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Revi ewi ng Malaysia's Islamc financial systemand its way forward

Nor Mbharmed Yakcop
THE year 2003 marks the 20th anniversary of the setting up of the first
Islamic bank in Ml aysia, nanely Bank |slam Ml aysia Bhd

Such an inmportant anniversary calls for reflection on what we have
achi eved over two decades and where do we go from here

I bn Khal dun rem nds us in his Migaddi mah (opening remark) that social
justice, rules of laws, property rights, a culture of tolerance and
cooperation anong various constituents, a wllingness to innovate and
econoni ¢ strategies which target growmh and devel opment with equity are
all crucial and inter-dependent elenents that form the enabling
environnent to strive for success, both in this world and in the next.

In the context of our pursuit of a well-rounded devel opnment in a
mul ti -
religious environnent, Ml aysia adopted the approach of gradually
i mpl ementing a dual financial system - an Islanmic financial system
functioning in parallel with the conventional one. Today, we are
begi nni ng
to see the maturing of the Islamic financial systeminto a nore usable
and
pragmati c system that goes beyond the textbooks and theories which were
popular in the 1970s and 1980s.

The growth and devel opnent of the Islanmic financial systemin Ml aysia
owes its success mainly to two individuals. One is Prime M nister Datuk
Seri Dr Mahathir Mhamad. Not nany today realise that one of the first
actions Dr Mahathir took upon becoming Prime Mnister in 1981 was to set
up a National Steering Comrittee to inplenent Islamc banking in
Mal aysi a.

In the early 1980s, Islanic banking was considered a quaint idea and not
many | eaders of Islamic countries had the guts to inplenment Islanic
banki ng.

Dr Mahathir saw the potential of |slamc banking even then, and he
made
the brave decision to inplenent Islamc banking in Malaysia with the
setting up of Bank Islamin 1983. The rest is history. At every stage of
the devel opnent of the Islanmic financial systemin Mlaysia, Dr
Mahat hir's
support was the crucial elenent that nade the difference

The other individual is the late Tan Sri Jaafar Hussein, who was the
Governor of Bank Negara Ml aysia from 1985 to 1994. Jaafar took upon
hinself the responsibility to inplenment a dual system of banking
I slam c
and conventional, both equally conprehensive.

| wish to quickly re-visit the evolution of the Islamc financia
system
in Malaysia. First came the initial period of fanmiliarisation (1983-
1992).

This was an exploratory, alnost experinmental, stagewhen Bank |slam was
set
up in 1983 under a new Islamc Banking Act. W proceeded cautiously and



conservatively, and rightly so, as those were early days and one slip-up
could have spelled the end of public confidence in the Islamc financia
system Over the next decade, Bank |slam and Takaful Malaysia Bhd grew
fromstrength to strength. I|slamc banking was no |onger regarded as a
novelty or a quaint notion - even non-Mislins started banking with Bank
I sl am

Wth this confidence, canme the next stage, that of mainstream
accept ance
and pervasiveness (1993-2002). No longer was Islanmic finance the sole
domain of Bank Islam - the entire financial system began to use and
apply
Islamic financial principles. During this phase, the dual system of
banki ng took root in Ml aysia. The dual system continues to be a unique
feature of the inplenentation of Islamc banking among Mislim nations.
No
ot her country had adopted this strategy so far

The next phase - Islamic finance as a conpetitive advantage

Wth two decades of devel opnent behind it, | believe the Islamc
financial systemin Ml aysia stands on the threshold of its next phase
Before going into this next phase, perhaps, we should take a step or two
back to look at the broad canvas of Islamic finance in the international
arena in order to gauge where we should be headi ng and what needs to be
done to get there

If we are to look at the Islamic financial system it is natural that
we
ook at the core of Islamitself. Islamis a deen, a conplete way of
life.

Beyond basic religious beliefs and practices, |slam shows us how to best
conduct ourselves in everyday matters. The code of best conducts is
called

the Syariah - the basis of the Islanmic financial system

The Syariah has been put there not as a set of rituals to nmake life
difficult. It serves several inmportant purposes. Firstly, the Syariah is
a
nmeans to approach and seek the pleasure of the Creator. Secondly, the
Syariah brings about human success and harnony - allowing nen to attain
excellence. It is through the strong adherence to the Syariah that
Musl i s
of earlier generations achieved their nmagnificence and gl obal success
Thus, the Islam c financial system being part of this Syariah system
ought to be treated in the sane |ight.

Just as the Syariah is a means to an end, so too is the Islamc
financial system The inplenmentation of an Islamic financial systemis
not
the end goal. It is, in fact, a neans and a tool of conpetitive
advant age
for the ummah's success, including econom c success

Wiile the first phase was that of discovery, and the second phase was
that of acceptance, | believe in this current phase, beginning 2003, we
will need to increasingly use Muslim financial principles as a tool of
conpetitive advantage. Wiile this is particularly true for Ml aysia,
this
is also generally true for Islamc nations as a whole. W can define the
term Muslim nations as the 57 countries which are nenbers of the



Organisation of Islanmic Countries (OC).

Let me explain what is neant by conpetitive advantage. The
conventi ona
financial system has been in existence for over 600 years. Wile
undoubtedly the system has been instrunental in the devel opnment and
growt h
of many countries, the growmh has not been equitable. The conventiona
system has now produced 358 billionaires, while keeping 1.3 billion
peopl e
living in absolute deprivation. There is certainly a need for a nore
equitable financial system The ultimate objective of an Islamc
financia
system both donestically and internationally, would be to design and
put
in place an econom ¢ system supportive of economic justice. W have the
conpetitive advantage to do it because Islamc values are rooted in
goodness and justice. O course, to achieve the objectives of Phase Il
will require a radical altering of the dominant culture and the
restructuring of many inmportant institutions.

For Islamic finance to nmeet its objectives in the current phase, a
nunber of pre-conditions are necessary. First, Islamc finance in the
international arena will have to be devel oped into a genuine parallel
system Currently, only in Mlaysia does Islanm c finance functions
parallel to the conventional system In OC nations - except Sudan, Iran
and Paki stan where the entire systemis Islamic - Islamc finance is
treated nmerely as a special case of the general system- it is not yet a
genui nely alternative system

Second, while in the first two phases, bankers were in the vanguard
| eading the devel opment of Islanmic finance, in Phase Ill, leaders in the
capital market will have to play a prom nent role. The bankers have done
an excellent job during the nascent period of Islamc banking, but one
unfortunate effect of the promi nent role of bankers during early period
of
Islamic banking is that many of the existing Islanmic products are skewed
towar ds debt-based instruments, where collateral is still inportant

As we know, in nost Third World countries, an inportant reason for the
| ack of entrepreneurial developnents is the absence of capital being
internediated to the needy as they lack collateral, and banks rarely
| ook
at the viability of projects alone. Wth the capital market experts
pl aying an inportant role from hereon in the devel opment of Islanic
finance, we can starting pronoting, in a bigger way, equity-based
instruments. And even in the case of debt-based instruments, the

enphasi s
nmust be on project viability rather than coll ateral
Third, we have seen, especially in Phase Il, that any Wstern banking

appears to be playing an increasing role in the developrment of Islamnic
banking. This is partly due to the absence of drives fromlslanic
financial institutions thenselves. We should continue to welcone the
Western financial institutions playing an inportant role in the

devel opnent of Islamic finance, since they can provided greater depth
and

reach for the Islamc products, based on their sheer size and network.
However, the |eadership role of Islamic finance will have to be taken



over
by home-grown Islanmic financial institutions, so that Islanic finance
can

be developed in the spirit of Islam in order to achieve equity, social
justice and creating a noral econony.

Fourth, home-grown Islanmic financial institutions should attract
first-
class talents to work for them and they should pay whatever it takes to
attract them Currently, first-class Muslim talents are found mainly in
the Islamic financial departnents of Wstern banking institutions. In
Phase 111, where Islanic financial products rmust come to the market
pl ace
as a tool of conpetitive advantage, it is of the highest priority that
our
home-grown Islamic financial internediaries are led and driven by
i ndi vidual s who possess the highest standards of intellectual fire-power
and creativity, who are well-versed in conventional finance but yet
firmy
grounded on the Islamic core - fully conmitted to the principles of
promoting social justice and a noral econony through the pronotion of
I sl am c-based finance.

To that talents that are now working w th high conpensation packages
for
conventional banks, we should provide every opportunity for themto have
significant equity participation in Islamc financial ventures in our
own
country, that would allow them to concurrently nonetise their ideas. As
an
ummah, we must then nove to ensure that these hone-grown ventures engage
in the international arena with both Mislins and non-Mislins. After all,
I sl am has conmanded us to know each other and cooperate anbng our
bret hren
ummah, and we al so have a duty to introduce to mankind at |arge the
mer cy
that is inherent in the Islamic system There are many mechani sns for
cooperation with varying advantages of providing increased scale and
reach, while maintaining different degrees of control; from strategic
alliances, joint ventures to outright mergers.

It is clear to ne that it is not just an article of faith that the
Islami c financial systemis superior to the conventional one in nmany
ways.

The Islamic systemis a just and equitable system that pronotes win-wn
rel ati onshi ps anbng economi c agents. For exanple, the relationship

bet ween

financiers and users of capital is based on cooperation and the

equi tabl e

sharing of risks and rewards. It abhors oppressiveness and adversari al
asymmetric relationships. It is nmeant to be efficient in wealth

di stribution and, perhaps nmore inportantly, the system demands that
capital be used for productive purposes and abhors the hoarding of

capi tal

resources. Al these are critical issues that have to be addressed in an
econony that needs to grow fast.

Adapt ati on and i nnovation



I sl am was sent down as a nercy to mankind. In the Quran and the
exanpl es
of the Prophet SAW (peace be upon him, we are bestowed with a full
array
of tools required for success. But the success of a tool depends on how
well it is used and adapted to the task. If we are to use this tool of
Islamic finance, we nust be able to adapt it for the required purpose
Creativity and constructive thinking are therefore the keys

The roots of the conventional or secular financial system were
devel oped
in another era and based on different values. If we are to successfully
use the Islamic financial system as a neans of conpetitive advantage, we
have to return to the root values and principles of Islam and Syari ah.

W are living in an era that is, of course, unique, where the
under | yi ng
conditions of the world are quite different. The Muslim umrah |ive under
different circunstances. It is quite clear that some form of adaptation
is
necessary to apply Syariah principles in an Islanic financial systemin
today's world. Innovation, therefore, becomes necessary. Yet, at the
sane
tinme, we should take great care that this innovation and adaptation
shoul d
not budge from the core values and principles of Islam A tree may have
many branches but they necessarily sprout from a single set of roots.

I must enphasise, of course, that it is not wong to adapt from other
systens as long as the root values and principles are conpatible with
Islam As we know, classical Islanmc scientists and scholars did not
di scover all know edge from a zero base, but |earned from the G eeks and
Romans, anong ot hers, hand-pi cking what to use and what to reject based
on
t he teachi ngs of Islam

The challenge to innovate and adapt, while remaining true to Islamic
core principles, is crucial for the current phase of developnment. The
earlier phases of Islanmic finance initially concentrated on a sonewhat
captive Muslim audi ence. These custoners tend to literally bank on
faith,
often with little regard on the actual substance and conpetitiveness in
terms of cost and service quality of the Islamc products. For exanple,
we
sonmetimes hear of Islamc nortgages that in effect cost considerably
nor e
than conventional nortgages, conpounded further by badly designed |ega
docunentati on that nakes refinancing an econonmic inpossibility for
borrowers. It is, perhaps, no surprise that there is some cynicism today
that many so-called Islanmic products are nerely poor quality substitutes
of conventional products, dressed with an Islamc veneer.

This may be understandable, if not excusable, in the earlier phases of
a
nascent system in an overwhelmng sea of riba (interest). However, from
hereon, the honeynmoon would be increasingly over. Custoners are
justifiably getting nore discerning.

The growth and continued rel evance of the Islanmi c financial system
necessarily rests on the ability of financial institutions and issuers



to
innovate structures and instrunents that are closer in substance to the
Islamic principles of justice and cooperation based on a nore equitable
ri sk- and reward-sharing. The acid test nust be products that are
genui nely superior to the conventional ones, in terns of its value
proposition of quality and cost conpetitiveness. Further, as service
establishments, we nust also renind ourselves that basic business
principles, such as efficiency, custoner and service orientation and
ease-
of -use, are also basic Islamc principles.

Private-sector |ed and the enabling environment

Wiile in the earlier phases, much of devel opnent of Islamc finance
was
government -1 ed, the onus of the next phase now rests squarely with
private
econoni ¢ agents and internediaries. |Innovation and adaptation rmnust
necessarily come from private economi c agents. In the case of Ml aysia,
the CGovernment has already provided a conprehensive enabling environnment
for the private sector to now take the |ead.

Strategic alliances

The international Islamc financial comunity is now ready, after nore
than three decades of devel opnent, to venture into the next phase of
greater cross-border cooperation. Wth the continuing global trend of
cross-border nergers, local Islamic financial institutions increasingly
suffer from di seconomies of scale. Strategic alliances by local Islamc
financial institutions across several jurisdictions fromthe @lf, to
t he
sub-continent, South-East Asia and indeed the West as well as other
regions is one way to share product know edge, distribution channels and
ot her resources. Mny jurisdictions, including Ml aysia and Labuan in
particular, now offer attractive incentives and a fertile enabling
environnent for innovation and alliances to take place

We hope that the process of forming these cross-border alliances will
draw the unmmah cl oser, increasing cooperation and engagenent in all
fields, particularly in trade and capital flows. This nust surely be one
of Allah SWI"s challenge to us that He has willed that sone of our
I slam c
nati ons are so overwhelnmngly capital surplus, while others are so
acutely
capital-deficit. And within many countries too, this inbalance is
replicated between the haves and have-nots.

The Islanmic financial systemin Malaysia is on the threshold of a new
begi nning. The same nmay be true in sone other Islamic countries

The devel opnent of Islamic finance that began with a period of
di scovery
(1983-1992), and was followed by acceptance and pervasiveness (1993-
2002),
is now to be used as a strategic devel opmental tool to our nation's and
t he unmah's advant age.

We must understand that we are inplenmenting the Islanmic financial
system
not for ritualistic purposes, but as a source of conpetitive advantage
and
a catalyst for greater growh and success for the umah as a whole, in



line with our vicegerent role comuanded upon us. |slam was sent down to
i berate, not to shackle us.

In order to fully benefit fromthe infinite potential of the Islamc
financial system innovation and creativity are essential. Yet this
i nnovation and creativity nust be soundly based on the principles and
values of Islam Form may differ, but substance nust be nmintained. W
nmust not be afraid of innovation and creativity. Instead we mnust be
afraid
of compl acency and the fear to innovate. Wen borrowi ng from other
systenms, we must always drill down to ascertain that the core val ues
t hat
are used to derive the particular instrunent or transaction nethod
conform
to Islanmic values.

* The witer is Special Economic Adviser to the Prine Mnister
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