Islamic Banking in Malaysia:
Framework, Performance, and Lessons
Mohcamed Ariff

The establishment of Bank Islam Malaysia Bhd. (BIMB) in 1983 marked the beginning of unew
era in the Malaysian financial system. The introduction of [slamic banking in Malaysia has been
viewed by many Muslims as an alternative to the already existing interest-based fiancial
institutions and by non-Muslims as a healthy development that adds variely which renders
commercial banking a highly competitive industry.

The Malaysian experience has shown that Islamic banking is a viable proposition. That the
track record of BIMB 1s tairly impressive, however, does not necessarily mean that all is well
with Islamic banking in the country. Anattempt 1smade in this paper o review the performance
of BIMB during the last six years and to draw lessons from it. [tishoped that the present analysis
will provide a basis for charting out new directions.

BACKGROUND

Islamic banking in Malaysia is by no means the result of a histoncal accident but ot conscious
and concerted Islamization cfforts fuelied by Islamic resurgence that began in the 1970s. The
establishment of BIMB marked an important milestone in the Islamization process. To be sure.
Islarnic banking in the couniry was not without antecedents, In fact, the Piugrims Managementi
and Fund Board (PMFB). set up in August 1969, represents the pioneer interest-tree financial
wnstitution in the country. The mamn function of PMFB is to promote and mobilize the savings
of mtending pilgnms and o coordinate the pilgnmage activities undertaken by members.

1t now appears in retrospect that it was the PMFB’s success that paved the way tor 1slamuc
banking inthe country. Since 1980, the local Muslim community had exerted sustained pressure
on the govemment to establish an Islamic bank. In July 1951, the government responded by
nsttuting a national steenng comumittee (0 study n detail the feasibility of [slamic banking in
the country. On the recommendation of the committee, the Islamic Banking Act 1983 was
promulgated, ushernng in [stamic banking, subject of course (0 the supervision and regulation
of Bank Negara Malaysia, the central bank.

BIMB was finally incorporated as a limited company under the Companies Act 1965 on |
March 1983, with an authorized capital of M$ 500 million and a paid-up capital of M$80 mitkon,
30 percent of which was provided by the Malaysian governmeni. PMFB coniributed 12.5
percent of the imitial capital. with the balance held by the Muslim Weltare Organization of
Malaysia and various religious councils and agencies. BIMB is steered by 4 board of directors
and guided by a management committee. In addition, the bank is also advised by a religious
supervisory council whose duty 15 to ensure that the bank s operations do notin any way infringe
the basic principles of Islam.
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It is quite obvious that BIMB could not have been set up without the strong support of the
govemment. Evidently, the government has been sympathetic to the Islamic cause, whichis not
hard to explain. The United Malay National Organization (UMNO), the main component in the
ruling Barisan Nasional coalition, has always been conscious of the need to implement Islamic
values to stay in power. It was clearly in the interest of UMNO to take the winds off the sails
of its rival, Parti Islam SeMalaysia (PAS), which advocates Islamization of the Malaysian
economy and the establishment of an Islamic state in the country. Thus, the introduction of
Islamic banking in the country was part of the government’s strategy to steal the thunder of the
Istamic opposition. In short, the political climate of the early 1980s was just right for the
emergence of Islamic banking in Malaysia.

INSTRUMENTS

The most striking feature of Islamic banking is that, unlike conventional banking, it is totally
interest-free. Itis all too well known that payment and receipt of interest is prohibited in Islam,
regardless of the rate of return or the purpose of financial transactions. It is therefore absolutely
essential that no transaction entail any element of interest-directly or indirectly, explicitly or
implicitly. Accordingly, BIMB has taken pains to ensure that all its transactions are cleansed
of interest, BIMB, like Islamic banks elsewhere, is guided by Islamic jurisprudence, and it has
replaced interest with instraments or devices that are consistent with Islamic codes.

Like conventional banks, BIMB operates curent and savings accounts, but interest is
replaced by invoking the principle of al-wadiah (safe-keeping under trusteeship) which allows
the bank to use money deposited without having to share the profits with the depositors. In the
case of current deposits, the bank provides all the usual current account services free of charge.
In the case of savings deposits, the bank returns a portion of profits to the depositors at its absolute
discretion.

In addition, the bank operates two types of imvestment accounts based on the mudharabah
(profit-sharing) principle which permits the bank to use the deposits, with profits being shared
with the depositors in predetermined proportions and any losses being bome entirely by the
depositors. The general investment account enables deposit of funds for a specified period (from
one month to a maximum of five years) to be invested in any way deemed fit by the bank. The
special investment account is meant for govemment deposits and deposits from institutional and
corporate clientele. The profit-sharing ratio in the case of the general investment account divides
total profits, with 70 percentaccruing to the depositors and 30 percent to the bank. Profit-sharing
ratios for the special investment account are negotiable.

On the asset management side, too, investments are made strictly in accordance with
Shari‘ah. Under the mudharabah mode, the bank provides the capital and the borrower-
entreprencur provides the management expertise. Profits are shared according to an agreed
proportion, while any losses are borne by the bank. The bank also resorts to the musharakah
(equity-participating partnership) facility for project financing. Under the musharakah ar-
rangement , the bank shares the cost of the project with the entrepreneur based on an agreed
proportion, with both parties having the right (which may be waived) to participate in the
management of the project. Profits are shared according to an agreed ratio, which may not
correspond to the equity ratio. However, the sharing of any losses is based on the equity ratio.

The bank alsoresorts toother Shari‘ah-based modesof financing. One of these is the purchase
and resale of properties on a deferred payment basis. This is termed bay’ bi thaman ajil (also
referred to as bay' muajial in the literature). Under this mode, the bank purchases the asset and
subsequently sells it to the customer at an agreed price, adding a profit margin, which the
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customer pays 1n instalments.

The bank also undertakes ijarah, first purchasing the asset required by the customer and then
leasing it to the customer for a fixed period on a lease-rental basis. A vanation of this mode is
leasing that ends with ownership (bay’ al-takjiri). This arrangement allows the customer
eventually to buy the asset at an agreed price, with the rental paid previously constituting part
of the price.

Shari‘ah also permits the bank to practise bay* salam, pre-paid purchase of goods for fi-
nancing production. In this case, the price is paid in advance at the time of the coniract, but the
delivery would take place at a future date.

The bank provides short-term facilities through the issue of letters of credit under the principle
of al-wakalah. In this case, the customer may be required to deposit with the bank the full price
of the goods to be bought or imported and to pay fees and commissions 10 the bank. The bank
also issues letiers of guarantee under the principle of al-kafalah. The bank charges service fees
for this facility, and the customer is required to place a certain amount on deposit with the bank
as collateral. Another trade financing instrument at the disposal of the bank is the mark-up
device, or murabahah. In a mwabahah transaction, the bank finances the purchase of a good
or asset by buying it on behalf of the client and adding mark-up before selling it on a cost-plus
basis.

In addition to all these, the bank also provides gard al-hassan, orbenevolent loans. However,
this facility is targeted mainly at the government. Under thismode, abormrower isobliged o return
only the principal sum, but Shari*ah permits him to pay something over and above the principal
amount at his own discretion without any demand on the part of the bank.

ACHIEVEMENTS

Although BIMB was incorporated on 1 March 1983, its operations did not begin unatil 1 July
1983. As of 31 December 1987, BIMB ranked ninth among the twenty-three locally
incorporated commercial banks in terms of sharebolders’ funds and occupied the twelfth
posttion in terms of both assets and deposits (table 1). Its market share, in terms of deposits, has
increased from (.57 percent in 1984 to 2.11 percent in 1988.

Until mid-1984, investment account deposits were accepted by the bank for periods ranging
from six months to five years and above, Thereafter, investment account deposits were accepted
also for shorter periods of one to three months.

Current account and savings account deposits have figured significantly right from the
beginning. Current account deposits increased from M$47.1 million to M$158.8 million
between December 1983 and December 1988. During the same period saving account deposits
rose from M$9.6 million to M$166.9 million. The increase was particularly dramatic in the case
of Investment Account deposits, which rose sharply from M$34.4 miilion in December 1983 to
M$954.4 million in December 1988, It is relevant to note that the bulk of the total investment
accountdeposits are for 2 period of two years and below. Total deposits stood by the end of 1988
at M$1.285 billion, which compares very favorably withM$91.1 million at the end of 1983. The
total number of depositors also increased nearly tenfold, from 22,499 in December 1983 to
220,400 in December 1988 (table 2). 1tis also noteworthy that about 98 percent of the depositors
are Muslims,

Some sigaificant changes have taken place in the structure of deposits (table 3). The share
of current account deposits in the total has fatlen from 51.7 percent in December 1983 to 12.4
percent in December 1988, Savings account deposits accounted for 13 percent in December
1988, compared with 10.6 percent in December 1983 and 15.2 percent in December 1986. The
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TABLE 3
Composition of Bank Islam Malaysia Bhd. deposits (percentage)
Year ending

Account type Dec 83 Dec 84 Dec 85 Dec 86 Dec 87 Dec 88
Current 51.74 15.18 1303 1531 13.19 12.36
Savings 1056 1290 1291 15.19 13.60 1299
Investment 37.79 69.75 73.23 69.01 7273 74.27
Other 0.01 137 0.83 0.49 048 0.38

Total 100.00 100.00 100.00 100.00 100.00 100.00

Note: Computed from table 2,

relative importance of investment account deposits has increased sharply, from 37.8 percent in
December 1983 to 74.3 percent in December 1988.

BIMB keeps 30 percent of its profits and distributes 70 percent among its depositors. The
rate of return o depositors in savings accounts increased froin 4.96 percent per annum in June
1984 to 5.46 percent per annum in Jun 1985, but declined gradually to 3.25 percentin June 1988.
A slight increase in the rate of return (to 3.31 percent) was posted in December 1988. A similar
trend was also found in the returns on investment deposits, particularly in the categories of nine
months and over. However, the rates of retum on investment account deposits of one to six
months peaked in June 1985, with a slight decline in December 1985 followed by a marginal
increase in June 1986 and a subsequent fall until June 1988 (table 4).

The movements in the rates of refurn seem to reflect the macroeconomic changes in the
country in recent years. However, the rates of refurn provided by BIMB pale somewhat in
comparison with the rates offered by conventional banks (table 5).

Asshown in table 6, BIMB’s financing and investment extended to its customers amounted
to M$620.5 million in June 1988, nearly four times the level reached in June 1984 (M$165
million). The customer investment portfolio changed significantly between 1983 and 1988.
Murabahah financing grew year after year in absolute terms, bat its relative share in the totat
outlay declined from 37.2 percent in June 1984 to 18.9 percent in June 1988. Musharakah
investments grew absolutely, but their share in the totzd fell to 1.8 percent in June 1988 from 2.2
percentin June 1986, which nevertheless compared favorably with their 1.2 percent share in June
1984. The relative importance of ijarah declined consistently from 9.3 percent in June 1984 to

TABLE 4
Rate of profit paid to Bank Islam Malaysia Bhd. depositors (percentage per annum)

Period ending
Account type June 84 Dec 84 June 85 Dec 85 June 86 Dec 86 June 87 Dec 87 June 88 Dec 88
Savings 496 514 546 518 471 468 420 349 325 331
Investment
1 month 55 576 611 58 528 524 470 39 364 371
3 months 591 612 649 617 561 557 499 416 387 394
6 months 625 648 688 653 594 589 529 440 409 4.18
9 months 660 684 726 689 621 622 558 464 432 441
12 months 695 720 Ted 12 660 655 588 489 454 464
15 months 720 756 802 762 692 687 617 513 477 4387
18 months 764 792 840 798 725 T2 646 538 500 510
24 months 799 B28 879 83 758 753 6T 562 523 534
36 months 834 864 917 870 T91 78 705 587 545 557
48 months 868 900 955 o907 824 818 734 61l 568 580

60 months+ 903 936 993 943 857 851 Te&4 636 591 603
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2.9 percent in June 1988.

The most striking feature is that bay’ bi thaman afil (or bay' muafjal) accounts for the butk
of the total and that its relative importance has grown over time. The share of bay’ bi thaman
ajil in the total increased from 49.1 percent in June 1984 to 78.7 percent in June 1987, before
declining marginally to 76 percent in June 1988. Another striking observation is that
mudharabah investinents have been falling both absolutely and relatively. The share of gard
al-hassan (representing advance payments made on outstation cheques prior to central bank
clearance) has understandably remained quite small.

It appears that about 90 percent of the bank’s financing and investment is accounted for by
Muslims. The number of financing accounts totalled 3,215 as of 30 June 1988. 1tis also worth
noting that alarge number of BIMB financing involved relatively small amounts, with 81 percent
amounting to M$ 100,000 orless. Evidently, the sectorial allocation of funds disbursed by BIMB
exhibits considerable diversity, covering nearly all the major sectors (table 7). However, real
estate, manufacturing and wholesale and retail trade jointly account for 56.9 percent of the total.

TABLE 7
Distribution of Bank Islam Malaysia Bhd. customer financing

Secior Percentage
Agriculture 5.20
Mining and quarrying 2.10
Manufacturing 19.60
Construction : 1.50
Wholesale and retail trade 1180
Transpart and storage 550
Business services 380
Real estate 2540
Misc. (incl housing) 25.00

Source: Bank Islam Malaysia Bhd., Anoual Report (1988), 33.
Note: All data as of 30 June 1988.

Like all commercial banks, BIMB maintains statutory reserves with the central bank, Asof
30 June 1988, these stood at M$35.8 million, 3.35 percent of the bank’s total liabilities. In
addition, the bank is also required to maintain a liquidity ratio of 5 percent of its investment
account liabilities and 10 percent of other habilities.

The bank’s short-term investments in government investment certificates amounted to
M3$421.6 million as of 30 June 1988. These non-interest bearing certificates, issued under the
Investment Act 1982, enable BIMB to meet its liquidity requirement in terms of its liquid asset
holdings and represent an important avenue for BIMB to temporarily park its surplus funds. It
is important to note that these certificates are not restricted to BIMB only, as they are readily
available to other financial institutions as well. The purchase of these certificates is regarded as
abenevolentloan {gard al-hassan) to the government. This means that BIMB cannotexpect any
returns on its capital and that the payment of dividends is completely at the discretion of the
govemment,

Total liquid assets of BIMB, including its cash and balance with other banks and agents
(M$14.8 million), and statutory deposits with the central bank (M$35.8 million), stood at
M$472.00 million, or 46.2 percent of total deposits received, as of 30 June 1988, This ratio is
higher than what is legally required and exceeds that maintained by conventional banks (around
25 percent).

In addition, the bank also had short-term investments in stocks of commaodities amounting
to M$4.5 million and an investment of M$11 million in quoted and unquoted shares in Malaysia.
Some of these took the form of joint ventures (musharakah) with other parties.
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BIMB has established three subsidiaries to play auxiliary roles. One of these is the wholly-
owned Syarikat Al-ljarah, established in 1983 with a paid-up capital of M$ 1 million to facilitate
the acquisition of movable and immovable fixed assets for BIMB. Another wholly-owned
subsidiary, known as Al-Wakalah Nominees, was set up in 1984 with a paid-up capital of
M$25,000 and acts as the nominee for BIMB and its clients on the sale and purchase of shares
and the sale of collaterals. In addition, the bank holds 51 percentequity (valued at M35, 1 million)
in an Islamic insurance scheme under the name of Syarikat Takaful Malaysia, formed in 1985.

BIMB has been expanding its branch network. The total number of branches stood at twenty-
one as of 30 June 1988, three times as many as had been established by the end of 1985. In
financial year 1987-88 alone, three new branches were opened. Nearly all Malaysia’s state
capitals are served by BIMB branches. The bank plans to open three to four new branches per
year between 1989 and 1993.

In its first financial year (1983-84), the bank incurred a loss of M$1.3 medlion (after paying
returns to depositors but before paying zakah). Subsequently, BIMB has reported profits. Pre-
tax/zakah profits have grown trom M$4.4 million in 1984-85 to M$6.2 million in 198788, after
falling 0 M$3.7 million in 1985-86. From the sharcholders’ point of view, the rate of return on
investment is somewhat small, ranging from a low of 4.58 percent in 198586 10 a high of 7.73
percent in 1987-88. Out of the annual profits, the bank has been transferring resources 1o its
reserve fund. Unti 1986-87, the bank retained all its profits without declaring any dividends
toshareholders. The bank declared a modest 2.0 percent dividend for the first ime, in fune 1988.
(See table 8.)

TABLE 8
Bank Islam Malaysia Bhd. annual profits and losses

Year ending
June84 June85 June®6 June87 June 88
Profit befare zakah and taxation {1,287y 4375 3,662 4,524 6,187
Zakah (484) 415) 37 (381) (358)
Taxation 0 (14000 (1,100 (3200  (2.838)
Profat afler zakah and taxaton (1.770) 2560 22185 b4l 2971
Transfer to reserves 0 (641) (800) “50)  (1.490)
Proposed dividend 0 0 0 0 (1,039
Retatned profit 1,770y 1919 1,385 493 442
Retamed profit brought forward ¢ (1,770) 149 1,534 2,027
Total (L 770) 149 1,534 2027 24649

Nore: All data are tn thousands of Malaysian ringgit.

ISSUES

Several important features of Islamic banking in Malaysia have surfaced i the preceding
analysis. First, although investmentdeposits account for a larger proportion of the total, the bulk
of these are short-term in nature, being made for a period of less than two vears. Second, the
equity-financing modes of musharakah and mudharabah represent a very smatl proportion of
the investment portfolio, while bay* muajjal and ijarah are the most commonly used modes of
financing. Third, excess liquidity is a serious problem in the absence of suitabie non-interest-
based financial instruments for money and capital market transactions. Fourth, the average rate
of retum on deposits has not been very competitive with that offered by the conventional banking
sector. Finally, the rate of retum on investment to the shareholders has been only modest.



76 JournaL oF Isiasnc Economics

BMIB may be criticized on a nurnber of gronnds. One criticism is that there have been no
major changes in ¢ither deposit structure or investment portfolio in its six years of existence.
Moreover, the bank has beenacting ina risk-averting manner by de-emphasizing the musharakah
and mudharabah modes and concentrating on bay' muajjal and and ifarah transactions. Yet
another line of criticism is that the bank has not contributed much to the socioeconomic
development of the Muslim community in the country. While these criticisms seem legitimate,
in the sense that they reflect the aspirations of the urvnah, and valid, in the sense that they are
apparently based on facts and figures, a relevant question to ask would be: Are we not expecting
100 much too soon?

One shonld not lose sight of the fact that BIMB belongs to the world of rijari (the commercial
or private sector). Its primary objective is to generate reasonable profits for its depositors and
shareholders. All other considerations, although important, should take a back seat. However,
this observation should not be misinterpreted to mean that Islamic banks have no wider social
obligations. It only draws attention to the need for an Islamic bank to get its priorities right. It
would be incorrect to assign to an institution in the #jars sector the kind of responsibilities that
are meant for organizations in the siasi (public) and iffimai (welfare) sectors.

From this perspective, it would appear that BIMB has been acting prudently and responsibly
10 ensure a reasonable rate of return, especially to its depositors. Whether it could have
performed even betier on this score had it adopted different strategies is a moot poirit. It may be
argued that musharakah and mudharabah modes could have yielded higher retuns if the bank
had paid adequate aftention to them. In any case, it appears that the bank's performance has fallen
short of popular expectations because its modes of operation are largely confined to such second-
line techniques as bay‘ muajjal and ijarah. Tobe sure, there is nothing wrong with these modes,
for the Shari‘ah does not classify them assecond-line technigues and equity financing as the first-
line.

All this notwithstanding, economists are probably right in calling attention to the importance
of equity financing (hence its labelling as the first-line technique) in Islamic banking. No one
questions the Islamicity of such instruments as murabahah, bay* muajfal, bay’ salam, or ijarah,
as they are all cleansed of interest, and no one conversant with figh and economics would accuse
the bank of admitting interest in any disguised form. Thus, there is no douabt that the various
modes of financing provided by BIMB are /alal.

However, there is much more to [slamic banking than the elimination of interest. One may
argue that BIMB could have made a stronger impact had it resorted seriously to equity-financing
techmques such as musharakah and mudharabah, which could have stimulated a lot more
private sector initiatives with considerable multiplier effects. Theoretically, one of the main
selling points of islamic banking, unlike conventional banking, 1s its concem for the viability of
the project and the profitability of the operation rather than the size of the collateral. Good
projects that might be umed down by conventional banks for lack of collateral could be financed
by Islamic bankson a profit-sharing basis. Thus BIMB is expected, not unreasonably, to be more
enterprising than its conventional counterparts and to play a more catalytic role in stimulating
private-sector activities in the country than it has so far.

in faimess, however, one must only evaluate the performance of BIMB in the context within
which it operates. It is a new institution in a hostile environment, where not all who patronize
it really subscribe to the principles behind it or are absolutely convinced about its commercial
viability. Inother words, the bank must be extremely cautious about every move it takes toensure
its survival. A wrong move could prove to be disastrous not only for the bank but also for the
entire Islamization process in the country. It is in this sense that BIMB has a dual responsibility,
toits shareholders and the umma#h atlarge, and it therefore has to be doubly careful inits operations.
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As was noted earlier, the bulk of the deposits in BIMB are short-term in nature. The deposit
structure thus does not favor equity-financing, which is of a long-term nature. It is therefore
tmperative that the deposit composition be adjusted before the investment portfolio is
restructured.

Past experience has shown that many patrons of BIMB have no qualms about shifting their
funds between BIMB and interest-based conventional banks, depending on which bank pays
more. Even marginal changes in rate of return Seem to have resulted in substantial movements
of funds. The implication is that not all depositors of BIMB are Islamically motivated. In a
situation where funds are highly sensitive to even small changes in rates of return and mobile in
response to small differentials in rates of retum, it would be hazardous for the bank to commit
deposit funds in long-term portfolios such as musharakah and mudharabah.

On the demand side, entrepreneurs seem to resent the idea of sharing their profits with banks
on a nuisharakah or mudharabah basis, especially since such modes of financing imply sharing
of equity and control as well. Many established firms with good potential seem to prefer
borrowing funds at fixed costs from conventional banks toequity-financing through BIMB., On
the other hand, BIMB 1s understandably reluctant to enter into mudharabah transactions with
enrepreneurs with no track record, since all losses will have to be bomne by the bank. BIMB also
cannot afford to overlook the problem of borrower delinguency. In fact, the bank faces the need
to make sizeable provisions for bad debts.

To put it difterently, the market for musharakah seems somewhat limited, while that for
mudharabahis beset with pitfalls, BIMB lacks management skills needed for project evaluation,
supervision, and control of mudharabah deals. That equity financing forms a small proportion
and that bay' muajjal and ijarah account for the bulk of total investments may be seen at least
partly in terms of BIMB s response to market demand.

Inevaluating the performance of BIMB, one should take into account the special circumstances
in which the bank has been operating. The banking industry in Malaysia underwent a particularly
badperiod from 1985 to 1987 under the impact of a severe recession. It was a painful experience
toralmostallbanks in the country. Some of them would have gone busthad they not been rescued
by the central bank. Several banks were taken over by the central bank. and some finance
companies came under receivership, asthe incidence of bad loans increased sharply. That BIMB
did not fall into this category 1s a major accomplishment in itself. Inhindsight. it would probably
have been a disaster had BIMB gone ir big way into mudharabah financing in the mid-1980s.

CONCLUSION

While the preceding discussion might help vindicate BIMB’s position, i does not constitute an
argument in favor of the status—quo. That BIMB is totally and absolutely interest-free is not in
dispute. Nonetheless, it is worth reiterating that there is much more t0 Islamic banking than the
elimination of interest. To be sure, BIMB belongs to the world of tijari, bul it cannct run away
from its moral obligations to serve the ummah. 1t would strive (o find out what the banking needs
of the community are and devise means of meeting those needs within the framework of
Shari‘ah. For this purpose the bank should set up a research and development unit.

That mudharabah deals account for a tiny proportion of total financing 1s not in itself a major
cause for concern. BIMB is probably justified in having dowa-played this mode, given the
circumstances in which it has been operating since its inception. There is nothing sacrosanct
about the institution of mudharabah, as it was a custom of the pre-Islamic Arabs.' This is not
to deny the Isfamicity of the institution, as the Prophet (s.a.w.} had raised no objections (o it.
Although mudharabah is approved by Shari‘ah, the legitimacy of two-tier mudharabah is du-
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bious, since not all schools of thought agree on the permissibility of a bank (which acts as a
nmudharib vis-3-vis its depositors) entering into a second round of mudharabah iransaction with
its customers.

Mudharabah is not an easy mode o operate, especially for an infant Isiamic bank. The main
deterrent is the high risk element, especially since all capital losses are borne by the bank. Of
course, risks can be minimized through careful assortment and diversification of investments
under normal circumstances. But, the problem with this mode is that it seems particularly
vulnerable (0 cyclical downtumns when the business faiture rate is very high.

‘The mudharabah instrument would appeal in a society where the mudharibs are competent,
honest, trustworthy, and God-fearing. No bank can afford to conduct its business under this
assumption. Nor can a bank undertake character analysis of numerous customers, as it is a time
consuming and costly exercise.

The musharakah mode, on the other hand, appears to be more practical and less risky, given
that Josses are shared by both the bank and the customer. But, the problem with this instrument
is that most customers resent the idea of sharing ownership and control with abank. In asociety
where Islamic banks co-exist with conventional banks, there is a tendency for the clientele,
unless they are Islamically motivated, to borrow funds from the latter at fixed interest. More
often than not, it is the “unbankable” customers who turn to the Islamic banks, after being turned
down by conventional banks.

It appears that the mudharabah and musharakah, modes of financing are more appropriate
for merchant banking than commercial banking. Maybe there is a case for an Islamic merchant
bank. By the same token, one may even think of specialized Islamic financial institutions like
a mudharabah bank or a musharakah bank.

There has been so much emphasis in the literature on these two modes, giving the impression
that Isiamic banking would be meaningless without them. There is an urgent need to devise new
instruments that are compatible with Shari‘ah principles. Hence the importance of research and
development activities, which have hitherto been neglected by Isiamic banks all over the world.
In societies in which only a single Islamic bank operates, there may be a tendency for the bank
to behave like a monopolist, resulting in complacency and inefficiency. Some competition
would probably do wonders.

In Malaysia, BIMB enjoys such a monopoly status. The chances of another Islamic bank
being established in Malaysia in the near future are remote, not because of any barriers to new
entry but because private sector initiatives in thisdirection are unlikely to be forthcoming. BIMB
has to prove its commercial viability and profitability before it can attract new entrants.
However, competition to BIMB can be provided if Malaysia permits foreign Islamic banks to
operate in the country. If Muslim countries are prepared io open their doors to foreign Islamic
banks in abilateral, if not multilateral, fashion the cause of Islam would be better served. Islamic
banks can be the focal point of economic cooperation among Muslim countries, notonly by being
an arena of cooperation but also by acting as a vehicle for bringing about greater economic
cooperation.
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