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CHAPTER 1

INTRCODUCTICN

The ccommercial banks are the largest and the most important
group of financial institutions in Mala&sia.. The number of commercial
banks operating in the country had increased steadily from 26 in 1959

to 38 in 1985 and its activities have expanded significantly during the

past twe and a half decades.

Over the 19\'60:3, total resources of the commercial banks

increased at an average annual rate of 14.2 % and in the 1970s and

early 19803, growth in toté.l Tresources ,a.ccelera;ted to an averége armual

growth rate o_»fA 22 %. The ra.pid growth in resources was due mainly to the

-

 increase in deposits placed with the commercial banks, which accounted -

for 7046 %.of the total increase in their new ;:esonrées:. Growth in other

sources of funds, including ca.p;‘_.ta.l and reserves and foreign liabilitieg

of the commercial banks, was relatively miner up to 1970, but sres

subsequently, foreign liabilities, comprising mainly aﬁomts, due to

head offices of foreign-incorperated banks, assumed increasingl:.“_'-./,,a-.‘ \, |

impo::{j.ance.1
Since the end of 1950s, total investment of ‘the }commercial

banks expanded at a rapid rate, increasing at an average anmual rate of

19.9 % (8.8 % of total resources in 1960 to 12 % of total resources at

the end of September 1983.) At present, the commercial banks, are the

; largest single group of holders of Malaysian Treasury bills and of the

largest group of Federal Government Securities '.

— &

1.‘@_@__::11: Negara Report , Silver Anniversary, page 162.




Report for 1983:

The number of commercial banks operating in Malaysia remained
%38 at the end of 1983, of which 22 were domestic-incorporated banks. The
commercial banks enjoyed another year of rapid growth where their total
resources increased by 22.9 % in 1982.2

On the lending side, there remains much room for the
banks to improve the quantity of their lending to help raise the
nation's productive capacity. An efficient éllocation.of increaéingly
scarce,resourceé in the bank@ggvsystem ggg‘?éeome crit;cal to the
long~term sustained growth of ecoﬁcmy, with price stability and ~4
increasingly external equilibrium, Bapks will qped to play a catalytic
role ig pram;tingra mérebfiééro;s-iﬁflow of néw technélogy and inggéﬁ-
ment that‘effecfi;eiy enhances growth and exports, and at the same
time, the use of credit for consumption should be moderated and . .
speculation discouraged, including investﬁent in 'soft'! projects.

A new mile stone in the evolution of the banking system in
Malaysia was reached with the coming into effect of the Islamic
Banking Act, 11th of March, 1983, to provide for establishment of
Islamic banks in the country. The Islgmic banks ccmmenced its
operation only.gn the 18t of July, 1983, with a branch in Kuala Lumpgr.
It was established based on Islamic principles te fill the void in the =
existing banking system and fo meet the banking and credit needs of the
Mﬁslim population in Malaysia accerding to the rules of Sharitah which
Prohibits interest. The Shari'ah instead provides such non—interest
baseq conceptsgfa%‘ the mudharabah, musyarakah, murabahah, wadi'ah,
al-bai bithamam ajil, al-ijarah, al-tajkiri, al-wakalah and many others.

S————

QBagg Negara Report, Silver Anniversary, page 58




Report for 1984 :
From the Economic Report 1984/85 issued by Ministry of
Finance, there seems to be a slower growth in the commercial banks. The
loan portfolio of the commercial banks expanded at a slower pace
compared to the first 6 months of 1984 to the same pericd of 1983. The
loans granted in 1984 increased by 8,3 % compared to an increase of
11,3 % during the corresponding period in 1983.
However, as the growth was relatively faster than that of
" ‘deposits, the 'overhang' of unutilised portion of overdraft facilities
in the banking system recorded a decline from 20,3 % of total out-
standing loans at the end of June 1983 to 18.3 % at the end of June 1984.
o 'f .65 ﬂéréh 3{; 1984,~new guideline of lending by ccmme;cial
banks were introduced. The banks are required to meet quantitative
targets prescribed for loans to the Bumiputera éemmuﬁit&, small-scale
enterprises under the Special Loan Scheme‘kSIS) of the Credit Guarantee
‘corporation and for agricultural food.f
Bank Islam Malaysia Berhad (BIMB) which started its business
on July 1983, stated a strong growth in 1984, Its fotal assets increased
fromt$§ 170.6 at the end of 1983 to § 369.8 at the end of 1984, In 1984,
BIHB, opened 3 more branches i.e. in Kota Bharg, Alor Setar and |
Butterworth and with this its branches ammounted to 5 at the end of
1984 where before this another branch was opened in November 1983, in
Kuala Terengganu, -~
Report for 1985
1985 represented a challenging year for the commercial banks,
The sharp fall in commodity priées during the year led to a

vsignificant slowdown in growth of deposits, particularly in the second

half of the year.



In the second half of 1985, deposit growth‘stOPPed to 3.7 %
from16 % in the year before, well before the annual rate of 21.3 % for
1975 - 1983 period. At the same time, commercial banks lending rose
12,6 %, mainly . to the construction off real estate sectors. Coupled
with intense competition for deposits between the banks, finance
companies, and co—-opei'a.tives, the growth resulted in a tightexr ican—
deposits ratio of 96 % (compared with 92,7 % in 1984)
| As the economic slowdown began tﬁ'have an impact“on‘cash flow
of borrowers and loans growth began to slacken, the commercial banks
were pre-occupied with meeting the challenges from several fronts. They
have to‘faqe a barrier of new regulations imposed by Bank Negara in the
>‘”long—ruﬁ. These rules will strenghtened Malaysia's financial spstem and
promote hénetary stability but their implementatioms spaﬁned a number
of short~term problems for the banks. Althqugh the new rule took effect
frome 1986, commercial banks were required to adjust their accownts
Tespectively., | | .

Predictably, commercial banks have become highly selective
in approving new loans. Now they face a new dilemma of contending with
Bank Negara's pressure to support industrial expansion ;ithiﬁ Malaysia.
Fhrthermore, Banﬁ Negara's priority lending guidelines earmark about
25 % o f each bank's total loans outstanding to Bumipufera enterprises
and low~cost housing projects.

| BIMB enjoyed a year of strong growth in 1985. Total assets of |
the bank increased by 88.6 %. Total resources rose $ 214.4 million during
1985 to 3 584.,2 million at the end of the year, with the bulk of the
increase (95,3 %) being generatea by deposits mobilised. More than 3/4
°f the growth in the deposit base were in the form of general

Investment deposits.



Credit extended by BIMB increased about 42 % at the end of
1985, As at the end of December 1985, loans to the property sector,
including housing for individuals accounted for 33.9% of total loans
outstanding, while general commerce and financing, insurance and

business services accounted for another 25 % and 12.3 % respectively.
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51_2 Objective of the study/project paper

The objective of the paper can be divided into 2 parts :-
a) general objective
b) specific objective
a) General objective

Generally, the paper is to look into the operations and -

~ analyze the investment activities and loans in the commercial banks.
Tt will discuss the modes of the investmentrand will then lock at the
_achievement of the commercial banks, Special reference has been made to

 the Malaysian economy regarding the acfi?ities of the interest-based

conventional commercial banks as compared to Bank Islam Malaysia Berhad

~ which is essentially non-interest based, =~ - = -

3

b) Specifiec objective

The paper specifically is to lo;k into investment/loan
activities on both interest and Shari'ah based system and to
differentiate between them, It will try to show the differences on how
the Islamic aﬁd non~Islamic banks evaluaté and predict the profit and
Ccriteria that are ﬁeing used before investing. Furfherﬁore, the‘paper
is to prove that investment in Islamic context is more profitable and
better than the conventional system in exploiting the.boungiés of
41lah swé since it does not allow concentration of wealth in few

hands ang discriminating others rights,



1.3 Outline of the paper
Chapter 1 is an introduction where it reviews the growth of
commercial banks since 1983 to the end of 1985, This chapter also
reviews the general and specific objectives of the paper. |
Chapter 2 is about research methodology. Research methodology
for this paper will be from library énd field study. It will also list
the advantages and disadvantages of the methods taken. Lastly, it will
| tell about theproblems encountered during the resea:cch. B}
.. For Chapter 3 will be literafure review of the paper. This
chapter ma.:’.nly; gives the .opinions of some scholars on Islamic bank and
types of investmgnt ‘invpa:c’c II. VFror part I of this chapter will be on
convenbf;ional’ banks which will discussed on the ,éources and operations‘
ofincc‘nmes‘of the banks. It will also be on the consideré.tions of banks

loan.

Cha.pter 4 of this paper will be the survey on the conventional
banks, It w:Lll be about the hn.stomca,l. development of the conmerca.a.l
banks, sources and uses of funds and the direction of bank's credits/
investments. o

Chapter 5 will be the survey on Islamic bank. Ti;ze development
of the bank, its sources and uses of funds and its direction of
investment/lending will be the main discussion of this chapter.

Lastly, Chapter 6 will be the comparisons and co:t':lusion from

the study, There will be few recommendations for the benefit of

Malaysian economy,



CHAPTER 2
9.1 Library research
The research will focus on conventional banking system as well
as Islamic banking system. Relevant material such as bocks, articles,
annual report from Bank Negara Malaysia and paper written during the
past conferences by certain scholars will be use as references for this
-project paper.
The materials will éontfibgié fo the theory in banking such
. a3 in Chapter 1, Chapter 3 and<Cﬁapter‘4 but mainly it provides the
literature review which ié invcﬁéyters. |
Advantages - B ,

-

" One of the advantage of library research is that it is time-
v the ‘ :
saving iquense that many materials can be obtained simultaneously and

“at one place.

There are also many libradies té go which can cantribute
materials to the projéct paper. Besides.that it is easier to get
Secondary data from this methed since many informations can be
obtained at the same palce and at the sametime,
ﬁisadvantages

Oneof the main disadvantages is that not all required
materials are available especially in the university own‘iibrary. This
hay due to the utilisation of other gtudents as well as lé;k of books
for reference especially Islamic books.

Since there are not many books in wmiversity's library ome
has to search from other public libraries. Theproblem arise then is that
ot all materials can be borrowea and haveto do photbcopying which is so
eXpensive.,

Other than that., the disadvantage is spending long hours in

the library to do the reading and selecting the relevant informations.

- 8 -



2,2 Field study

For this method, it is hopeful that an interview can be held
with the Director of BIMB and the Manager of the conventional bank. By
this, the investment activities of commerdial banks can be obtained i.e.
how it is being done in reality or practically. This is important so
that the papei can differentiate the investment activities of the
conventional to the investment activities of Islamic bank.

For BIMB,'éiﬁce iﬁ is knoﬁﬁ fhét there ére many éypes énd
metheds of investment and also there are few. problems encountered in
doing the activities, only some methods are being used ;;ZZane réasonsfor
choosxnb the certaan methods Also by 1nterv1ew, 1nformatlons can be
fobtalned on the contrlbutlon of investment activities to Malaysia
eccnomy as well as the Muslim commmity.

Advantages -

The assets of fleld study, are the ability to develop a
Personal contact and also obtain flrst hard information. ‘This will lead
to better understanding in all aspects through the discussion. Through this
also, views can be exchanged and a cértain degree of cooperation is
envisaged. | ‘

Disadvantages

This method is time-consuming in a sense that one ﬁas to fix

for appointments with the managers ,&f the bank, It is also costly

because one has to travel to the place for the: interviews.



%.3 Problems encountered during the writing of the project paper.
rf One of the problems is lack of materials for references. Most

materials especially Islamic boocks and articles talks about the same

AR AN N P S e |

thing i.e. Islamic bank as a whole and methocds of the investment in

RPN XG0+

general and not much emphasis is placed upon the detail of the

W4

investment activities which is going to be the main discussion of this

paper.

Few rellevant materials were found in other public libraries and

—would -be too costly to photostat it. The problem is that it needs a lot.

e Z,f?i‘.‘;am L goenins B bt

of expenditure in writing this paper such as for photostating and for
travelling to get the information. Besides being’costly .and time-consuming
£ to méﬁé“;n’ébpoinmént and to make an interview. It needs time to

1

organise theinterview and to fix time among friends to meet the

manager/director since everybody is busy with their own work and

[y

‘Tesponsibilities.

Other problems arise when the typing of the paper needs to
' done for it involves careful scrunity, attention and neatness. Besides the
Problem of language arise in which the paper must bewritten in English

nd needs a person to check the grammar and the sentences.

- 10 -



CHAPYER 3
Literatukereview - part 1

Banis, lixe any other businesses, will come upon a time
when they could use more hard cash. When a bank wants money, say

to meet a cash outflow, it has many sources to tap. Sources of bank

income are the interests, fees and similar charges levied against all
assets classified as loans and discéunts. This income category
~includes interest on agceptances, commercial papers purchased in the
open mafket, paper sold under resale agreement, investigation and

sgpvice charges, renewal and past-due charges, commnitment fees and

fees charged for the execution of mortgages or agreements secpring

*

- 1 ,
~the bank's loans. o
[ 'Loahé raﬁ& ahéad‘of investments iﬁ the gllocation of asseﬁs

because they generally have higher yieldsand because they facilitate

and stimulate local economic development, which enhances the future

“growth of deposits and loans tn the bank. Interests and fees on loans
are by far the larzer source of operating income to banks, Includéd

? under the heading of interest and dividends and are such as:-

- interests on Treasuries

The bank owrs a majority of the Treasury securities, in the

form of short—tefm issues, and are held prominently for liqdidity
purposes, tnat is, to meet possible withdrawals, loan demands, and
maturing liabilities. |
- interestsbqnd dividends on agencies

Secufities on agencies involve no or little credit risk and
agencies are also attractive because they tend to carry a higherv‘
yield than Treasuries.

—_—

;
Oliver G. Wood. Jf., Conmercial Banking-policy and practice,

University of Carolina, Page 61.

-11 =



-~ interssts oa municipals
The principal feature of municipals is that the interest
income from these obligations is not subject to federal income taxes
or to state income taxes in the state which they are issued?
~ interests and dividens on other securities
That is, inzome from holdings of all stocks, bonds, notes
and debentures that have not been reported under other security
income categories, shares in savings and loan associations and
credit unions:

Operating income that are included under service charges are such

W
4]

..
1

-~ service charges on deposit accounts -

.
Al

These fees, although do not cover fullyqthe expenses of

[}

providing demand deposit account and of ‘deposit transfers, it does
off set, to some degree, the large cost incurred.

-~ other service charges, collection and exchange charges, commissions -
and fees.

- Other sources of income under this headinz include commissions

on the sale of credit life insurance policies and the collection
of premiums; the collection of bills for public utilities and
other firms; the sale of bank drafts; the purchase and sale of
securities, acceptances, commercial paper for domestic bank and
other customers; the negotiaﬁion of loans for correspondent
customers; the underwriting and sale of securities owned by.the
bank; the sevicing of real mortgages or other loans held by

others; percentage charges to merchants for handling credit-card:

2
Oliver G, Wood, Jr., Commercial Banking-policy and practice,

UniVersity of Carolina, page 64.

- 12 -



or charge sales; equipment leasing and rental fees; data pmmcsﬁngv
serviees; and reimbursements received for services in redeening
savings bonds.
a8 a1y profit-seeking ousinesses, the income statement is the
focal point for coamercial bank .menagement and all these principal sodrces
of bank income ire shown on this statement.  Besides that, this statement
also report the explicit costs or major expenses items realized by the
banx. ‘ o - : : ST
Bxpenses on all retail accounts include all costs associated
‘with processing the account and interest paid on the funds deéositéd by
retail customers. Processing cost include all of costs associated with

- Clearing checks, preparing and mailing monthly statements as well as

 the dire?t costs of services provi@ed with the retail épcount; Among -
the operating expensés are:—
- salaries, wages, pensions and other benefits

-~ interests on deposits in time and saving deposits

- net occupancy expense

"Net bccupancy expense is equai to "3ross occupancy expence®

less rental income. "Gross occupancy expence' includes the following;h
Compensation for those 5ffioers and employ=zes of a bank and its consolidated
bank premises subsidiaries who spend major part of their working time on
bank builiings and related‘"housekeeping" functions regardless of whgther
the bank has a building iavestment; all supplementary benefits, other
thaq direbt compensation, paid or =accrued on bzhalf of building department
perSOQnei, normal and recurring depreciation change; ordinary repaiq,‘to
bank premnises and lease hold improvements; all current expenses such as
the cost of heat, high, water, outside janitor services, janitor supplies,

~———
3-

Oliver G. Wood. Jr, Commercial Baking-policy and practice,

Unj . .
aner31ty of Carolina, page 65.

- 13 -



fire insurance, and siiilar expenses; and all rents paid on oank prenises
and parking lots, interest on liens or other encumbrances on bank premises
owned, nd all property and other taves pa}d-oraccrued related to bank
premifses.‘i

- furniture and equipment, depreaation, rental costs, servicing,

and similar expenses.
— provision for loan losses,
The control of loan losses is an important facet of bank

- operations because a poorly admninisteréed loan portfolio can have

significant negative impact on earnings and capital.

.

After acquiring adequate fixed assets and meeting their cash or

>
primary reserve requirements, and subject to the constraint of asaintaining

\ -

. adequate, short-tern and loﬁg—term liguidity, banké attempt to satisfy
the legitimate loan demands in the co.mmunities or specialized credit

‘markets that they serve. Several general considerations in vank lending

EFNCR R . . .

external conuiliderations

- internal.considerations

= bank loan policy .

- regulation of bank lending
Bank lending: Exiernal considerations

- This inclules factors éuch as the size and locatioﬁ of the oank,
National economic conditions, local eqonomic conditions, the direction
°f monetary and fiscal policy and international economic conditions.
| Phe location of a vank determines, to a great extent, the

Composition of its loan demand, such as loan portfolios of the monéy

Rarket banks will contain primariﬁy commercial loans, and loans to farmers

—————

4

Oliver G. Wood. Jr., Commnercial Banxinz-policy and practice,
Niversity of Carolina, page 68. '

- 14 -



constitute most of the credit extended by a rural bank.

The demand for .aost types of bank loans is related directly to
tne stage of the business cycle. The demand for commercial loans is:
particularly responsive to changes in national economic conditions,

If the economy is expected to enter a boom period, then businesgses would
have a greater demand for funds to finance long-term working capital needs.
ﬂith-revard to the direction of‘monetary and fiscal policy,
*fbank*lending officers tygicélly becone more willing to grant loan requests

when the outlook is for an expansionary of monetary and fiscal policy,

since there will be fewer loan defaults during periods when monetary and
fiscal policy are stimulative.

A\

el International economic conditions have an important bearing

.
—y -

~en comméréial 1oaﬁ demands féf ﬁhbéeqfifmg withifofeigq subsidiaries or
for whom tiase constitute a significant part of output.
N'Béﬁk leﬁdiﬁg:“’iﬁternal Cﬁnsi&ééfgﬁibnsA v
These include fixed and other asset requirement, legal and
working reserve require@ent, size of cash items in the process of
collection, short-term and long-term liquidity requiremeﬁts, capital
adeQuacy and size, maturity, composition and cost of the various sources
of funds, | |
The-volume of fuads available for the loan porﬁfolio is
Teduced by the amount of fixed and other assets the bank must hold.
Thellegal and working reserve requirement are the nekt priority in the
Use of funds is to provide for short and long-term liquidity requirements.
Bank loén policy: |
- The primary objective of bank policy is to specify the>types
°f loans and the terms on those loans that will benefit both the
céﬁﬁunities the bank serves and the bank itself and with this it is

Liportaqt that every bank have a written loan policy.

-15 -



Ihe purposes of a written loan policy are:-
1) to assure compliance by lending persodnnel with the bank's

policies and the objectives regarding the portfolio of loans;

and
2) to provide personnel with a framework of standards within
which they can cooperate.
The advantage of a complete written policy is that it forces
management to clearly identify and formulgte policies»coneerning lending.
The more specific and exact the written policy is, the better the chaﬁoe

- of compliance and the more efficient the lending operation will be.

e ———

5

Frank p, Johnson, Richard D. Johnson, Commercial Bank Management,
The Dryden Press.

- 16 -



Doanlzing operation o5 o whole, may be classified intc two nmein
parts: services and investnent operations. The conflict between barking
operations - service or investment - and the ¥slamic Iyari'al. liecs in the
meanc and cbjectives., As it is well-knewm, the meons are oiten veried,
which helps to enable the better choice ofvthe means which are apuropriate
for r~chicving the same objective,

Dr. Camal Attia of Islamic Ranking system, Luxemborg.in his
. g sy ’ g

paper during Islamic Banking Conference.in London said.that, as interest

is prohibited for all purposes and in all its forms as far as Islamic

framework of thought is concerned, we have to look for guidance for a

- B v v
system of banking which is in consonence with Islam., He further on said

that the conceptual baSis for a.bettér‘bahkihg system éﬁgﬁ adcording to

gencral eccnomic theory would be awe wherein capital is a part or partner

or instrument of factors of prodnuctions known as enterpreneur, Hence, we

have to look in Islamic literature for a permissible form of business
relationship between those who provide thé funds and those who utilise the
fugds on the baéisvsharing profit or lose as the case may be.
e quoted the definition of the institution of mudharabah by
Imem Sarakhnsi, based on Al-Quran and Sunnah which is as follows:
"The word mudharabha is‘derived from 'Darb on Eaxrth'., It hes
been =o Eecause the mudharib (user of others capital) qualifies
to get a share of the profit on account of his undeavours and
work. He thus participate in the profit as well as having the -
_right to use capital, and strive éccdrding to his discration.
People of Madinah call this. contract Mugaradsh which is derived
frem the word Qord, meaning 'surrendering'. The owner of capi-
tal, thus, surrenders his own rights over that of capital, to

e T . 6
the amil (user of capital)
—

-17 =



The lerality of nudharabah or partnership betireen the cupplier
itol and the ncer of capital is slso recosnised by otler jurizis of

- - - s, ] -
Islam as Surhanul-Tin 'ali b, Abu Bakr azl-ltzshinani (in hic work al-3Zada'i

wns: — Sana '1 1li Tartidh ash—3harati

Fuﬁthermore, Dr. Gcmal‘Attia said that Islamic benk porfoxms the
role of proxy of denpozsitors vis-a-vis the users of funds and it did not
gﬁarantee neither the principle nor o pre-determined yield. The proxy has
_two ks. 15 s

1) A proxy including allegation from depoaluors to invest their dep
’ éifs-in aﬁyvproject, called "General Depoolt”", where Islamic bank invest
with numerous users of funds and pfofits of the investment are the redis-

- tributed among depositors. -

2) the pro: y ‘where “the delegation from depositors is specified to
invpstment of deposifs in perticular projects after approval and acceptance
of the risks involved and the profit are distributed after deduction of

7

nanagement fees of the bank.
As for finencing on a Murabahah basis (cost plus margin profit)
it does not rzise any problem from the point of view of the existing bank.
The ownership of a commodity is transferrcd immediately after the bank
obtains its title to the next buyer as the Qur'an, do allo& this type of
investment. |
Another way by which Islamic banks can invest their résources is

by establishing subsidisry companizs with the capital and could be wholly

Owned by tﬂo bark ct it can have the controlling share in different scciors.

In the beck "Issues in Islamic Banking", 5ifdiql as his conclusion
?O? Chapter 3 focus on why it is necessary to banish interest from
"f' .
6

Dr. Gamel Attia, Islamic Zenking Svstem, Islanic Bank Confercnce,
Lu?erboln
Dr. Gamel Attia, Isleomic fenking Tystem, Islanic Zank Conference,
Luxenborg,
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contractuslly fized, The refusal of the supplier of capital to s

‘uncertaintics involved deprives the society of possible gzains in the produc—
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tivity of ccpital through innovation and adoption of new tacimigues.

- injustice of debt finonce
The possibility of loss in business enterprise comes noit only frcm
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the quality of enterprencurship but from the nature of -the world in which
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the cnterprise is cerried. There is no justification for prescribing a
13 Ny .

certain retvrms in the nature of things it is uncertain. HMoney capital see-
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“king a pozitive returns throush enterprises ousht to end must bear this

uncertainty.a

Sometimes the productive employment of capital borrowed from banks

may result in a very large profitc  accruing to businessmen, of which only
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a meagre shares comes to the banks in the form of interest. A change in
the terms of which cezpital is supplied, so that the return to capital is
Proportionate to the profits actually reclised would promote gustice. It
would also contribute towards sreater allocative effiecency by making the
banks look for and finence projecté carrying higner expected profits,
3iddigi also mentioned tho types of inveciment in Islamic bank
and according to him deposits in investument accounts may be for specific
PYOSects; or left to the discretion of the bank for suitable investment.
Investuent of banks may take tue form of porinership, the banks actually

Particinate in tho mancgement of the eutorprise, or of profit-sharing
L
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ML, 3iddiqi, Iooues in Islamic Bankine«, The Islamic Foundntion,’
Lahore, nage 67. -
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