance infrastructure and development projects. They recommend a general index of the rate

of return on government paper and the trading of the instruments in the stock market.’

Hamoud (1998) discusses the conceptual issues underpinning the introduction of
mudaraba or musharaka bonds®. He argues that the issuing of such instruments may
represent a combination of assets such as physical assets, money or debts. He also argues
that the negotiability of the financial instruments is subject to the rules relating to the

dominant asset category.

" See Haque, Nadeem Ul and Mirakhor, Abbas (1998), The Design of Instruments for Government
Finance in an Islamic Economy. IMF Working Paper/98/54, Washington: IMF.They suggest floating
rate securities which are equivalent to the adjusted rate of private sector’s rate of return. The index
may combine domestic and international indeces. The instruments can be traded in the stock market.

8 See Hamoud, Sami Hassan “Islamic Financial Instruments Based on Intermediary Contract” in

Ausaf Ahmad and Tariqullah (eds) (1998) Islamic Financial Instruments for Public Sector Resources
Mobilisation, Islamic Research and Training Institute, Jeddah: IDB op. cit pp. 97-99.



Zarqa (1998) provides the theoretical basis for the feasibility of istisna bonds for
financing public infrastructural projects’. Monzer Kahf (1998) explores the possibility of
ijara contracts for the issuing of government papers,m while El Gan (1998) explores the
possibility of salam contracts for the designing of financial instruments for short term

government securities as a substitute for conventional treasury bonds''. However, the

majority of studies in the area of Islamic bonds focus on conceptual issues related to bonds,

sharia aspects and its possible modus operandi.

With the exception of the research conducted by Financial Issues Limited (2002) on

factors pertinent in conventional bond selection, no studies examine dealers’ selection
criteria for Islamic bonds. They investigated the determinants of the bond investment
decisions. However, their study is insufficient for investigating the selection criteria because

they concentrated only on bond issuers and the conventional financial environment.

’ See Zarqa, Muhammad Anas “Istisna financing of Infrastructure Projects” in Ausat Ahmad and
Tariqullah (eds) (1998) Islamic Financial Instruments for Public Sector Resources Mobilisation,
Islamic Research and Training Institute, Jeddah: IDB op. cit pp. 231-241. Apart from debt
obligation, the responsibility of investors or sellers is to guarantee the quality and quantity of goods
sold. He also argues that istisna bonds represent public debt which must be traded at their face
values. They may be transferred at face value to a third party on the basis of hawala contracts. They

can be issued either as transferable or non-transferable bonds. The purposes of isitisna contracts is to
facilitate the manufacturer and buyer who need financing to produce and to purchase respectively.

' See Kahf, Monzer “The Use of Assets Ijara Bonds for Bridging the Budget Gap” in Ausaf Ahmad
and Tariqullah Ed (1998) Islamic Financial Instruments for Public Sector Resources Mobilisation,
Istamic Research and Training Institute, Jeddah: IDB op. cit pp. 107-108. He argues that the

government who owned the leased assets may issue ijara bonds to finance infrastructure and public
services. The bond holders deserve the right of rental payment as the new owners of the leased asset

and they may sell the instruments 1n the secondary market at market price. The instruments may be

issued as short, medium or long term instruments. The instruments are affected by both financial and
real market forces.

"1 See El Gari, Muhammad All “Islamic Investments Funds as Means of Resources Mobilization’ in
Ausaf Ahmad and Tariqullah (ed) (1998) Islamic Financial Instruments for Public Sector Resources
Mobilisation, Islamic Research and Training Institute, Jeddah: IDB op. cit pp. 277-278. The issuing

of salam bonds is subject to tangible assets such as oil, iron, aircraft seat and electricity. The

instruments are associated with goods which are characterised as standardised, identical units and its
utility is derived from direct consumption or changing its basic form.




1.3 PURPOSE AND PROBLEM STATEMENT

In the real world, the outcomes of managers’ financial investment decisions are affected by
a combination of chance and skill elements. Risk taking refers to a decision where the
outcome is a function of skills and information, on the other hand gambling involves a

decision which is influenced merely by a chance elements (Mac Crimmon and Wehrung,

1986; March and Shapira, 1987). This research’s focal point is an understanding of the effect
of socio-economic variables that characterize managers’ risk perceptions and an analysis of

the pertinent factors in their bond selection.

The purpose of this study is to determine empirically the relationship between
dealers’ socio-economic characteristics and individual perceptions of Islamic bond risks and
to examine the major criteria influencing investment managers in their decisions on bonds
within the context of the Malaysian financial environment. Perceptions have been selected as

the focus of this study because the socio-economic variables are assumed to be associated

with the risk judgment and the investment managers are likely to be involved in investment

selection.

Motivated partly by empirical evidence in the conceptualization of risk in the
decision making process, finance literature has recognized the effect of personal traits on
investors’ stock selections. Similarly, the distinction between risk perception and risk

preference is important in understanding the risk-return framework (Cooper et. al, 1988).

The notion of risk preference as a stable personality trait means that the investor can

be either a risk takef or a risk avoider. Schoemaker (1993) and Weber and Milliman (1997)

discovered that risk preference is not affected by situational and individual factors. They



argue that it is stable and will remain unchanged. In contrast, risk perception is a function of
demographic characteristics and the environmental context. Most researchers in the
conceptualization of the risk decision making processes have discovered that the perception
of the riskiness of different choices may change dynamically with situational and individual

factors.

This research intends to test the tour main hypotheses as follows:

1. Is there any connection between the bonds’ risk perceptions and individual

preferences. If there is a relationship then what socio-economics characteristics

influence their dealings in the bond market.

2. Islamic dealers are aware of bonds risk, but associate this with the profit

motivation for investment decision making.

3.  Islamic dealers are motivated by economic and religious factors that influence

their decisions 1n buying and purchasing Islamic bonds.
4. As the Islamic bond dealers also deal in conventional bonds then the selections,

the selection criteria for Islamic bonds do not ditfer except in the avoidance of

interest.
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In relation to these hypotheses we also identified a numbers of the research question which

include the followings:

1.  Will bond dealers who are senior in managerial level perceived risk better than

those who are junior?

2. Does the dealers in finance professional sector have a different risk perceptions

compared to dealers in non-professional sector?

3. What are the dealers’ attitudes toward the ex ante risk dimension in the Islamic

bond market?

4.  Does the education level change the risk perceptions of Islamic bond dealers?

5. Does the liquidity factor influencing the dealers in their Islamic bonds

selection?

6.  Was the sharia factor the main criterion for Islamic bonds decision making?

7.  What sort of the 1ssuers’ quality appeal the bond dealers and what does this tell

us about the reality in Malaysia’s Islamic bond market?

8. Does the credit risk is the most important among the different types of risks in

the selection of Islamic bonds selection?
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A recent study by Financial Issues Limited (2002) examined investors’ selection
criteria for conventional bonds. In their research, they used average scores to determine UK
bond selection criteria and they found that price is the main criterion. Other important factors

influencing the managers in bond selection are knowledge of issuer, cash flow, knowledge of

sector, deal structure, liquidity and assigned rating.

In the light of these findings, we also attempt to examine the determinant factors in
the Islamic bond purchasing process. Consequently, we intend to investigate any link
between the decision making on bond purchases and sales and the dealers’ risk perceptions

in the context the risk-return framework of modern Islamic financial theory.

1.4 CONCLUSIONS

The nature of investment risk and its role in the decision making process regarding asset

purchases and sales are extremely important in modern Islamic finance theory. Much of the

previous work has concentrated on Islamic banking issues. Although there is a plenty of
theoretical work regarding Islamic bonds, the literature is insufficient because the majority

of studies focus on the concepts of bond issuing and the operational mechanism. Similarly,
few studies in this field investigate the conceptualization of risk and its relationship with
bond selection criteria. Motivated by previous studies and recent empirical evidence, this
research intends to investigate the etfect of the socio-economics on managers’ perceptions,

and to analyze the pertinent factors 1n their Islamic bond selections.



CHAPTER 2

ISLAMIC FINANCE AND DEBT SECURITIES

2.1 INTRODUCTION

In Chapter 1, we elucidated the purpose and problem statement that underpins our research.
In this chapter, we will examine the general principles of Islamic finance and the

applicability of sharia-based financial instruments. The objectives of this chapter are:

* To describe potential modes of financing

» To examine the applicability of Islamic financial instruments

= To illustrate some sharia issues relating to Islamic bonds

The development of an Islamic financial system is generally associated with
commercial activities conforming to sharia principles, particularly interest-free banking.
However, the Islamic financial system is not restricted to the banking sector but covers the

financial sector, which includes capital markets, money markets and all types of financial
intermediation. Indeed, Islamic finance has emerged as a new dimension in the modem

financial sector. The emergence of Islamic finance is the consequence of various factors such

as the global integration of financial markets, structural reforms in financial systems and the

desire for a socio-economic system based on Islamic values.

The philosophy of Islamic finance differs from that of conventional finance. Islamic

finance encourages economic justice and business ethics but precludes the practice of

business activities which contravene the sharia rules. Islamic financial markets offer a

variety of interest-free instruments through the mechanisms of sales, trade, and profit sharing
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investments. The key concepts include cost-plus financing (murabaha), profit sharing
(mudaraba), leasing (ijara), equity financing (musharaka) and forward sales (bay salam).

These basic concepts could be developed to cover a wide spectrum of financial instruments

in the Islamic financial markets.

The basic framework of Islamic finance can be summarized as follows:

e Islam rejects riba, which guarantees interest income regardless of financial
results. In order to be eligible for any retumns, the provider of capital and the

entrepreneur must share business risks and together instigate the productive

endeavours.

* Money is regarded as potential capital. The notion of the time value of money

18 acknowledged merely through the combination of money and other

resources 1n the commercial projects and productive activities.

* Economic ventures should not violate the teachings of Quran and Sunna. Any

Investment must avoid dealing with alcohol, gambling, usury and other sinful

activities.

e The principle of uncertainty (gharar) is the essence of commercial contracts.

The declaration of information that avoids the element of excessive

speculative and dishonesty is a duty.
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2.2 ISLAMIC FINANCIAL MARKETS

The Islamic financial system is based on the equity-based system (Algaoud and Lewis,
2001). Islamic banks participate directly in business through equity financing. Islamic banks
also act beyond pure financial intermediation, they are largely involved in sales-based

transactions such as murabaha and bay muajjal to finance industry. They are predominantly

focused on risk sharing and the prohibition of riba.

By contrast, the conventional financial system can be divided into two broad
categories, namely the market-based (UK, US) and the bank-based (German, Japanese). The
former has highly developed securities markets and the banks play a secondary role in
corporate financing. The latter, however, has less highly developed securities markets and

the banks play a primary role in corporate finance (Mayer, 1998; Lewis, 1996).

The banking sector is the most developed segment of the Islamic financial system.
The 1970s witnessed the establishment of Islamic commercial banks. Iran and Pakistan offer

fully-tledged banking systems, while Malaysia, Egypt, Indonesia, and The Gulf States
provide a dual banking system, which includes Islamic windows as well as specialized

Islamic banks. Owing to the potential of the Islamic financial market, Western banks in
Islamic countries have also established Islamic windows or Islamic banking. Edge (1995)

argues that many conventional commercial banks offer their clients Islamic financial

services because of the success of the retail bank market and the mounting consciousness of

Muslim customers towards interest-free banking products.
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In fact, the early Islamic financial system was focused entirely on commercial
banking activities. Islamic asset management 1s a relatively new and emergent sub-set of the
Islamic banking system, especially since the mid-1980s. The scope of Islamic finance could
be further developed into the areas of asset-liability management, public finance, micro-
credit finance, and asset securitization. For example, micro-finance through promoting
entrepreneurial development and financial assistance can help the poor who are currently
excluded from Islamic finance. Securitization offers perhaps the most promising prospects
for Islamic finance, particularly in the creation of financial assets. Currently, Islamic finance
18 still associated with lack of depth in the secondary markets, the non-existence of asset-

liability products and the absence of liquidity tools (Zamir Igbal, 1997).

The Islamic financial market is an avenue for the exchange of instruments between
financial investors and real investors as well as among financial investors within the context

of sharia principles. The integration of the economic relationship between Islamic and non-

Islamic institutions has become increasingly important in international banking. Western
financial markets continue to offer Muslim clients diversified portfolio investments and
international remittance services.'? In London, Al Baraka International Limited offers a
range of banking services, especially trade financing, while in Geneva, Dar al-Maal al-Islami
promotes commercial investments in the developing capital markets. UBAF (1'Union de
Banques Arabes et Francaises) 1s a correspondent bank for the Faisal Islamic Banks in

London, Paris and other European. Instead of exploiting business potential in Western

markets, many Islamic banking institutions prefer to engage in business with the

12

Edge, 1. (1995), Contemporary Issues in New Financial Instruments: The Islamic Perspective,

paper presented at Seminar on Contemporary Islamic Financial System, 12-13 April 1995, Pan
Pacific Hotel, Kuala Lumpur.
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conventional banks due to the constraints of the regulatory environment and the lack of

economies of scale in their activities (Edge, 1995).

Some Western banks market Islamic investment instruments. Kleinwort Benson and
The Union Bank of Switzerland, for example, offer an Islamic investment product. However,
not all Muslim investors are comfortable with these products, especially regarding the
Jegitimacy of such instruments according to sharia rules. Edge (1995) argues that although
the shares of Islamic companies have been quoted on the Cairo, Amman and Kuwait stock
markets and many others, developments were hampered by nationalization policies.13 He

also argues that the traded volumes in government securities are not sizeable and these

instruments in most cases contain a riba element.

The deficiency of marketable Islamic financial instruments forces many Islamic

banks to hold a high volume of liquidity simply because they cannot utilize their cash
reserves in the form of riba inter-bank deposits or interest-based government securities.

These situations limit down the flexibility of Islamic financial institutions and compromise

their profitability.

In the 1990s, trade financing under the principle of murabaha in Muslim countries
was growing rapidly. Most of the Euro-Arab joint venture banks, for example, offer Islamic

trade finance on this basis'*. However, trade financing requires relatively more time to meet

pressing immediate liquidity needs. In 1998, the Islamic Development Bank launched The
IDB Fund which is worth US$1.5 billion for infrastructure projects in its 52 member

countries. The target sectors include power, telecommunications, transportation, energy,

’Many family businesses in Muslim countries are reluctant to seek a public quotation, as they fear,

probably that family control might be lost. Often finance for expansion is sacrificed, and businesses
remain small, because of such worries.

14 Tbid, p.7-
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natural resources, petrochemical and other related sectors.”” The Fund is a limited
partnership with an equity capital at US$1 billion and returns for the Fund are 18-20%. The
leading advisor to the Fund is The Islamic Investment Company of the Gulf, the investment-

banking arm of Dar Al Maal Group.

2.3 DEBTS SECURITIES AND ISLAMIC FINANCE

Islamic finance within the context of modern practice is still developing, although there are
many economic 1ssues among others that are yet to be resolved. For example, what are the
criteria for deciding on musharaka rather than mudaraba? What considerations should be

taken in terms of the scale and timing of musharaka financing? Should there be universal
assessment of risk capital? Is the mark-up being solely determined by risk? Should demand

determine who gets access to mudaraba? Each individual contract has its own criteria and

there are no standard guidelines.

A variety of financing instruments has been developed that satisfy Islamic doctrine and
provide acceptable financial returns for investors. Broadly speaking, Islamic banks are most

active in trade, commodities, property and leasing. In terms of venture capital, Islamic banks

could invest through musharaka financing where the financier and its client set up a separate

company. Both the provider of capital and the entrepreneur share risks and profits. In fact,

musharaka finance seems to be the i1deal financial model in such cases.

13Bussiness Wire (1998), Islamic Development Bank Launches US31.5 Billion Infrastructure Fund,
Gale Group dated Oct 6, 1998.
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2.3.1 Concepts of Al Qard (the loan) and Al Dayn (the debt)

Literally, gard means ‘surrender’. In the economic context it means the surrender of capital
or money. Al gard arises from the transfer of an asset where its return 1s equivalent to the
original value. For whatever purpose the money is borrowed, technically that loan
transaction is known as al gard and any reward arising from it 1s considered as riba 16 Under

Islamic theory, a loan i1s a form of charity rather than a commercial transaction. Loans with

any benefit or increment to the lender nullify the concept of ‘loan’.

All the Muslim jurists unanimously reject the pre-determined or guaranteed retumn
resulting from straight loan transactions except when the surplus value is a gift or an
appreciation for the loan.!” Qardawi argues that the borrower may return more than he
borrowed if the excess payment was not stipulated as terms and conditions in a loan

agreement. He also argues that the following famous saying: “Every loan settled with an

amount exceeding the capital sum borrowed is usury” 1s not a hadith'®.

' According to Al Razi, the amount of loan enhanced by the lender upon the extension of time is
forbidden in Islam and that excess is termed as riba nasia.

'7 The famous Quranic injunction in this context is the one in which Sura Al Bagarah says “That
which you lay out for increase with Allah, but that which you lay out for charity seeking the
countenance of Allah (will increase); 1t 1s those who will get a recompense multiplied” The Quran,
Sura 30:39. The most famous hadith in this context 1s the one in which the Prophet has said, “The
finest among you are those who repay (return) better than what you received” See Khan, M.A (1989),
Economic Teaching of Prophet Mohammad, International Institute of Islamic Economics, Islamabad.
p. 164. Abu Huraira reported that Allah Messenger owed a young camel (under six years old) to a
person. Then the camels of sadaga were brought to him. He ordered the companion to return to that
person. The companions returned to him and said, “We do not find a camel of that age but one with a
better age than that.” He said, “Buy that and give that camel to the person, it is best amongst you
who are first-rate in paying oft the debt”

¥ Security Commission (1998), Islam and Current Issues: Views of Prof. Dr. Yusouf Al Qardawi.
Kuala Lumpur, p. 43.
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Islam recognizes the role of money as a medium of exchange and the surplus values
resultant from profit sharing investments or sales transactions. In the modern Islamic

banking system, gard hasan are interest-free loans which the banks extend to their clients in
the form of study loans and small business loans. Loans with service charges under the

concept of qard hasan are valid if a service charge represents the cost of administration.

According to the Council of Figh Academy, service charges are not like interest if the

payments are restricted to the administrative costs.

Although the majority of Islamic jurists agree that the sum exceeding a loan is not
permitted, they do however have different interpretations. The Hanafi School argues that the
addition or surplus stipulated for a loan is restricted to property or commodities which can be
measured or weighed such as gold, silver, iron, wheat and the like. Imam Shafie argues that
any additional advantages to the loan are illegitimate only if they are food items and
currency in the form of either dirham (gold) or dinar (silver). However, Imam Malik argues
that the prohibition of extra value to the principal amount borrowed is restricted on absolute
money. Nevertheless, contemporary jurists argue that paper money, which has replaced gold

and silver, may constitute debt usury if the loan transaction stipulates an increase of the

principal amount.”

It 1s important to note that the concept of al gard (the loan) differs from al dayn (the

debt). The Arabic word for a debt is al dayn, which literally means debt obligation or

liability arising from the activity of trade and commerce. Islam encourages tijara (trade) and
urges the avoidance of wrong business practices (al batil)”’. The word al dayn 1s truly

comprehensive, indicating that all human beings are indebted to Allah and they should fulfil

¥ S.H Hamoud (1985), Islamic Banking in the Adaptation of Banking Practice to Conform to Islamic
Law, London: Arabian Information Ltd, p. 89.

“* See The Quran, Sura 4:29, Al Baqarah. “O you who believe, eat not each other’s property by
wrong means but let there be amongst you trade and business through mutual goodwill”.

20



their duty to Him by observing salat (prayer), saum (fasting), zakat (tithe) and hajj
(pilgrimage) in exchange for His bounties. In muamalat (commerce), al dayn (the debt
obligation) arises from trading activities representing the individual’s right to fulfil business
contracts. It means that the right of the vendor who sold the goods on credit terms is to
receive the debt repayment on a specified date as agreed by the purchaser. Any of the parties

may cancel the sales contract by giving notice before the delivery of the goods. If the vendor

has delivered the goods, the contract cannot be cancelled unilaterally.”

. Thus the term al dayn has much wider connotations as compared to the term ‘debt’
in common law. The price may be paid immediately on the delivery of goods sold . The spot
payment of a cash sale is called ayn. It is possible to have the goods delivered immediately
but pay the price later. Such a postponement of payment anising from a credit sale 1s called al
dayn. However, it is also possible to postpone the delivery of goods and pay the price on the

spot. This sale known as a future sale (bay salam).

The Hanafi and Hanbali jurists argue that the vendor has an option to withdraw his
offer before acceptance is made. The rationale is that while the purchaser is still keen on
making a decision either to accept or to reject, the vendor can quickly withdraw his offer due
to some mistake or forgetting to include something in the offer. The Maliki jurists reject this
view because they argue that once the offer is made to the purchaser, the vendor cannot

withdraw the offer. The vendor ought to have decided everything before making the offer,

not after.

! Doi, A.R, (1984), Shariah: The Islamic Law, , Kuala Lumpur: A.S Noordeen, p. 357.
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It is evident from the above discussion that variations in the application of al gard
and al dayn have some financial implications. Firstly, we examine the concept of lending
money from an Islamic perspective. Many Islamic banks extend money based on either
interest-free loans or profit sharing arrangements. Under the interest-free loan, the debtor
must guarantee the principal amount borrowed irrespective of whether it 1s used for
investment or not. In case of mudaraba, the financiers have the right of a share of the profits
because they provide the capital. In other words, when the money is being utilized

productively the profits can be shared between the financier and the entrepreneur based on

an agreed sharing ratio. The financier may also have to bear the losses unless they are due to

: 22
the entrepreneur’s negligence.

In Islam, al gard involves a transfer of property rights. The
lender has the right to claim the principal amount borrowed, nothing more and nothing less.

Thus, Islam recognizes the concept of wealth creation based on the productivity of money.

Secondly, sharia accepts money as a store of value and a medium of exchange but
rejects money as a commodity. If the money is priced like a commodity, the reward is
technically known as interest regardless of whether it is fixed or variable. The price of
money should be at par value because the debt is created through an exchange of the same
denomination.”® It does not matter whether the price 1s being paid in advance or on the
maturity date. Al gard 1s a debt obligation arising from a straight loan contract and therefore
not from a contract of exchange. Extending a loan or gard is to meet a moral obligation but
not for monetary reward.”* Notice here that the Islamic concept of money differs from the

capitalist concept in that Islam does not consider money as a legitimate commodity which

*2 Khan, M.A (1989), Economic Teachings of Prophet Muhammad, Islamabad: International Institute
of Islamic Economics, pp. 150-151. See also Syed Sabiq (1970), Figh al Sunnah, pp. 61-62, Beirut.

* Taqi Usmani (1999), “Forward Sales and Manufacturing Contracts,” International Journal of

Islamic Financial Services, Volume 1, No 2, July-September, 1999.
24 Khan, M..A (1989), ibid, p.151. '
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produces any rewards. In the Islamic sense, money 1s only potential capital, which generates

gain or loss in a bustness partnership.

Thirdly, the underlying concept of credit affects the moral obligation. If the
borrowing 1s based on gard hasan, the primary responsibility is to extend a loan to the poor

and needy. In contrast, the profit sharing mode is more relevant for commercial purposes

than for charitable ones.

Fourthly, under Islamic theory, the element of time does not justify any reward. Any
stipulation over and above the amount borrowed disqualifies the reward. As sharia restricts
riba al nasia (time extension usury), this means al gard (the loan) does not cause the value
of money to appreciate over the passage of time. Unlike the Western concept, the value of

money does not justify the lender to claim financial rewards through the time factor.
However, Islam only recognizes time as an important element of contracts, which indicate

the dateline of debt repayment for the debtor to pay the creditor.

There are many differences between al dayn and al qard, which are summarized

below:

-the debt obligation of al dayn is always a liability that arises from the trading

transaction, while al gard can be created through the lending or borrowing of money.

-the financier has the right to claim a pre-determined return in al dayn but it is not so

in the case of al gard.
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- al dayn involves merchandise items that are sold as the commodity, while al gard

regards money as the underlying asset.

-al dayn is an essential element of a commercial purpose while it is not necessary in

al gard that the purpose 1s regarded as trade.

2.3.2 The Applicability of Sharia Principles to Debt Securities
2.3.2.1 Al gard debt instruments

Islam permits the act of lending and borrowing money without interest. Such a transaction 1s
known as al gard hasan. Modern banks and financial institutions can use this mode of
financing especially to finance the small business sector. The doctrine of granting interest-
free loans generates a moral obligation on Islamic banks and financial institutions. It means
that the concept of micro-finance through benevolent loans can facilitate the small and

medium business as an alternative financing arrangement to conventional loans.

The only problem in al gard that may demotivate financial intermediaries today 1s

that they can receive the principal sum borrowed but cannot receive interest payments from
their clients. The claim of money over and above the original debt by the act of borrowing

and lending is prohibited in Islam.

In principle, it 1s not permissible to charge a penalty for late payment of the benevolent
loan. However, the majority of scholars argue that the permissibility of a penalty is a
deterrent against the borrower who delays the payment of a debt without any genuine reason.

They argue that the penalty 1s compensation to the lender for any losses resulting from the

late payment. They say that such a debtor has betrayed the creditor by making a profit from
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the purloined money. Jurist scholars of Al Baraka Seminar have accepted this view. They
suggest that a court of law could decide the compensation as determined by financial
experts. The amount must be equivalent to the average profit that was made from the amount
of money during the period after the payment was due. However, they do not mention

clearly whether the creditor who grants a loan 1s relatively richer than the debtor and the

result of the business does not necessarily lead to the making of profit.

Some scholars argue that the usage of the compensation should be restricted to
legitimate charitable activities or social welfare. They argue that the Prophet did not
mention any compensation caused by late payments. The only condition according to hadith

is that delaying payment is unjust. Therefore, the penalty payment of gard hasan is to

dissuade those who are financially capable but purposely delay their debts and to

compensate the loss incurred by the lender.

However, the jurists have a different view regarding the stipulation of penalty clauses

on benevolent loans. Majority jurists support the view that compensation for late payment
with a valid reason is acceptable. In contrast, some jurists argue that it 1s not permissible to

stipulate a penalty payment for late payment of gard hasan. They argue that such a clause

indicates the preliminary endorsement of charging interest on the amount borrowed.

It is evident that gard hasan can provide short-term financing for needy individuals
and social purposes. For example, The Nasser Social Bank in Egypt has provided education
loans which are payable upon the students’ graduation.stowever, modern banks may offer
overdraft facilities especially to provide short-term loans without any charges. Clients who

® Presley, R.J, (1988), Directory of Islamic Financial Institutions, London: Croom Helm Ltd pp. 29-

30. See also Wilson, R, (1983), Banking and Finance in the Arab Middle East, Basingstoke,
Hampshire: Macmillan Ltd, pp. 77-79.
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need urgent cash can withdraw more than their available balance. Islamic banks can give a
reasonable grace period for repayment if the delay was for a genuine reason. The overdraft is

usually for productive purposes but this may vary depending on the policy of the bank in

question.

Furthermore, gard hasan can facilitate financial institutions to promote socio-

economic development through the establishment of special funds for various social
purposes™. In the Middle East countries, Islamic banks offer social funds as an extra
banking activity. The source of funds is usually from donations and zakat payments. The

funds are to help Muslim communities in such activities as building mosques, education, and

social relief.*’

The classical pattern of gard hasan involved two parties in the contract. The lender

granted his money to a debtor he knew and trusted, usually from the same village. The
debtor only paid back the principal amount borrowed on the agreed date. Today this contract

has become more complex. For example, modern transactions can involve three parties,

namely the government, the financial institutions, and the investors lending money through

the 1ssuance of bonds.

With government bonds, the providers of the funds, such as individuals, financial
institutions and corporations, would expect the repayment of the principal amount at the

maturity date. The government may appoint its principal dealers to facilitate borrowing
among the fund providers and to facilitate sales and purchases among the holders of the

bonds. Qard al hasan government bonds in Malaysia are known as Government Investment

*Doi, A.R, (1984), ibid, p. 357
" Abdeen, M, and Shook, N (1984), The Saudi Financial Systems, , Chichester : John Wiley & Sons,

p. 207. See also Mannan, M. A, (1987), Islamic Economics, Theory and Practice, Boulder;: Westview
Press.
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Issues.”® Unlike conventional bonds, these bonds do not promise coupons or interest

payments as Islam prohibits riba.

However, unlike conventional bonds, these Islamic bonds are non-tradable assets.
Technically, trading such bonds means a sale of money and it must be at par value. Any
increase or decrease of value from the exchange of money would be tantamount to riba.
From the Western perspective, the bonds represent fixed sources of income with a
guaranteed repayment of the loan on maturity.” In the case of zero coupon bonds, the
implicit interest is the difference between the price paid and the redemption payment. On the

other hand, the gard hasan bonds do not pay any interest but pay a return subject to the

absolute discretion of the borrower under the concept of a gift.”"

** Bank Negara Malaysia, (2001) Kuala Lumpur.

 Choudhry, M, (2001), The Bond and Money Markets: Strategy, Trading, Analysis, London:
Butterworth-Heinemann, pp. 3-5.

0 Saiful, A.R., (1999), “The Application of Bay al Inah and Bay al dayn in Malaysia: Islamic Bonds-

An Islamic Analysis”, International Journal of Islamic Financial Services, Volume 1, No.2, July-
September, 1999.
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Figure 2.1: Financing Methods by type ( end 2003)

Cther Islamic
concepts
16.0%
Bai' Bthaman Ajil
Musyarakah Y
0.5%

Murabahah ——__
6.2%

Istsna’' .~ """ '

Py § - Py e —— *
- - ¥ ' _,‘
0.6% L A R
L] e B = - " S -
L BT R - . L
. """1_ .li i

e o {23 ra 4 L g TN Tl \ o
“ J 'II_. i; ;'i ."I:-‘!_:J.I‘.' '_ S :l | |_.ji'
bkt | e

e B

; S TYRT VoA =gy Sl A S
I il 7 K " I.-I

llarah Thumma S
Al-Bai RREE LY
_L?L‘:L‘;

27.6%

Source: Bank Negara Malaysia Annual Report 2003, graph 5.2 p. 198.

2.3.2.2 Sales Contracts and the Debt Securitization

The contract of sales (al bay) means the exchange of a commodity for something of
equivalent value (the price). The essences of sales are the delivery of goods and the payment

of a price. In sharia, it 1s permissible to postpone the payment of the price as well as the

delivery of the goods. If the price is paid immediately, the goods can be delivered later or

vice versa.

The term ‘Islamic debt securities’ means that the debt instruments originated from the

deferred sales transaction in which the profit margin is fixed. The validity of debt securities
is subject to the basic condition of sales contracts according to sharia rules. It is necessary
for the validity of sales that the commodity must be in the physical possession of the seller

and it should be possible for it to be delivered. The goods must also be lawful and

wholesome. These conditions have four implications. First, the subject matter of a sale is a

28



commodity rather than money. Second, the presence of a profit margin replaces the interest
payment as a basis of pricing the debt. Third, the commodity should be in existence at the
time of the sale. It is also be possible for the seller to deliver the goods when sold. Fourth,

the payment of debt should be on par value. The value of debt exceeding the face value is

riba nasia (deferred usury).

Islamic debt securities facilitate the investors utilizing their surplus funds to earn halal
profits through the purchase of financial assets. They are entitled to the profit margin, which
1s actually the difference between the original cost and the mark-up price. The documents

certifying the purchase may be called notes, certificates, or bonds. The investors can sell

back the bonds to the issuer who is the seller of the financial assets, to receive the money in

cash.

The essence of securitization is the sale of assets that is generated under the concept of

al dayn. The most common types of asset that are securitized include mortgages, trade

finance, and leasing. However, securitizing assets generates additional returns for the issuing

companies and reduces the capital costs. As with conventional securitization, Islamic
securitization has a risk-return profile that is attractive to the investor. Securitization usually
provides the investors with a return on the asset they purchased. However, instead of
interest-based loans, the underlying asset should be derived from sales-based financing such

as bay muajjal, murabaha, isitisna, bay salam and ijara. In short, securitization in Islam

must originate from al dayn.
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The process of securitization involves the creation of debt through bay al inah and the
trading of debt through bay al dayn. Bay means sale and inah means cash. Bay al inah

covers two separate types of sales contract, namely deferred sales and cash sales.

The legality of al inah is centered on the issues of the price differential and the

intention of the sales. One view argues that the ditference between the two prices constitutes

riba. Prohibiting al inah would avoid riba transactions. A second view argues that the price
differential is not equivalent to riba because the spot price and the deferred price are
independent. The issue of lawful or unlawful contract does not rely on the price but on the

intentions of the contracting parties.”’ In this context, the key factor to validate the legality of

al inah is actually the motive behind the sales rather than the price differential.

According to Shafie jurists, the motiving factors supporting al inah are legal devices
(hilah) to justify a loan without interest through the sales contract. They argue that if the

motives of the contracting parties are lawful, then al bay inah is valid. The intentions of the

contracting parties do not invalidate the contract.

Ibn Qayim and Hanbali argue that the legality of the contract depends on the intention.

They argue that sales of grapes are void if the seller knew directly or indirectly that the buyer
intended to process the grapes for the production of wine. Ibn Rushd supports the view that

the marriage of a man who intends to divorce his wife and allow a previous husband to

remarry her would be void.

31 Gaiful, AR (1999), ibid.
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The majority of jurists argue that bay al inah is prohibited because the contract

incorporates the element of riba. Their argument is that Imam Shafie has not based his
argument on the authentic hadith for the validity of al inah. Al Qardawi argues that bay al

inah represents the elements of trickery and usury.”* He argues that trickery contravenes the

ultimate objective of sharia and that the validity of inah is based on Shafie’s personal view

rather than on concrete legal proof.

According to Ibn Taimiyyah, the inah is haram because it is unjustified to receive a
monetary advantage without giving a counter value. Imam Malik supports the view that the
bay al inah contract 1s 1nvalid because such a transaction resembles disguised riba. The

argument 1is that the price in al inah is normally increased and this is done neither for a

consumption purpose nor a trading purpose.

The Arabic word for debt trading is bay al dayn, which refers to the sale of debt to
another party. For ekample A, who sold a commodity to B on the basis of deferred sales,

assigns the claim of his debt to C to whom A owed an equivalent debt under another contract
of deferred sales. Instead of B paying to A, B can pay the debt to C because A has

transferred his right to C. The buyer of the debt (B) refers to the party who accepts the

payable right from A in order to pay his own debt or to the third party (C). The seller of the

debt (A) may be the creditor who owns the right of payment but sold his debt to the other

creditor (C).

* Qardawi, ibid, p.40
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The validity of bay al dayn is subject to four conditions. Firstly, the debt must be the
price of the commodity, which is based on the deferred payment sales. The absence of a
sales transaction will be tantamount to a loan with interest, which is deferred usury. Second,
the debt must have originated from a valid sales contract. All conditions of sale must be fully
observed. Third, the commodities sold should not involve usurious items because these items
must be delivered on the spot and in the equivalent quantity. Finally, the sales of debt should

be on the spot or for immediate payment. The reason behind this restriction is to avoid the

occurrence of sales usury between the two debts.

All the Muslim jurists are unanimous on the principle that bay al dayn will not be valid
unless the debt is paid in full and sold or redeemed at par value. They say that the value of a
debt other than face value may be tantamount to riba, which is prohibited. However, they
also argue that the sale of a debt to a third party or non-debtor is not allowed. Their argument
is that this sale involves gharar elements in which the subject matter of the sale is not

delivered and owned by the seller and the buyer. The Prophet said, “Do not sell a debt for a

debt’.

Murabaha Contracts

Murabaha relates to mark-up sales, which include a profit margin over the original cost. As
a financing mechanism, murabaha can facilitate short-term finance such as letters of credit,
trade finance and working capital. Murabaha contracts are also relevant in the issuance of
bonds. Typically this bond is a fixed income instrument with a maturity of more than one

year. The murabaha bond issuer promises the payment of an asset over a specitied period.

By contrast, a conventional bond is a financial contract, or an IOU from the person or
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investors to the institution that has issued the bond. An investor who has purchased a

conventional bond 1s lending money to the institution.

There is little argument among scholars about the price differential. Some scholars
argue that charging a deferred price higher than the spot price resembles riba nasia in which

interest is charged against the time extension. Al Qurtubi argues that if the purchase price is
falsified the contract 1s void. Imam Shatfie stresses that the seller should declare to the buyer
the purchase price of the goods. What is necessary is that the buyer should agree the selling

price.

Some scholars even suggest that the murabaha price should be equal to the spot price
in order to reflect the mixture of cash sales and interest-free loans. They argue that the profit
margin can be quoted as a percentage of cost or as a fixed amount in money terms. This
profit is legitimate because the trader provides the service for locating, transporting, and
delivering the goods sold. The reward is not for the use of the financier’s money but the sale

transaction.

Some contemporary scholars argue that the underlying asset is crucial for the
negotiability of bond . If the real asset dominates the debt, the bond is negotiable at market
price. If the debt outweighs the real asset, the bond shall be subject to par value and shall
not be negotiable. * The negotiability of the murabaha bond is subject to the face value. It is

not permissible to trade the bond in the secondary market because such debt is tantamount to

riba ( as debt is being traded for debt). In Bahrain, the murabaha bond is tradable through

> Cited by Bank Islam (1995) , The Guide to Islamic Banking Operations, Kuala Lumpur p. 42 from
Qurtubi, Volume 2, Bidayat al mujtahid wal nihayat al muqgtasia and see also Hamoud (1985),

Islamic Banking: The Adaptation of Banking Practice to Conform to Islamic Law, London: Arabian
Information Ltd, p. 245.

** Muhammad al Bashir, (2000) “The Islamic Bonds Market: Possibilities and Challenges”,
International Journal of Islamic Financial Services, Volume 3, No.1, p. 3.
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the establishment of a murabaha investment company as a subsidiary of the al Barakah

Islamic Bank of Bahrain, while in Malaysia the bond is traded in the secondary market using

the controversial concept of bay al dayn.

There is a disagreement whether the murabaha bond 1s a zero coupon bond. The protfit
margin agreed between the issuer and the financier represents a pre-determined income of
the bond. Coupon literally means interest, which is prohibited by sharia. If the murabaha
bond is considered to be a coupon bond, it implies that a profit payment 1s similar to an

interest payment. The murabaha bond can be considered as an income bond rather than a

zero coupon bond. The key issue is whether a coupon or zero coupon bond involves the

element of interest.

Bay Muajjal Contracts

Bay muajjal basically uses the same principle as murabaha except that the latter is issued for

short-term debts. The sales price includes profit margin and cost price. Under this concept,

the issuer create a debt certificate to the financiers for financing the purchase of physical

assets such as equipment, plant, or other capital goods.

A private company or public authority may arrange a syndication involving a group
of financiers to purchase a certain asset. The asset is then sold back at a price comprising
cost elements and a pre-determined margin of profit. In Malaysia, this debt is securitized
through the 1ssuance of primary notes and secondary notes. The primary notes represent the
value equivalent to the purchase price of the assets, while the secondary notes indicate the

equivalent value of the profit amount.

34

P ——T—

LT e

- - - b
A . o amm .- B e R T '_.'.I""

o N e et Oy Sy S S O g o | PR pe e

N B0 i i ' o e B e a1+ g o e o em



Salam Contracts

The concept of salam involves a forward sale of an asset for a known spot price and the
delivery of goods sold at a specified future date. The price is paid in advance so that the
seller is able to undertake the production or the export or import of merchandise. The type of
product is limited to fungible goods like commodities which are measurable, standardized,

and unchanging in their physical attributes. However, services that can be measured in units,

like electricity in kilowatts and numbers of seats for air travel, are also included.

The issuance of a salam bond provides an alternative to conventional bonds. In fact,
the prohibition of riba 1s a rational prerequisite of an Islamic bond. The public and private

sector may issue a salam certificate equivalent to the sales price of the specified asset or

investment project. Each certificate represents a nominal value of the underlying commodity

and a promise of delivery i1n the specified quantity for which this bond has been issued.

The contract of salam provides all the information required, such as the nature of the
commodity, the sale price, the quantity and the delivery date. At the expiry of the
subscription period, the bondholder has the right to sell the securities as agreed by the issuer

in the contract. Investors can earn legitimate profits through the purchase and resale of a

commodity without lending money on interest, as sharia prohibits riba.

Muslim jurists are unanimous on the permissibility of salam as a valid means of

finance, but agree that it would be 1nvalid as a means of speculation. They argue that salam

helps farmers to grow their crops or traders to undertake trading despite the prohibition of

riba. However, the sharia scholars have different views about the availability of the

commodity and the time of delivery. The Hanafi school argues that the validity of salam

depends upon the avatlability of a commodity between the date of contract and the date of
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delivery. However, all the other three schools oppose this view. They argue that the validity
of salam 1s subject to the availability of the commodity at the time of delivery and not at the

time of the contract.

There is also some argument over the minimum period of delivery in a salam
contract. According to the Hanafi and Hanbali schools, the minimum time of delivery
should not be less than 30 days. Their justification 1s that a one-month period 1s reasonable
in which to expect the seller to deliver the commodity, and price fluctuations are unlikely
within that minimum period. Imam Malik suggests that the minimum period should be 14
days because the market price may change within a fortnight. Some scholars argue that the

contracting parties must explicitly determine and jointly approve the delivery period. They

argue that the hadith does not prescribe a minimum period for the validity of salam.

According to the two-tier salam contract, the price of the second contract may be

higher than the first salam price but specify the same date of delivery. The price differential
between the first salam and the second 1s the profit earned. On the date of the delivery, the
investor may enter into a promise to sell with a third party. They can sell the commodity to

the third party at an agreed price according to the terms of the promise, provided that they

have already received the commodity. The appointed agent on behalf of the bondholder will
receive and sell the underlying commodities in the open market at the current price. The

~agent may charge a small amount as a service fee on each certificate.
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Istisna Contracts

Istisna means a made to order item. Istisna represents a construction or manufacturing
agreement and a promise to repay the entire construction cost including profit margin on
maturity. Both payments are known as nominal value or deferred price. It is assumed that the

subject matter of the contract is always a made to order item and its delivery i1s subject to

completion.

Muslim juristé unanimously disapprove the deferment of both the goods and the
price with the exception of istisna. The justification 1s that the sale object needs to be

manufactured or constructed. Another reason is that the buyer also requires financing for the

purchase of specified assets.

An istisna contract 1s considered complete upon the ownership transfer of the specified
project. Although the delivery date is not fixed, the manufacturer or contractor must deliver

the project to the purchaser when the project is fully completed. The istisna is irrevocable

unless, after the construction, the delivered asset does not fulfil the agreed specification.

According to sharia, 1t 1s permissible for the contractor in istisna to enter into another

istisna contract with a sub-contractor. A public authority or private company defines the
project specification and invites tenders from firms or investors bidding for the contract. A
financial institution may also undertake the construction of a specified investment project

and sub-contract the actual work to a manufacturing or professional firm. The successful
bidder who is awarded the contract has the responsibility of constructing or manufacturing

the specified project.
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ijara bonds to its client to acquire a piece of land or a building and then lease that asset to 1ts
client for say five years under an ijara contract™. A group of investors can own the leased
asset with each of them independently sharing the ownership without having any relationship
with the other bondholders. For instance, an airline company may lease an aircraft and issue

ijara bonds to several different bondholders. Each of them has an equal denomination of the

leased asset and has the right to a periodic income.

In an alternative approach, all owners of a leased asset can lease together 1n one master
contract under the same conditions. For example, a syndicate of investors may purchase
office premises and rent out the entire building for say ten years. They can issue ijara bonds
to divide up the right of ownership 1n the form of many certificates, each of which has an
equal face value. A buyér of one or more of these certificates is technically acquiring a
stream of future rental income. Sharia allows the bondholders to sell their ijara certificates

to the new buyer independently of other bondholders. This characteristic is essential to

facilitate the negotiability of ijara bonds.

*> Hamdan, M.B (1996), Corporate Financing by means of Profit Sharing and Debt Financing, Paper
presented at Seminar on Islamic Corporate Financing and Securitisation, 17-18 June 1996,
Renaissance Kuala Lumpur Hotel organised by BIMB Institute of Research and Training

The process is shown by the following illustration:
Land price: RM 30 mullion

Total profit margin: RM 13.125 million
Selling price of the land: RM 43.125 million

Bonds issued: 60 units

Underlying assets: land and building

Loan tenure: 5 years

Rate of profit: 8.75% p.a.

Primary notes

60 primary notes of RM 500,000 each represent the cost of financing which shall all mature and be

payable at the end of the tenure of the bond.
Secondary notes

Each primary note shall be supported by 10 secondary notes of RM 21,875 each, with a 6-month
maturity, representing the profit margin.
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All schools of jurisprudence agree that a purchaser of a leased asset must honour the
ijara contract. The Hanbali School emphasizes that the new owner deserves the rent for the

remaining duration of the ijara since the purchaser i1s now replacing the previous owner.

2.3.2.3 Profit and Loss Sharing Modes as an Alternative to Debt Securities

The variations in the application of sharia principles have a different financial implication.

If the issuance of a bond is based on gard hasan, thc issuers will have to guarantee the
principal amount borrowed irrespective of whether 1t is for investment purposes or not.
However, if the debt i1s 1ssued through murabaha, the issuer who needs the financing

specifies the commodity and promises a profit margin to the investor at the maturity date. If
- the fund is accepted according to mudaraba, the bond issuer may distribute the profit based

on the agreed ratio to the investor. In the case of a loss, the investor will bear the loss unless

it is due to the issuer’s negligence.*®

Mudaraba Contracts

Mudaraba theory assumes that the owner of capital who has little or no experience in the

business sector will be 1n search of a commercial partnership with those who have hands-on

expeﬁence but have little or inadequate capital. The purpose of mudaraba is to establish an

economic cooperation between the capital provider and the entrepreneur in commercial

activities.

* Cited by Bank Islam (1995), The Guide to Islamic Banking Operations, Kuala Lumpur, p. 42 from

Abd al Rahman al Jaziri, (1980), Kitab al Figh ala al Madahahib al Arbaah, Volume 3, , Cairo, p.
256.
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Mudaraba means the surrender of capital. Mudaraba involves two parties, one of

whom surrenders his capital to the other in order to participate in a business venture or

investment project based on profit sharing.”’ According to Imam Hanafi, the contribution of

capital must be in the form of cash. However, Imam Malik argues that a material

contribution is acceptable but it must be valued or sold for cash prior to its utilization in the

partnership.

The economic relationship of entrepreneur and financier are completely different from

the relationship of creditor and debtor. Mudaraba is based on the combination of money

capital and human capital with the anticipation or expectation of profits.”*It should be noted

that mudaraba represents an equity shareholding rather than a riba-based lending which is

on a fixed rate of interest.>”

Muslim jurists agree that the legality of a profit ratio must be established before the

commencement of an investment, while the ownership of mudaraba capital remains with the
financiers (rabb a mal) throughout the duration of the investment project or trade. Only the

entrepreneur (the mudarib) should undertake a mudaraba project. It is invalid if the contract

stipulates that the financier (rabb mal) has the duty of running of the project or business

venture.

The project may be restricted or specified to a strictly defined activity in which case the

mudaraba becomes a mudaraba al muaqgayadah. If the capital user violates the restrictions,

he is considered as a defector and becomes liable for all the risks of the project and must

7T Qee Amin, S.H, (1986), Islamic Banking and Finance, Tehran: Vahid Publication, p.23, and see Al
Ashker, (1987), The Islamic Business Enterprise, London: Croom Helm, pp. 106-107.

*® Siddiqi, M. Nejatullah (1985), Partnership and Profit Sharing In Islamic Law, Leicester: The
Islamic Foundation, UK, pp. 39-34.

** Rahman, F. (1975), Economic Doctrines of Islam, Banking and Insurance, London: Croom Helm,
p. 348.
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fully compensate the financier.”” Both the financier and the entrepreneur will share that
profit, if any, at a fixed ratio. In sharia, all financial losses have to be borne exclusively by
the capital owner. However, it 1s permissible that such losses be deducted from a certain

percentage of the share in revenue or from a special reserve for such a contingency.

The contract may be in the form of a two-tier mudaraba, in which investors pool their
funds with an intermediary who subsequently deals with the entrepreneurs. The entrepreneur
in the first mudaraba must guarantee the capital when the entrepreneur in the second
mudaraba has utilized the capital. The ratio of profit distribution for the financier is
according to the first mudaraba agreement, while the remaining balance of the profit is

divided between the first entrepreneur and the second entrepreneur based on the mudaraba

agreement.

Imam Malik argues that it 1s not necessary to get permission from the financier in

order to engage 1n a two-tier mudaraba. However, he argues that the first entrepreneur

should guarantee the capital and has no right to get a share of the mudaraba profit. The

sharing of profits is between the financier and the entrepreneur in the second mudaraba.

Shafie rejects this view. He argues that a two-tier mudaraba is invalid even with the
permission of the financiers. If such a mudaraba is established, the first mudaraba

agreement is valid and the entrepreneur in the second mudaraba *'is only entitled to claim

for wages from the entrepreneur in the first mudaraba

* Cited by Bank Islam (1995), Kuala Lumpur, p. 95 from Dr. Wahbah al Zuhaili, al Figh al Islami
wa Adillatuh, Volume 4, pp. 858-860.

*! Cited by Bank Islam (1995), Kuala Lumpur, from Al Jaziri Abd Rahman, Kztab al Figh ala
Mazahib al arabaiah, Volume 3, p. 60.
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Imams Hanafi and Hanbali argue that the terms of a mudaraba can be restricted, whilst
Shafie and Malik argue against any such restrictions. Imam Hanafi argues that in mudaraba
al mutlaga (non-restrictive mudaraba) the entrepreneur can exercise his discretion to

determine any restriction.

Mudaraba bonds resemble revenue bonds because the issuers normally pledge the
revenue derived from the funded project. Issuers of mudaraba bonds may include state or
local governments for financing projects including schools, roads, and airports. The maturity
of mudaraba bonds is limited until the completion of the project or business venture.
Mudaraba bonds offer variable returns, which are subject to the profits made by the

42

investment project. *~ In other words, a mudaraba certificate is evidence of the investor’s

shares in the specified project that offer a periodic dividend payment or revenue associated

with the mudaraba capital.

According to sharia, the trading of mudaraba bonds in the bond market is subject to
three rules. First, if the mudaraba capital is still in the form of cash, the bonds should be

exchanged on the basis of sarf (the exchange of money for money). Second, if the mudaraba
capital is still in the form of debt, the bonds should be exchanged according to bay al dayn
(exchange of debt for debt). Lastly, if the mudaraba capital is in the form of mixed assets,

the bonds are exchanged subject to the major portion of the assets. If the major part of the

assets is money or debt then the relevant rules for such assets should be observed.

In a mudaraba contract, the issuers have three distinct roles. First, under al wakala

principles, the financier entrusts the issuer to manage the mudaraba project. Second, the

issuer acts as a working partner to generate profits from the project. Finally, the issuer who

* Saiful, A.R, (1999), ibid, p. 20.
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received the mudaraba capital prior to the commencement of the project is subject to al

wadia principles.

The issuer is prohibited to guarantee the financier a fixed amount of profits. In Islamic
finance, if the project fails, the financier will bear all the losses. Although the 1ssuer neither
guarantees the mudaraba capital nor promises a return, the financial losses can be

compensated by way of a third party guarantee such as by the government. This guarantee

must be separated from the master agreement of mudaraba and be unrelated to the mudaraba

contract.*’

Muslim jurists including the Islam Figh Academy are unanimously agreed over the
prohibition of guaranteed mudaraba capital. HoWever, the governments of Jordan and
Pakistan have launched mudaraba bonds which guarantee mudaraba capital in full
settlement of the nominal value of such bonds. These bonds clearly contravene sharia law

because the mudaraba does not provide a guarantee of mudaraba capital as well as any fixed

profit. Furthermore, these bonds recognize the bondholders as creditors who are entitled to

preference over the ordinary shareholders.**

The third party may guarantee but this must be based on voluntary commitment

45 . .
(tabarru).” Yousri argues that it i1s necessary for the government to guarantee mudaraba

capital so as to encourage the possession of Islamic securities and to attract more Muslim

investors who are still unfamiliar with Islamic bonds as compared to conventional bonds.

* Muhammad al Basher, M.A. (2000), “The Islamic Bonds Market: Possibilities and Challenges”,
International Journal of Islamic Financial Services, Volume 3, No 1, p. 9.
* Abdul Rahman, Yousri Ahmed. (1995), “Islamic Securities in Muslim Countries Stock Market and

an Assessment of the Need for Islamic Secondary Market”, Islamic Economic Studies, pp. 10-11.
1bid, p. 9
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Musharaka Contracts

The term musharaka is derived from the word shirka means sharing. Musharaka refers to
sharing ownership in which all partners contribute funds and have the right to participate in
the management of the project. A Musharaka contract is similar to the modern limited

partnership and joint-stock company in which bonds correspond directly to the equity

market.f‘l6

There is some argument concerning profit distribution in musharaka contracts. The
Iranian and Turkish governments have issued musharaka bonds to finance a development
project in southwest Tehran and the construction of a bridge in Istanbul respectively.

However, the legality of these bonds is questionable because they guarantee a return on

investment whereas sharia law prohibits any guarantee in the cases of musharaka and

mudaraba contracts.

Imams Shafie and Malik suggest that a profit can be shared in proportion to capital
contribution. However, Imam Hanafi stresses that the sleeping partner must not claim a share

of profits over and above the ratio of capital contribution. In contrast, other jurists argue that

a share of the profits should be allocated among the partners.

According to the musharaka principle, the termination of the contract is permissible
only through the mutual agreement of all the partners. Some jurists argue that such a

condition 1s justified because otherwise the dissolution of a contract could arise from one of

the partners who wished to quit from the partnership and not all of them. The duration of a

contract may be determined within a definite or indefinite period. In permanent musharaka,

% Khan, Mukhsin and Mirakhor Abbas, (1987), Theoretical Studies in Islamic Banking and Finance,
Jeddah: Institute for Research and Islamic Studies, p. 169.
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the invested funds are not subject to repayment in the short-term, while under diminishing

musharaka the invested funds are repaid over time according to the profitability of the

project.

2.4 CONCLUSIONS

As well as the banking sector, Islamic capital markets are equally important in order to

provide not only alternative funding to the conventional financial markets but also to
broaden and deepen the existing Sharia-based financial markets. The challenge includes the
development of the debt securities market within Islamic frameworks, which can offer viable

products and legitimate options to both investors and 1ssuers in the economy.

The essence of Islamic debt securities 1s on the premise of interest-free transactions
according to Sharia requirements. Bond financing can be originated either from the sales of
physical assets as the means for financial transactions, or from funds invested through profit
sharing arrangements. These include the application of sales contracts of several types,
namely murabaha, salam, istisna and bay muajjal, plus ijara. For example we can create
murabaha bonds, salam bonds and the like, which 1n general represent debt instruments by

which the holders are entitled to the payment of profit margins or rental income within a

specified date of maturity.

The basic feature of Islamic debt securities differs from conventional debt because

what is subject to contract is not merely money lending but the sales of real assets such as
equipment, commodities, cars and houses. However, the price of such debt instruments is a
fixed return just as with conventional bonds. The coupon rate for the conventional bond is

known as interest. In contrast, although the price of Islamic bonds is pre-determined, such
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returns are considered legitimate from the sharia viewpoint. The reward comes not from
lending money but from financing the purchase of assets. In short, the return on an Islamic
financial asset, in this case a bond, is derived from the return on real assets instead of on

money borrowed. The debt that arises from sales transactions is al dayn whereas the debt

that is derived from the act of lending money is called al gard. Any reward stipulated from a

loan transaction is tantamount to riba, which Islam strictly prohibits.

Apart from sales contracts, Sharia allows the creation of financial products based on
profit sharing either by way of mudaraba or musharaka arrangements. In other words, the
bond can be created using these two concepts. The return on mudaraba and musharaka
bonds, however, 1s not pre-determined like the sales-based bonds. The bondholder will
receive the payment of actual profit generated from the investment project or business
ventures through the sharing of profit with the entrepreneur. In the case of mudaraba bonds,

the investor will bear all the losses, while in musharaka bond financing both partners will

share the losses according to the capital contribution.

The Islamic thinkers can design a theoretical framework, but the developmental

effort of the practitioners is needed to testify whether the debt instruments are marketable
and workable in the real world. Ultimately, however, the investors, issuers, and

intermediaries will determine the success of the Islamic capital market. At the end of the
day, the desired Islamic mstruments will rely among other considerations upon financial
innovations which combine the practicality of Islamic theory, quality products, and

economic benefits to the relevant users.
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CHAPTER 3

THE STRUCTURE OF THE FINANCIAL SYSTEM IN MALAYSIA

3.1 INTRODUCTION

Having examined the theoretical frameworks of Islamic finance and the mode of 1ssuing the
bonds, we are now ready to examine the structure of the financial system in Malaysia. The
financial system®’ has two distinct types of financial institution and four types of financial
market. The institutions are divided into two broad categories, the banking sector and non-

financial intermediaries™. The purpose of this chapter is to describe the banking sector,

while at the same time highlighting virtually all aspects of financial markets in the economy.

Figure 3.1 1illustrates the Malaysian financial system at the end of 2003. The banking
system includes Bank Negara (the central bank), commercial banks, finance companies,

merchant banks, discount houses, offshore banks and the representative offices of foreign

banks. The non-bank financial intermediaries comprise five groups of institutions, namely

the development finance institutions, the savings institutions, the provident and pension

funds, the insurance companies, and unit trusts.

*" Financial systems comprise the functions of financial institutions and financial markets as well as

financial instruments. Thakor (1998) defines the financial system as the collection of financial
intermediaries and financial markets. Financial markets are institutions that operate with internal

markets.

*The non-financial intermediaries are supervised by various government departments and agencies
(see Bank Negara Malaysia, Money and Banking in Malaysia, Kuala Lumpur, 1989)
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Figure 3.1 Financial Institutions and Markets in Malaysia, end-2003
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The rapid changes in the Malaysian financial system since the 1970s, as reflected by
the emergence of different types of financial institution and the introduction of new financial
instruments, have mainly been due to rapid economic growth (Ismail, A.G., 1991; Aziz,
Z.A., 1984). The financial system is largely credit-based rather than capital market-based.
The major funding source for the Malaysian private sector (comprising individuals and
business enterprises) has been credits from the banking sector. In 2003, the proportion of
indirect financing within the total domestic private sector was about 60 percent. The
remaining proportion, of 40 percent, came trom direct financing (i.e. corporate securities)”.

Indeed, the banking sector 1s a nucleus to the financial system.

An efficient financial sector 1s among the major infrastructures in modern economies
that are essential for development. It provides capital allocation, risk diversification and
management as well as intermediation between lenders and borrowers for both domestic and
international economic activities. To meet various social and economic objectives, the
financial system also helps the government to finance projects for the purpose of poverty

eradication, the development of the indigenous community”’ and special projects.

In addition to its role in economic development, the financial system is crucial to
ensure financial stability and strengthen the financial institutions. These involve measures
such as the control of intlationary pressures, maintaining asset quality and managing non-

performing loans. In the context of monetary control, the government imposes the directives

¥ Total credit as at end 2003 was MYRS822.1 billion, of which bank loans were MYRS563.1 billion

and corporate debt securities were MYR259.0 billion. See Bank Negara Annual Report (2003), Table
4.4 Direction of Credit to Private Sector p. 106
*® Since 1975, commercial banks and finance companies were required to extend half of their new

credit to priority sectors including the Malays.
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on lending, governing the holdings of specified categories of assets or restricting ceilings on

loan rates or deposit rates.

Indeed, these three factors, namely the changing market structures, pro-competitive
regulation and new technologies in the financial services, are equally important for Malaysia,

promoting an effective supervision that is geared towards a strong comparative advantage for

the financial sector (Sauve and Gillespie, 2000, p. 427).

3.2 OVERVIEW OF THE BANKING SECTOR

Banking institutions are the largest and most important group of financial institutions in
Malaysia. They engage 1n a wider range of financial activities than any other type of
institution. They compete for deposits in retail markets, where they seek to attract deposits

from individuals and small businesses, and in wholesale markets, where their sources are

mainly companies and other financial institutions.

Banking institutions are either subsidiaries of corporate conglomerates or owned by

the government / public corporations. Some commercial banks have finance companies and

merchant banking subsidiaries, while some financial groups have securities trading and
offshore banking subsidiaries. Maybank, the largest domestic commercial bank, is owned by

Permodalan Nasional Berhad, an investment trust holding corporation.
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The Malaysian banking sector is a fragmented industry. The banking system consists of the

following types of institution:

As at 31 December 2003 Foreign

Commercial banks 13
"
=

Offshore banks
—

Source: Bank Negara Malaysia, Annual Report 2003,
Annex 3, p. 11. List of Banking Institutions (as at 31 December 2003)

Eleven local banks and two merchant banks have consolidated, resulting in 23
commercial banks and 10 merchant banks as of the present date. To date, four foreign-

controlled finance companies have ceased operations and 24 finance companies have

consolidated, resulting in the present 11 finance companies.

Among these banking institutions, demand deposit and foreign exchange operations
are the exclusive business of the commercial banks, while merchant banks specialize in

investment banking. Only finance companies can offer hire-purchase lending in their

business operations.
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3.2.1 Commercial Banks

Commercial banks play a primary role in the payments system, the most basic and crucial
financial service, without which other financial institutions could not function. Since the
banks enjoy interest-free demand deposits, especially from corporate clients, they tace little

pressure compared to finance companies.

There are presently 23 commercial banks, of which 10 are local banks and 13 are
foreign-owned banks. The commercial banking business is dominated by the five largest
local banks, which hold around 48 % of the market share. Two major banks, Maybank and
Bumiputra-Commerce Bank, together control about 30% of market share. In terms of foreign

presence in the banking sector, many foreign banks have been in Malaysia for over a
century. For example, HSBC and ABN Amro established their banking businesses in this

country in 1884 and 1888 respectively. In term of financial results, foreign banks are well

ahead of the domestic banks.

Unlike domestic banks, foreign banks®' have been prohibited from setting up new
branches since 1966, which has shrunk the banks’ once dominant share in the market and

seriously restricted them from mobilizing deposits. Despite this restriction, the 13 foreign

banks control 25% market share of the total banking system. These successes are mainly due

to superior service quality and international financial networks. HSBC, OCBC, Standard

Chartered Bank and Citibank are strong players in consumer banking, while the remaining

nine foreign banks are focused on international and corporate banking.

°! Since 1966 all foreign banks have had to remain one-branch banks. The central bank considers
any off-premises automated teller machines of foreign banks as separate branches and may allow
foreign banks to set up new branches only on a case-by-case basis. The foreign shareholding equity

does not exceed 30%. All foreign banks must assist local banks to provide not less than 60% of
domestic loan needs. y
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Many banks had a huge increase in non-performing loans (NPL) in the 1997 Asian
financial crisis. Direct reasons for this include the economic downturn and the collapse of
property and stock markets . However, the fundamental reasons are associated with the lack

of prudent banking, the deficiency in corporate governance and unhedged foreign exchange
exposure (Pedro et al, 1998, pp.8-61). To address these problems, in the mid-1990s the

central bank has taken several measures such as disclosure and monitoring, single customer

limits, capital adequacy ratios and establishment of asset management companies’”.

Although the commercial banks play a crucial economic role, they are also
ethnically controlled. The government utilizes the banking institutions as a policy instrument

of wealth redistribution between ethnic Malays and non-Malays. Indeed, the government has
consciously incorporated the social agenda into 1ts monetary policies. The banking

community has continued to carry out a social responsibility by narrowing the economic gap

between the two ethnic groups.

52 Tn the late 1980s and 1990s, the banking problems of developing and industrial economies were
associated with property lending. The credit risks arose because of the mismatch between the
property market and the banks’ lending. The property sector is cyclical, whereas housing loans are

typically long-term. During the life of a property loan, the general level of interest rates and capital
flows may adversely affect loan quality. If the capital flows reverse and interest rates increase, the

risks may turn out to be acute. Exposure to the property and stock markets can be a particular risk if
speculative bubbles develop as result of capital inflows (Carse, 1995, p.12).

In Malaysia, the proportion of bank financing in mortgage loans was very large in 1997, accounting
for roughly 40 percent of total loans, compared with a 20 percent share in 1978. The loans suffered
from high risk exposure when the property market collapsed. Many banking firms also suffered
substantial bad debts and interest suspension due to imprudent share financing and fraudulent
management.

>> In 1998, Danamodal Nasional Berhad was established as an interim funding vehicle for banking
institutions to meet the capital adequacy requirements. The entity serving as Malaysia’s national asset
management company, aimed to remove NPL from the financial institutions in order to maximise
asset recovery. During the pertod between 1998 and 2001, the company injected capital into 5
commercial banks, 3 finance companies and 2 merchant banks. The majority of the capitalisation was
in the form of shares or subordinated debt. About half of NPLs is related to property loans.
Manufacturing loans were the second largest category of NPLs. In 1998, the breakdown of debt

removed was as follows; BBMB 16%, Sime Bank 21%, Other local banks 42%, offshore banks 14% -

and non-banks 7%.
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Prior to the 1980s the domestic banks were state-owned banks. This public
ownership, however, had significantly reduced because of the privatization policy whereby
these banks became privately owned banks. The ownership structure of the domestic banks

notably reflects an ethnic-based banking system, as between Malay-owned and Chinese-

owned. Despite the transfer of ownership, however, banks still could not afford to escape

from political interference (Hill, H. 1994, pp. 832-836).

Another interesting point about the domestic commercial banking is the political
bargaining of the Chinese bankers. They protested against the concentration of banking firms
under UMNO’s>* control. After extensive lobbying, the ownership structure has eventually
been consolidated into four large Bumiputera-controlled banking groups and two large

Chinese-controlled banking groups.

The merger exercise has reduced the number of domestic commercial banks by the
absorption of small banks into larger institutions. The objective of the banking consolidation
is to create strong domestic banks in order to face future challenges from financial service

globalization. However, the mergers have resulted in the top corporate tycoons, namely

Rashid Hussein, Azman Hashim and Qeuk Leng Chan, losing their banking empires>>.

** UMNO refers to the United Malays National Organisation which is also the ruling party in the
Federal government.

> Rashid Hussein of RHB Banking Group, Azman Hashim of Arab-Malaysian Banking and Qeuk
Ieng Chan of Hong Leong Banking Group.
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3.2.2 Finance Companies
Most of the finance companies are subsidiaries of commercial banks. They complement the

operations of the banks but compete with them for savings and fixed deposits. The finance
companies contribute around 14% of the banking sector’s assets. The principal assets of

these companies are traditionally home mortgage loans and consumer loans>®. However,

none of the finance companies are owned by foreign entities.

The distinctions between banks and finance companies have become blurred as the

latter increasingly offer financial products that compete with those of the commercial banks.

For example, the finance companies can offer a remittance service within Malaysia,
including bankers’ cheques, demand drafts and telegraphic transfers. They provide
unsecured business loans, albeit on a limited scale, and participate in special funds

established by the central bank. Some of the new services permitted are similar to those of

the commercial banks such as insurance arrangements, mutual funds schemes and

stockbroking services.

Finance companies consistently offer higher deposit interest rates than commercial

banks. However, the interest differential between the two has not narrowed as expected by
the market. In 2003, the average lending rate of commercial bank was 6.11% per annum

Compared t0 9,119 for finance companies, while the average deposit rate between the two

Was 3.69% and 579 respectively. Yusof et al (1994) argue that the banks can not afford to

O SR . . .. L .
ffer competitive interest rates while the finance companies offer limited loans facilities. In

fact, finance Companies charge higher lending rates simply because they do not enjoy a

e T

In 2003 lnance companies provided hire purchase amounting to some RMG60.9 billion (57

b . 1y
cercent), nd were responsible for some RM4.6 billion (13.7 percent) of house financing to
Onsymers.
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lower cost of funds through current accounts and their scope of lending is limited to vehicle

and consumer loans compared to the commercial banks.

Finance companies are the second most important deposit-taking institutions 1n
Malaysia. The deposits are primarily savings and time deposits rather than current accounts.
Since they are not allowed to offer demand deposits, they have mobilized funds through

fixed deposits and savings deposits by offering higher interest rates than the commercial
banks. The finance companies also obtain funding in the wholesale deposit markets through
the inter-bank market and negotiable certificates of deposit. The key depositors 1n finance
companies are largely individuals who account for 70 percent of total deposits, followed by

business enterprises, which accounted for 25 percent of total deposits outstanding as at the

end of 2003.

Finance companies contribute a major source of funds for capital investment in the
economy, especially investment in vehicles, plant and equipment. Many of these capital
assets are created through leasing contracts. Finance companies also provide financing to

motor dealers through block discounting consumer credit agreements, and otfer customers

hire purchase loan facilities.

The finance companies also suffered severe losses 1n the mid 1990s due to the rapid
increase of non-performing loans. The problems were related to the cost of their funds,
which had risen steadily, while their earnings from hire purchase loans remained unchanged.

MBE Finance, the second largest finance company, which suffered huge losses, was rescued

by the central bank to restore public contidence.

57




Like commercial banks, the finance companies’ sector is highly fragmented, in that

the top five finance companies only have a combined market share of about 50 percent’’.
These finance companies have extensive branch networks and are wholly owned by
commercial banks or affiliates undertaking banking activities, which has widened their

earnings base.

During the 1990s, a new interest regime was introduced to enable finance companies
to determine their deposit rates and lending rates. They faced increasing competition from

commercial and savings banks which aggressively entered into the deposit market and the

home loans market.

The finance companies are both competitors and customers of commercial banks.

In future, with the absence of division between finance companies and commercial banks,

a restructuring of the deposit-taking institutions is highly sensible.”

3.2.3 Merchant Banks

Traditionally, merchant banks emerged specifically to provide short-term credit for working

capital or trade financing.” However, their spectrum of business has been widening into the
corporate sector’’. The majority of merchant banks provide loans syndication, project

financing, and revolving and term financing for businesses. In addition, they offer venture

>’ A combined market share of about 50 percent is heavily concentrated among the top five local
finance companies. A further 50 percent share 1s fragmented among the other 19 finance companies.
See The Banker, September 1996, p. 84.

8 Baughn, W.H., Storrs, T.I, and Walker, C.E. (1992), The Bankers’ Handbook, 3" ed, Tokyo:
Toppan Co., Ltd., , pp. 16-17.

*In the early 1970s, merchant banks were established to provide more specialised financial services
that were unavailable through commercial banks, such as syndication of loans, corporate advisory
services, underwriting, and portfolio management.

%0 Howells, P.G.A., and Bain, K. (1994), Financial Markets and Institutions, Harlow, Essex,
England: Longman Publishing UK, p. 91.
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capital financing to high risk businesses and offer fund management services through their

subsidiaries of property trusts and unit trust funds.

The distinctions between commercial banks and merchant banks®! have diminished
as the former have responded to competition from the corporate loan market by increasing

corporate finance, providing management of consortium loans, and project financing.

Discount houses have also increased their market share in corporate financing at the expense

of the merchant banks and they are expected to continue this intrusion.

Unlike the universal banking in Germany, merchant banks in Malaysia are restricted
by being able to offer only investment banking . They are also geographically confined.
Indeed, all merchant banks are based in Kuala Lumpur city where the country’s major
financial institutions are headquartered. The ten merchant banks represent the third largest
set of financial institutions with a 6% share of the banking sector’s assets. Nine of the

merchant banks are owned by commercial banks and the tenth by Amanah Merchant Bank.

The largest 1s Arab-Malaysian Merchant Bank with 40% market share of merchant banks’.

The three major merchant banks dominate with around 44% market share of the
merchant banks’ loans. For example, Arab-Malaysian Merchant Bank and Commerce

International Merchant Bank control 37% and 6% market share of total loans respectively,

while RHB-Malaysian Merchant Bank has a 1% market share of total loans.

°! See Bank Negara Malaysia (1999), The Central Bank and The Financial System in Malaysia-A
Decade of Change, Kuala Lumpur.

°> Greenbaum, S.I., and Thakor, A.V. (1995), Contemporary Financial Intermediation, Orlando,
USA : The Dryden Press.
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Prior to 2002, eight merchant banks had foreign shareholding participation. The
foreign shareholders included ANZ, Barclays, Bank Paribas, Dai Ichi Kangyo, Dresdner

Bank, Fuji Bank, HSBC, Kleinwort Benson, Sakura-Mitsubishi Bank, Sanwa Bank and

Tokai Bank. However, there is no US shareholding in the merchant banks.

3.2.4 Islamic Banks

The Islamic banking system consists of an array of banking firms®’. In 1983, Malaysia
established a dual banking system 1n which Islamic banking emerged alongside conventional

banking. The Islamic banking system is currently channelled through two types of bank:

specialized Islamic banks and Islamic windows®. There are two specialized Islamic banks,

namely Bank Islam Malaysia and Bank Muamalat®® and these banks are regulated under the
Islamic Banking Act of 1983 (IBA). By contrast, Islamic windows are licensed under the

Banking and Financial Institutions Act of 1989 (BAFIA) and they are part of the Islamic

banking system.

As the name 1mplies, an Islamic banking system provides financial services within

the sharia law, while conventional banking i1s based on riba, which Islam prohibits.

Interpreting the system as “interest free” tends to create confusion. Islamic windows denote

the dual functions of conventional banks offering Islamic banking and conventional banking.

% Since 1983, commercial banks have been allowed to offer Islamic banking services; eventually,
finance companies, merchant banks and discount houses were allowed to offer the same services. To
date, there are 24 financial institutions offering Islamic banking services as follows: 9 commercial
banks, 2 Islamic banks, 5 finance companies, 5 merchant banks and 3 discount houses.

° Specialised Islamic banks refer to commercial banks and financial intermediaries that are
structured wholly on Islamic principles performing only with Islamic instruments. Islamic windows
are the exclusive channels provided by conventional banks and financial intermediaries for Islamic
banking facilities.

° Following the merger between Bank Bumiputra Malaysia and Bank of Commerce, a second
Islamic bank was set up in 1999.
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The operations of Islamic windows mix the doctrines of Islam so that halal “®activities can

67

intermingle with haram “‘ones. The system can be fully acceptable only in the context of

Islamic teachings on purification of interest and without intermingling two contrasting

systems. In an Islamic system, banks operate predominantly on a non-interest basis. This

unsympathetically precludes the use of conventional banks as intermediaries to perform

: : : 68
Islamic banking services.

The philosophical foundation of Islamic banking goes beyond conventional banking
that is focused primarily on the economics and financial aspects of transactions, and

emphasizes multi-dimensional aspects which include ethical, social and religious values

(Igbal, 1997).

Nevertheless, this also denotes a filtration process that seeks to Islamize conventional
intermediaries into Islamic entities. The objective of this filtration process 1s to ensure that
the operation and capital structure of each business are sharia compatible; also to

discontinue companies engaged in prohibited activities and avoid dealing with interest™.

Although the sharia injunction 1s a central charactenstic of an Islamic banking
system, Islamic banks essentially perform the same banking functions as the conventional

system (Presley, 1988). They admunister the economy’'s payments system and satisty

® Halal means permitted according to Islamic law. The economic activities which conform to
Islamic rules and norms include legitimate and honest trading and business.

7 Haram means forbidden according to Islamic law. The production of goods and services are
prohibited if they contradict the values of Islam, and these include riba, gambling, alcoholic
beverages and pork meats. |

% Khan (1986) and Lewis, M and Algoud, Latifa M (2001) noted that the distinction between a halal
bank and an Islamic bank has been derived from the activities of the institutions. A halal bank is a
financial intermediary, which provides commercial banking services on the basis of the interest-free
concept. An Islamic bank is a financial institution that operates a full range of commercial banking
services according to Islamic rules and norms.

“Igbal, Z., (1997), Islamic Finance Systems, Oxford University Press.
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financial needs through the transformation of their deposit liabilities into a variety of assets
and loan portfolios to suit the needs of investors. As does the conventional system, Islamic
financial intermediaries exploit efficiently and economically the imperfections in the

financial markets (Stigler, 1964).

The idea of an Islamisation of the banking system within which the conventional

banks offer sharia banking through Islamic windows contradicts the paradigm of Islamic
economics. Although an Islamic window does not involving interest transactions, the core

business of the host bank is predominantly based on interest, which in the context of an

Islamic framework is not permissible.”

The concept of Islamic windows being open alongside the fully-fledged Islamic
banks is also inconsistent with the existing banking regulations. The Islamic Banking Act of
1983 (IBA) separated Islamic banking from conventional banking, thus limiting the financial
business of the two types of bank. IBA defined an Islamic bank as an institution where its

operations are approved by the religion of Islam. In contrast, BAFIA defined the
conventional bank as an institution which received deposits and lent money by way of

interest transactions.

" According to Islamic economists, the key macroeconomic features of an ideal Islamic economy
constitute seven elements These include the abolition of interest, the introduction of profit sharing,
the application of zakat, the absence of the production of goods and services which contradict the
values of Islam (haram), the avoidance of economic activities involving gambling and uncertainty,

the avoidance of wasteful consumption and the establishment of takaful (Nomani, Farhad and
Rahmena, Ali. and Lewis, Mervyn and Algaoud, Latifa M., 2001, p.103).
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The fully-fledged Islamic banks are tacing stiff competition not only from the Islamic
windows but the conventional banks as well. Although the Islamic banks are the anchor
Islamic institution, the Islamic windows grab a lion’s share of the assets, accounting for 70

percent of the total Islamic banking assets in Malaysia at the end of 2003.

But there is also growing competition between Islamic banking firms and non-
banking firms, namely the cooperative banks, as they enter the Islamic deposits and housing
loans markets; and from the national savings bank as the federal government has used this

bank more aggressively as a means of offering Islamic banking facilities.

3.2.5 Discount Houses

Since 1963, discount houses have been the primary financial specialists aiming to manage

funds and financial instruments in the short-term money markets. Discount houses also
provide funding to the government through the purchase of treasury bills and government
securities. The primary roles of discount houses include provision of short-term investment

avenues for corporations, government agencies and other enterprises, meeting the needs for

liquidity within the banking system and facilitating operation of the secondary market.’"

™ Discount houses accept surplus funds in the form of short-term deposits, call and overnight

deposits and invest in the money market through instruments such as treasury bills, government
securities, bankers acceptances and negotiable instruments of deposit.
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Prior to 1990, discount houses were restricted to investing in securities with
maturities of five years or less. However, following the abolition of this restriction in 1990,
discount houses can structure their portfolio (subject to the adequacy of capital on a risk-

weighted basis) and can invest in securities with maturities of up to ten years.

The monopoly power of discount houses (from 1963 to 1989) in government bonds
was eroded ever since banking institutions can act as a principal dealer in 1990. However,
this reform weakened the discount houses’ performances still further. For example, in 1990
and 1991 discount houses suffered losses of RMI14.2 million and RMO9.1 million

respectively. Discount houses turned around in 1993, recording a profit of RM23.2 million.

The demarcation of roles between discount houses and merchant banks is also
blurring. Discount houses can underwrite private debt securities as the merchant banks do.

They are expanding their operation in the growing Islamic debt securities market and

venturing into short-term Islamic instruments to offer more competitive products similar to

those of the merchant banks.

In terms of the consolidation of the banking sector, the central bank has yet to
discontinue the licenses of the discount houses. This is mainly due to the low value added
services that would accrue to the financial system. There are seven discount houses which

are all locally owned. The original plan was for them to be absorbed either by the

commercial banks or the merchant banks not later than 1998. Due to the banking sector’s

problems, however, the termination of the discount houses has been postponed.
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3.3 OVERVIEW OF THE FINANCIAL MARKETS

Financial markets involve financial institutions of various kinds and the transaction of

financial instruments. Typically, financial markets bring together lenders and borrowers or

savers, and investors and trade financial instruments.

There are various types of financial market which include the money market, the

foreign exchange market, the capital market and the offshore market. Four major types of

financial product are stocks, bonds, derivatives and money market instruments.

Each type of financial instrument differs in term of maturity period, the type of

issuer, the type of yield and the risk. Money market instruments represent debt obligations
that have original maturities of less than one year, which are traded in the money market,

while capital market instruments, such as bonds, equities and warrants, have a tenure of one

year or more and are traded 1n the capital market.

3.3.1 Money Market

The speciality of the money market 1s short-term liquid investments with a maturity period

of one year or less. The instruments include treasury bills, repurchase agre:e:rne:nts,,72

commercial papers, bankers’ acceptances, negotiable certificates of deposit and government

securities. The money market brings together investors with an excess of funds and
borrowers with a shortage of funds. The five major players in the money market are the

central bank, commercial banks, discount houses, merchant banks and finance companies.

> See page 467, Baughn, W.H., et al., 1992, The Bankers’ Handbook, 3" ed., Tokyo: Toppan
Company Ltd. Repurchase agreements are more commonly called repos. A repo is the acquisition of
funds through the sale of securities with a simultaneous agreement by the seller of the securities to
repurchase them at a specified price on a specified date. The short-term effect of the two
simultaneous transactions is to create a secured loan with a guaranteed buy back of the collateral
supporting that loan.
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Brokers and dealers offer broking services to facilitate the buying and selling of financial

1nstruments.

The dependability of inter-bank deposits 1s higher than that of money market papers
for meeting funding and liquidity needs in the market.” Inter-bank deposits refer to the
movement of short-term funds between financial institutions which mobilise deposits from

the surplus units to the deficit units. Money market papers refer to the sales of money market
securities and direct borrowing from the central bank. Firms and governments can meet their

funding needs through the sale of money market securities and direct borrowing.
Commercial banks utilize the money market for funding their activities by issuing negotiable

certificates of deposit (NCD), entering repo agreements and selling banker acceptances

(BA).”.

Many banks hold money market instruments for liquidity rather than yield. They
maintain their liquid assets to meet potential deposit withdrawals and to meet potential

increases in loans demand. Insurance companies and mutual funds participate in the

intermediation of the economy by matching investors and qualified borrowers.

> According to the Bank Negara Malaysia, the volume of transactions in the money market had
increased significantly in 2003. The increase was due to improving corporate performances which
reflected the strong financial position. The inter-bank funds rose significantly whereas the money
market papers had increased marginally in 2003. The increase in money market instruments was due
to the increased market preference for fixed income. In 2003, the yield on government papers and the
investment in money market papers was relatively higher than the yield on inter-bank deposits.

However, the trading volume of inter-bank deposits (RM1084.7 billion) was about two times the
trading volume of money market papers.

’* Demand deposits are money accepted by the banks that can be withdrawn on request. In contrast,

time deposits are funds placed in various types of financial institution that can be withdrawn typically
at the maturity date.
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In many developing economies, the deterrent factors on money market development
are interest rate ceilings, central bank discount facilities and taxation. Interest rate ceilings
deter negotiation among the banks concerning inter-bank rates. Central bank discount
facilities can depress the money market by reducing the cost and intensifying the supply of
short-term funds. The taxation of financial transactions contributes to the extremely high

pricing of overnight money (Fry 1988, p.292).

In Malaysia, money market development is impeded by three factors: inadequate
market infrastructure, limited range of instruments” and an inefficient pricing system. In
order to deepen the money market and to enhance liquidity in the secondary market, the
central bank has taken various measures which include the deregulation of interest rates,
introduction of electronic funds transfer, promotion of the secondary market and the creation

of a market-based pricing mechanism.

3.3.2 Foreign Exchange Market

The main component of the foreign exchange market 1s spot and forward currencies trading
The spot market involves the trading of currencies for immediate delivery with a normal

settlement period of two business days. By contrast, the forward market deals in trading

beyond the normal settlement times for currency exchanges. The forward market
predominantly agrees swap transactions whereby two parties deal in foreign currencies now

in order subsequently to exchange other currencies at a specified future date. The typical

trade size is USD 3 million or more.

> Fry (1988) argues that a wide range of financial instruments encourages more savings and more
investment in the economy. However, the developing countries should adopt a modest approach
regarding financial instruments in their financial development policy to avoid the negative impact of

the proliferation of instruments.
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Historically, prior to 1972, the pound sterling dominated the Malaysian foreign
exchange market. However, the market domination of the US dollar had reached nearly
sixty percent since 1973 in terms of trading volume. In 2003, 80 percent of foreign

exchange transactions were US dollar against ringgit according to Bank Negara Malaysia.

Inter-bank trading is the wholesale market, providing enormous liquidity to the
market. Most inter-bank foreign exchange trading i1s in US dollars involving international
trade settlements and capital flows. In the inter-bank market, many banks are involved 1n the

sale and purchase of foreign currencies to help importers and exporters. The banks also trade

directly with each other within a credit limit in the inter-bank market.

Although commercial banks remain the key players in the foreign exchange market,
there are eight money brokers participating in foreign currency transactions. Electronic

foreign exchange systems such as Reuters Direct Dealing Screen and Dow Jones/Telerate are

also common in Malaysia.

There are also retail markets in which firms, finance companies and money-changers

engage in the foreign exchange market. Firms that are involved 1n international trade usually
arrange their foreign exchange transactions through their bankers, while large multinational

corporations normally arrange their foreign exchange through their treasury operations to

finance their trading and manufacturing activities. Nevertheless, the central bank interferes

from time to time to influence the exchange rate and control the exchange risk.

During the 1997 financial crisis, the trading volume of foreign exchange was inflated

“to between USDS0 mullion USD 100 million. A key reason was panic selling by corporations,

banks and mutual funds following the currency attacks. However, by 1998 the trading
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volume had declined by 32 percent as the government introduced selective exchange

controls and introduced a fixed exchange control rate against the US dollar.

The appetite of domestic banks and trading activities has been rather more towards
inter-bank transactions than cross-border transactions. The latter transactions refer to trading

in deposit taking, loans, shares and derivatives in ringgit related activities beyond the

ceographical borders of Malaysia.

The offshore ringgit transactions are not as dominant as inter-bank transactions. The
demand for the offshore ringgit market includes non-residents’ activities such as currency
trading, hedging, trade settlements and speculation. Notwithstanding this, the development

of the offshore ringgit market was promoted through the trading ot Malaysian shares listed

on the Stock Exchange of Singapore, which unfortunately had ceased since September 1998

following the regional financial crisis (Bank Negara, 1999).

In Malaysia, the foreign exchange market is also characterised by administrative
measures to curb speculative transactions that have had a hostile impact on the foreign
exchange market. These measures include the restriction on non-trade related swaps and
outright transactions, the control of inflow of foreign funds into banking institutions, and the

fixing of the ringgit exchange rate against the US dollar.
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3.3.3 Capital Market

Capital market development is crucial for economic growth. A highly developed capital
market can facilitate an economic expansion through the mobilization of savings, the
promotion of direct and financial investments, and provision of the long term financing

needs of the private and public sectors.

Malaysia’s capital market constitutes the second largest provider of long term
financing needs for the economy, next to the banking system. The capital market has the

broadest base of investors and increasingly provides the financial resources for the economy.

Although funds raised from the capital market are relatively inferior to the banking
market, they have expanded abruptly in recent decades because of the deceleration in banks’
loans demand and the steady growth of government securities. According to Bank Negara,

the ratio of net funds raised by the capital markets to net bank credit rose sharply from 0.6 in

1988 to 3.2 in 1998.

Malaysia’s capital market 1s divided into two broad sectors, public sector and private

sector. The public sector includes government agencies and federal institutions. The most

common types of public debt are government issues such as treasury bonds, khazanah bonds,

Malaysian Government Securities (MGS), Government Investment Issues (GII) and savings

bonds.”® The private sector raises funds through the issuance of shares, warrants and

corporate bonds including commercial papers.

7® In 2003, the total outstanding government debt was around RM 150 billion. Of the total debt, it is
estimated that RM10 billion was held by government agencies, RM85 billion by pension funds,
RM19 billion by the banking institutions, and the insurance sector held RM12 billion. MGSs

constitute 70 percent market share and the rest is accounted for by GIIs and savings bonds.
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The percentage of the total funds raised as against government debt has shrunk
rapidly. This notable trend was mainly due to the impact of the privatization policy that
enhanced the corporate sector’s involvement in the national development and the downsizing

of government operations as part of the mechanism to minimize the growing fiscal deficit.”’

The major holders of government securities include pension funds, commercial banks

and insurance companies. As a regulatory requirement, these institutions must invest a

certain portion, or in some cases a significant portion, of their funds in MGS and GILI. They

nearly always hold these instruments until maturity.

More than sixty percent of funds raised are arranged through the private sector. The

sector has outperformed the public sector. In recent years, Malaysian firms have mostly used

corporate debt rather than equities as a source of financing, "°

The equity market encompasses common stocks, preferred stocks and warrants, while
the corporate bond market includes private debt instruments with maturities of more than

one year such as straight bonds, asset-backed cagamas bonds, convertible bonds, bonds with

warrants and Islamic bonds.

The emergence of equities in the country was largely associated with three major
developments in the stock market. First, following the introduction of the Second Board on

Kuala Lumpur Stock Exchange in 1988 , the funds mobilization of the corporate sector had

" During the period 1988-1999, government debts constituted only 30 percent of the total funds

mobilised compared to 80 percent during the period of 1980-1987. In 2003, the share was 50 percent.

Of the total outstanding, there were RM130 billion MGSs, RM7 billion GlIs and RM13 billion Bank
Negara Bonds.

’® The equity market raised RM7.8 billion whereas the corporate bonds market raised RM50.9 billion
In the most recent year.
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become intensified in the market. Second, owing to the listing of major privatized
corporations on the stock exchange, the market capitalization was further advanced. Third,
the strong Malaysian economic performance had spurred new companies to list their stock,

as well as leading to massive inflows of short-term capital to the economy.

Malaysia’s stock market was ranked 23" in the world and 7™ in Asia and was one of

the liquid markets (65 percent) according to the International Finance Corporation (IFC).

Kuala Lumpur Stock Exchange (KLSE) consisted of more than 900 listed companies 1n

2003.

However, the stock market had a bad experience with the Asian financial crisis in the
1990s. For example, market capitalization shrunk to RM186 billion in September 1998 after

the peak of RM891 billion in February 1997. The market capitalization had rebounded to

RMS00 billion by the end of October 1999. The market capitalization at the end of 2003 was

RM640.5 billion.

Initial public offers and rights issues are the most popular modes of corporate capital

in Malaysia. In recent years, more than half of the equity has been raised through initial

offers compared to 30 percent through rights 1ssues. 7

7 IPO raised new funds of around 51 percent of the total funds of RM7.8 billion in 2003 while rights
issues represented 30 percent.

Rights offerings for financing acquisitions in the USA have diminished, but the use of rights issues 1s

still a popular method of raising new equity capital in Japan where the proportion of rights offerings
ranges between 19 and 96 percent (McInish, 2000 p. 170).
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Malaysia’s corporate debts are generally underdeveloped and relatively less
sophisticated than equities and government bonds (Bank Negara, 1999). Market
capitalization of private debt securities was only 0.5 percent of the country’s GDP. On the

other hand, stock market and government debts were 90 percent and 60 percent of the

national income respectively in the late 1980s.%

Nevertheless, Malaysia’s private debts segment has recently been among the fastest
growing markets in the financial sector.”’ This is due to various major developments that
affect the bond market, such as the change of fiscal policy towards the private sector’s role
in economic development, the relaxation of minimum debt issues and the investment
restrictions as well as the downgrading of investment ratingsgz. Furthermore, the debt issuers
were exempted from the prospectus requirement on new issuance. The growing demands

from sophisticated corporate borrowers have also encouraged the issue of bonds.

* McKinnon (1986, pp. 24-27) concludes that the absence of bond and equity markets in developing
economies is primarily due to over-reliance on the banking sector for financing capital needs. The
interest rate policies in many less developed countries can influence the development of bond
markets. For example, low bank loan rates may dishearten business firms from issuing any bonds
because the intermediation costs are relatively cheaper than the direct transaction costs (Tun Wai and

- Patrick, 1973, pp. 283-284).

! According to Bank Negara Malaysia, the PDS market grew from RM395 million in 1987 to

RM75.4 billion 1n 1998. In 2003, the growth rate was 14.4 percent amounting to total outstanding of
RM170.2 billion due to ample liquidity and low interest rates.

**The central bank made some major changes in corporate debt issuances including the reduction of
minimum debt issues from RMS50 million to RM25 million, and the downgrading of the investment
grade rating to BB from BBB (BBB for long-term papers and P3 for short-term papers). McInish
(2000) argues that the downgrading of an investment grade rating to speculative grade (junk bonds)
is often associated with the bad image of the firms. He stresses that although junk bonds are the most

popular source for US firms, especially for financing acquisitions, these bonds had the most default
cases. He further argues that the issuance of junk bonds reflects on the firm’s poor performance.
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Until the late 1980s, the financial instruments in the PDS market were largely
confined to fixed rate cagamas bonds and straight bonds, and private firms were only
marginally able to raise the necessary finance by these instruments. The proliferation of debt
securities provides wider alternatives for the private sector in view of their sophisticated
financial assets. The spectrum of instruments generally includes warrants, convertible bonds,

[slamic debt securities, floating rate bonds, zero coupon bonds, bonds with step up coupons,

bonds with detachable coupons and bonds with call/put options.

3.4 CONCLUSIONS

The evolution of the Malaysian financial system was shaped in response to market failures
and economic circumstances. Following the 1997 Asian financial crisis, the banking system
had been consolidated through the merger of domestic banking institutions. During the crisis,

the health of certain banking institutions and discount houses had been adversely affected.

Such problems were resolved by the central bank through the introduction of a rescue plan

and the consolidation of the banking sector.

The rapid changes in Malaysia’s financial system during the 1990s, as reflected by
the emergence of Islamic banking and the introduction of Islamic financial instruments, were

primarily due to the rapid economic growth. The 1990s became a period of consolidation for

the domestic commercial banks and finance companies. This was to meet changing domestic
economic needs and future challenges from globalization and liberalization in a world

economy.
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To summarize the characteristics of the Malaysian financial markets, three points can
be made. First, the money market provides profitable investment and liquid assets. Money
market development is hindered by inadequate market infrastructure, a limited range of

instruments and an inefficient pricing system. The market depends heavily on banking

institutions for i1ts funding needs.

Second, Malaysia’s corporate debts are generally underdeveloped and are relatively
less sophisticated than equities and government bonds. The PDS market is largely confined
to fixed rate cagamas bonds and straight bonds. Indeed, the proliferation of debt securities 1s

needed to provide wider alternatives for the private sector with sophisticated financial assets.

Lastly, the Islamic banking system has emerged to provide an alternative to

conventional banking. The system covers crucial parts of banking institutions as well as a

financial market based on the interest-ifree concept.
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CHAPTER 4

THE ISLAMIC BOND MARKET IN MALAYSIA

4.1 INTRODUCTION

We discussed the financial sector and financial markets of Malaysia in Chapter 3. In this
chapter, we will look at some of the bond market structures and the main challenges in

Islamic bonds issuance. Our overall aim 1s to appreciate the major components and Key

issues regarding the Islamic bond market. In this chapter we:

e Examine government and private debt securities
o Describe the type of bonds issued

o Identify the main problems associated with Islamic bonds

The vast majority of borrowing by the Malaysian private sector is from the banking

system rather than through bonds or commercial papers. However, Islamic corporate bonds

accounted for around 50 percent of total outstanding bonds in 2003°.

During 1994-1999, the 1ssuance of corporate bonds was mainly related to the

recapitalization of ten banking institutions which were adversely affected by the Asian

: . . . %4
financial crisis®.

- % Total PDS outstanding as at end of 2003 was RM150.2 billion (Bank Negara Malaysia Annual
Report 2003).

** Danamodal Malaysia Berhad issued RM7.6 billion to rescue the banking sector according to
the 2002 Bank Negara Report. The issuance of corporate bonds increased from RM9 billion in 1994
to RM16.1 billon in 1997 and to RM111.8 billion 1 1999.
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Figure 4.1: Turnover of Selected Debt Securities, 2003
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4.2 STRUCTURE OF THE ISLAMIC BOND MARKET

4.2.1 Government Investment Issue (GIIs)

Malaysia’s marketable securities™ of government debt include Malaysian Government
Securities (MGSs) and Government Investment Issues (GIIs). They constitute about 99
percent of the outstanding government debt. Both MGSs and GlIls are issued by the federal
government to facilitate the liquidity needs of the banking system. The original maturity of

both instruments normally exceeds one year. Table 4.1 shows that the total number of MGSs

raised is more than 20 times greater than the number of GllIs.

% Stuhldreher (1992) divides the government securities into two categories: marketable and non-

marketable. He argues that the government marketable debts must include treasury bills, trea<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>