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Abstract :

For the past five years, Malaysia's Islamic bankingustry has
experienced rapid growth rates of more than 15%apaum in total assets
since 2011. In 2015, Malaysia's total banking foeassets reached 685.39
billion ringgit, representing 26.8% of total globlslamic banking assets,
Behind Iran and Saudi Arabia. And raising awarenesshe Islamic
banking industry in Malaysia to a very acceptabdwel and general
acceptance of the industry's products of assesits and financing, the
Islamic banking market has acquired about 30% 92df the total
Malaysian banking market, including the traditionanopoly sector of the
market.. Nevertheless, the industry has great paispand competitive in

the face of the many challenges in Malaysia.
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1. Introduction :

Islamic banking has the potential for further cidmitions in at least three
dimensions. First, it promises to foster greatearicial inclusion, especially
of large underserved Muslim populations. Secorsl,einphasis on risk-
sharing feature means that it could provide supfmorsmall and medium—

sized enterprises (SME), as well as investment ublip infrastructure.
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Finally, its risk-sharing features suggest thatrst finance may, in
principle, pose less systemic risk than conventiditeance. For this
potential to be realized, however, and to allovg thdustry to develop in a

safe and sound manner, a number of challenges@alll to be addressed.

This industry has grown rapidly and has become abajl industry ,
where the estimated size of this industry is pitej@t¢o reach US$3.5 trillion
by 2020 (Secretary-General of CIBAFI).

In Malaysia, this industry has developed rapidlykmg it a global pole
in the field of Islamic banking at present. Thisnkiag has emerged in
Malaysia since the establishment of the first Istabank in 1983 until the
total of these banks reached five Islamic banksall@and foreign, and
eleven Islamic subsidiary banks owned by conveatidranks, local and
foreign.

According to Islamic Financial Services Board 20i€port, the
Malaysian Islamic banking sector shared 9.3% oftttal global Islamic
banking assets, behind only to Iran and Saudi Araloi other words, the
Malaysian Islamic banking sector has also been igpwqually fast vis-a-
vis the global Islamic banking development. Sinbe wery beginning
Islamic banking sector of the country was suppobedhe government and

as a result Malaysia has become world’s leadiragrial financial centre.

2- Islamic finance industry : its concept, size antlalaysia's share of

them
2-1- The concept of the Islamic finance industry :

Islamic finance is an alternative system to thditi@nal financial
system, characterized by its Shariah-compliantisesvand the low risk of

its investment instruments, the most important bicl are Islamic Sukuk.
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It is composed of private financial and bankingitee#, namely Islamic
banks, Islamic capital markets, Islamic investmémds and Takaful
insurance companies. These entities are governddldyic law and the
finance industry rules and regulations that apmytheir conventional

counterparts (Faleel Jamaldeen, 2012, p :11).

Although the idea of Islamic finance is old and lhegn developed by
many Muslim scholars, but political and social torirput the brakes on
Islamic finance for a very long time; only in th8t& century did Muslim
scholars and academics seriously begin to reviegd topics (and, in doing
so, set the stage for the modern Islamic finandeistry to emerge in the
1970s).

Islamic finance is a term that reflects the finah@ictivities, which Do
Not contradict to Islamic principles. It is based Islamic Law - Sharia’a
principles Islamic Finance as a viable alternafemal Hanuk, 2012, PP :
12-13):

System embedded in principals of economic and kpstce.

e Money not considered as commodity which has a price

* Not based on interest, debt & speculation.

* Risk is shared — avoiding exploitation of indivitkia

* Both parties to have full knowledge of transacteond its risks &

rewards.

* Only allowed to trade what you own and asset miiahge hands.

» Encouraging institutions to give time to individsid@h debt.

* Encourages people to not live beyond their means.

* ‘Save now, buy later’.

* Equitable economic distribution.
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2-2- Size of the Islamic financial industry and Madysia's share of them:
a. Size of the Islamic financial industry globally:

The global Islamic financial services industry teed an overall total
value of USD1.88 trillion as of 2015 YTD (see Talfl), weathering a
series of economic challenges ranging from proldnigev energy prices
and downwardly revised economic growth outlookgeopolitical conflicts,
exchange rate depreciations and an assets seligrife in emerging
markets. There was a marked change from the daliplegrowth rates of
recent years. In comparison to values reportetdarnptevious IFSB Islamic
Financial Services Industry (IFSI) Stability Rep@®15, by sector, the
global sukizk outstanding (based on par value at issuance) hdmekk by
1.4% to USD290.6 billion, while Islamic funds’ assd&ave contracted by
6.3% to USD71.3 billion. In contrast, tkakaful sector is estimated to have
expanded by 8.4% to USD23.2 billion, while the doamt Islamic banking
sector has grown moderately at 1.4% to USD1.5anil(Islamic Financial
Services Board, 2016,: 07).

Table N°. 01

Breakdown of Islamic Finance Segments by Region (I&hillion, 2015)

. Islamic Takaful
) Banking Sukizk o
Region _ Funds’ Contribution
Assets Outstanding
Assets S
Asia 209.3 174.7 23.2 5.2
GCC 598.8 103.7 31.2 10.4
MENA (exc. GCC) 607.5 9.4 0.3 7.1
Sub-Saharan
) 24.0 0.7 14 0.5

Africa
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Others 56.9 2.1 15.2 -

Total 1496.5 290.6 71.3 23.2

Source: Islamic Financial Services Board, Islamic Finah&arvices Industry, Stability

Report, May 2016Bank Negara Malaysia, Kuala Lumpur, Malaysia, {.: 0
b. Malaysia's share of Islamic financial industry:

- For Islamic banking : By jurisdiction, Iran continues to maintain itgpto
position by holding the largest share of Islamiokiag assets, equivalent to
more than 37% of the assets of the global Islanaickimg industry. In
contrast, GCC shares increased from global Isldraicking assets, with
Saudi Arabia accounting for 19%, the United Arabifates 8.1% and Qatar
5.1%. Malaysia and Turkey shares fell slightly e ffirst half of 2015 in
US dollars to 9.3% and 2.9%, respectively.

- For sukuk industry : Only five countries account for 94% of the volume
of Sukuk issued globally, with Malaysia 57%, SaAdabia 17%, followed
by the United Arab Emirates (10%), Indonesia (6%y &atar (4%).
Followed by Turkey 2%, Bahrain Hong Kong with 1%cledInternational
Islamic Financial Market (IIFM), 2016, p : 43). Asell, Malaysia's
sovereign and quasi-sovereign financial issuanocesnbre than one year
have already increased from US $ 8.1 billion in261US $ 14.3 billion in
2015. On the other hand, the number of corporaeaisces reached 238
issues with a total value of US $ 11.57 billior2il5 against 211 issuances
of US $ 9.96 billion in the previous year 2014 (Ade, 2015, website).

- For Islamic funds: Malaysia holds the largest share of global Islamic
funds at 24% of the global share, and the secamggda market in Islamic
Islamic funds with 28% of its market share as pg2@15. The total value
of Islamic investment funds in Malaysia in June 2@tas 117.40 billion

ringgit (US $ 27.20 billion), representing 17.9%tbé market share of the
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total fund industry in Malaysia. These Islamic faraccount for 25.3% of
the total Islamic asset management industry asuné 2015 at the local
level. (Malaysia International Islamic Finance GentMIFC), 2015, pp:
02-05).

- For Takaful industry: In the Takaful industry, Malaysia is in third péac
with 13.6% after both Saudi Arabia (36.6%) and 1(&3.6%) (Islamic
Financial Services Board, 2016, p : 24).

The following table shows Malaysia's share and rainkslamic finance
sectors :

Table N°. 02:

Malaysia's share and rank of Islamic finance sectarin 2015

Islamic Finance Share & rank of Malaysia ]
First country share
Sector by total assets
Islamic banking 9.3% (Rank 3) Iran (37%)
Sukuk 57% (Rank 1) Malaysia (57%)
Islamic funds 28% (Rank 2) Saudi Arabia (41%)
Takaful 13.6% (Rank 3) Saudi Arabia (36.6%)

Source: Various related sources.

3- Development review of Islamic banking and its dipok :
3-1- What is Islamic Banking?

Islamic banking is a diversified activity that ia line with Shari'a
principles and is presented through the IslamickiBan Channel. These
principles emphasize the high ethical values oflglhmic financial and

banking transactions on a global scale. One ofrthst important principles
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of Islamic banking financing is that it is not aptable to deal with riba on
loans and deposits, and not to engage in any gctivat contravenes the
principles of Islamic law. The recent period hagwessed the establishment
of a large number of Islamic banks to provide atilegte alternative to
conventional banks for Muslims and non-Muslims.sfitute of islamic

banking and assurance, Al Baraka Banking Group/ 2@8&bsite).
3-2- Evolution of Islamic banking and its outlook :

Islamic finance has grown rapidly over the pastade¢ and its banking
segment has become systemically important in a eamibcountries across
Asia and the Middle East. Global Islamic bankingets totalled $1.5
trillion at the end of 2015, having increased bydlfer annum between
2010 and 2014 (Ernst & Young, 2016, p : 10). Fslainic banks account
for around 85% of assets, with the remainder adealfor by conventional

banks that offer Islamic finance services.

Figure N°. O1:

International Participation banking assets
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International Participation banking assets* (USSh) Share of Participation banking assets*

Source : Ernst & Young, World Islamic Banking CompetitivesdReport 2016, : 10.

QISMUT+3 Participation banking assets are set twsrUS$920b i
2015. Expect a CAGR of 149%hrough 2015-2020, with total assets

reaching US$1.8t across these nine important ma

Figure N°. 02:

Islamic banking industry in 2020: a potential scendo
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Source: Ernst & Young, World Islamic Banking CompetitiveseReport 2016, op.t, p :
18.

Based on banking sector asset projections, keyemaidentified or
account of “average annual growth rate” and “bagksector assets” a
Saudi Arabia, Qatar, Pakistan, UAE and Turkey. @a o¢ther hand, fc
Participation banking, Saudi Arabia, KuwéBahrain and Qatar will be the

major players in terms of banking market share @30
4- Malaysia : A global hub for Islamic banking
4-1-Malaysia’s Islamic financial overview :

Malaysia’s Islamic financial industry has been xistence for more tha
30 years. According to Reuters, Malaysia has one efwiorld’s larges
Islamic finance sectors and the authorities aren keedevelop it furthel
Thus Malaysia became occupies the first rank innia@y aspects of th
industry.
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TableN°. 03 :

Malaysia Islamic finance snapshop 2013

% Of global Global leader
Malaysia
total (Absolute numbers)
Total Islamic finance assets
(banking, takaful, Other US$423.29 )
o 25.53% Malaysia
IFIs, sukuk and other billion
Islamic capital market)
No. of Islamic financial ] )
o 76 7.65% Saudi Arabia (99)
institutions
Islamic banking assets (for
Malaysia, includes US$170.28 Iran (US$319.01
) ) - 14.02% -
Development Financial billion billion)
Institutions)
US$8.596 Saudi Arabia
Takaful assets . 30.88%
billion (US$11.05 hillion)
Disclosed CSR Funds 31 7.99% UAE (85)
Education Institutions 44 9.22% Malaysia
Research Papers (2011-2013) 421 30.89% Malaysia
No. of Shariah Scholars 188 22.46% Malaysia
News Articles 2626 18.12% UAE (3006)
Seminars & Conferences 52 22.51% Malaysia

Source: ICD-Thomson Reuters Islamic Finance Developmedichtor 2014.

At the end of 2013 the Islamic capital market (ICilghmed 56.4% of the
overall capital market but Islamic banking assetly oceached 21% of total
banking assets and takaful only made up 10% ofti@e insurance sector.

TableN®. 04
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Islamic financial assets in Malaysia as % of totafinancial sector, 2013

Sector % Of total financial sector assets in Malaya
Islamic banking 21%
Takaful 10%

Islamic Capital Market

56.4% of overall capital market

Listed companies 71%
Equit market

a _ y' _ 60.5%
capitalisation
Sukuk outstanding 49.67%
Islamic funds 16.7%

Source: Bank Negara Malaysia, Securities Commission Madgy014.

4-2- Islamic banking growth in Malaysia :

a- Evolution schema :

The concept of Islamic banking in Malaysia emerigetthe early years of

the 1980s with the aim of helping the Muslims amdvming them with

superior services and better than the Tabung Heju (the Board of
Directors of the Pilgrims and the Monetary Fundaklshed in 1963.

In order to strengthen the dual banking systemetoniore effective in

promoting Islamic banking as a whole, the Malaysianernment allowed

traditional banks to open Islamic windows in 1998 grovide Islamic

banking services within the liberalization of thanking industry. This

decision has helped increase the competitivenefiseofalaysian banking
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industry and increase the productivity of Islamanking operation(Ching
Wing Lo and Chee Seng Leow, 2014 : 526-527).

Starting in 2000, the Islamic banking sector in &jsia has grown at ¢
annual rate of 18% in terms of total assets, batMlalaysian governme
has been targeting a growth rate of 21% of thd rotaket share in 201.
This is an important factor undd¢he plan Term solutions that helped

transform Malaysia into a leading global Islamiakiag centel
Chart N°. 03:

Evolution schema of Islamic banking in Malaysia

1983 - First Islamic bank

1969 - Filgrims established (Bank Islam 1993 - Introduction o f Interest-
N Malaysia Berhad) 1. Islamic N free banking Scheme or Skim
Maﬁzﬂ;%ﬁ};ﬂfﬂii&?d Banking Act 19532, Perbankan Tanpa Faedah
¥ Government Investment Act (5PTF) - “Islamic window

1983

|

W

1996 - Mew Financial Disclosure (GPE)

1994 - Islamic Intethanls 1. Incomerecognition for SFTF from cash basisto accrual basis
Money Market —> 2. 8PTF allowed to setup full-fledged Islamic Banlang hranch

3. Establishment of Syanah Adwizory Council (SAC)

]

W

1399 - Bank Muamalat 2004 — Three licenses 155ued to foreign Islamic banks 1. Kuwat Finance
Malaysia Berhad started > House 2. 41-Rghi Banldng & Investment Corporation 3. & consorfium

operation as second of Islamic financid institutions (Qatar [slamic Banle, RUSD Investment

Islamic banl Bank Inc. and Global Investment House)
W
. HG N 2010 Onwards

sInternational Centre for Education 2008 - Issuance :
: MO ; : +MNEEA - Mational Key
in Islamic Finance (INCEIF) —=»| International Islamic ——> Eeonnmic Areas

+Malaysia International Islamic Bankinglicenses (11B)

Finanzial Centre (MIFC) +Blueprint Financia Sector

Source: Expert Group Meeting on Islamic Banking and Finantstamic bankin :

Malaysia’'sperspective, Ankara, Turkey, -26 March 2014, pp : 7-8.

b- Size of the banking industry:
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The popularity of Islamic banking in Malaysia isfleeted in the
numbers. In 1H2015, assets of Islamic banks ompgrain Malaysia
accounted for 9.3% of totglobal Islamic banking assets. Only banks
Iran and Kingdom of Saudi Arabia had larger shar@s, and 9%,
respectively(Islamic Financial Services Board, 201 : 09) (Chart 04).

Chart N°. 04:

Shares of Global Islamic Banking Assets (1H201

Sudan Eg

Indonesig Bangladesh_Bahrain
1% 7

1% =il 2%

Saudi Arabia
19% Kuwait
6%
[ran
37%
Pakistan
l\\}a%E 1%
Others \UK Jordan
3% 0% 1%

Source : Islamic Financial Services Board, op.ci: 09.

The assets of Islamic banking in Malaysia amoutdegi85,391.9 billior
RM in 2015, which accounted for almost 26.8% ofatoassets in th
banking system of the country. In 2008, that shaas alout 22.4%, so it
increased over the last few yeaTable 05). Also the share of Islamic
financing and Islamic deposits increased. In5 the share of Islamic

financing was 31.3%, while i2011 it was less than 24.3%. Similarly, in
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2015, the Islamic deposits represented almost 3084 the deposits in the

Malaysian banking sector in comparison with 24.492011.

Islamic banking Indicators in Malaysia (2011-2015)

TableN°. 05:

As at end
2011 2012 2013 2014 2015
Islamic Banking System RM million (or otherwise stated)
Total assets 434,665.| 494,705.| 558,295.| 615,190.| 685,391.
5 2 0 0 9
% of total assets of entire
. 22.4 23.8 25.0 25.5 26.8
banking system
_ ) 268,251.| 314,973.| 370,673.| 427,887.| 495,004.
Total fi nancing
5 3 8 8 6
% of total loans / financing
] . 24.3 25.8 27.5 29.2 31.3
of entire banking system
Total deposits and 550,139.
investment accounts 7
) 340,695.| 386,196.| 436,327.| 494,738.| 502,992.
Total deposits
8 8 6 3 4
Total investment accounts - - - - 47,147.3
% of total deposits and
investment accounts of 24.4 25.6 26.7 28.2 30.0
entire banking system
%
Risk-Weighted Capital
) 15.0 14.5 - - -
Ratio
Core Capital Ratio 12.1 12.0 - - -
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Total Capital Ratio - - 15.1 16.2 16.1
Tier 1 Capital Ratio - - 12.8 12.9 12.3
Common Equity Tier 1
) ) - - 12.8 12.8 12.3
Capital Ratio
Return on Assets 1.0 1.3 1.2 1.1 1.0
Net Impaired Financing
1.6 1.2 1.0 0.9 0.9

Ratio

Source :Bank Negara Malaysia, Financial Stability and PaghSystems Report 2015, p :
132.

4-3- The success factors and challenges lsfamic banking industry in

Malaysia :
a- Success factors of the banking industry in Malegia :

The 1993 was an important year for Islamic bankindustry in
Malaysia. In this year Ministry of Finance introgukclegislation regulating
an “Interest Free Banking Scheme”, which was abtualstep liberalising
Islamic services in the country. As a result thesevices started to be
offered by about 50 financial institutions, such @smmercial banks,
finance companies, merchant banks, cooperativesbami discount houses.
Also in 1993 Malaysian central bank, Bank Negaraldylsia (BNM)
undertook an initiative that further boosted growthslamic finance in the
country. It was a creation of Islamic interbank mpmarket, which was
essential for managing liquidity of Islamic banks. (Haron, N. Ahmad,
2000, pp. 155-163).

One of the most important factors in the developnaex continuation of
Islamic banking is the Muslim population and theeptance of dealing

with Islamic banking products. Malaysia's populatis estimated at 30
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million and is expected to reach 32 million by 20P0hing Wing Lo and
Chee Seng Leow, 2014, pp : 527-528).

Another important factor, contributing to the dex@hent of Islamic
banking in Malaysia, was establishment of the NetidcShariah Advisory
Council (NSAC) in 1997 as the highest shariah autthon Islamic banking
and takaful (Islamic insurance) in Malaysia. Theimrmabjectives of the
NSAC include: acting as the sole authoritative bowolyadvise the central
bank on Islamic banking and takaful operations,rdimation of shariah
issues with respect to Islamic banking and finaaoa)ysing and evaluation
of shariah aspects of new products and schemesitsetbrny the banking

and takaful institutions.

It should also be added that in recent years, Isléanking in Malaysia
has been promoted through special fiscal incentisiesh as (lwona Sobol,
2014, p : 245):

10-year tax holidays on income earned from themglabanking

operations conducted in foreign currencies by mdgonal banks

from years of assessment 2007 until 2016 ;

— 10-year stamp duty exemption on instruments exdgoéetaining to
Islamic banking operations in foreign currenciedentaken by
international Islamic banks from years of asses$n28®7 until
2016 ;

— Tax exemption on any profits paid out by Islaminksato non-
residents for deposits placed at those banks ;

- 20% stamp duty remission on Islamic finance instnta as

approved by Bank Negara Malaysia from 2 Septem0@6 2intil 31

December 2015 ;
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- Tax exemption for five consecutive years given starhic banks
from payment of income tax in relation to sourceésioome derived

from its overseas branch or investee company.

The Malaysian regulations also guarantee some p&rsax incentives.
These are (lwona Sobol, 2014, p : 245):

— Tax exemption on any profits paid out by an Islarb@nk to
individual residents and non-resident depositors,
— Withholding tax exemption on income received by -snesident
experts in Islamic finance.
So Malaysian Islamic banks offer their clients protd that satisfy the same
needs as the products offered by conventionakutisms. Additionally they
give their clients the feeling of involvement iretbperations which are
ethical. Because, it should be stressed, ther®is to Islamic banking than
only elimination of riba. All Islamic financial pducts should be also free
from any form of deceit or exploitation. This camdne of the reasons why
not only Muslims are attracted to Islamic bankingvalaysia, but also
people of other religions. The other reasons adak incentives mentioned

above and the fact that some Chinese banks hawvedo&eely promoting
Islamic products to their customers.

b- challenges of the banking industry in Malaysia:

That although Malaysia is considered to be the tgumvhere Islamic
finance, including banking, has gained a big sus;cge country’s system
meets also some challenges (Alfred Kammer & al52@p : 16.26 - Dato’
Sri Zukri Samat, 2011, pp : 25-29 - Mohamad Zaidhl&Zin & al, 2011,
p : 183):

» Misunderstandings of Islamic banking :

Many people have a lack of understanding of Islab@oking or have
misconceptions about it. Among other things, we tinerthe following:
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Islamic banking does not make a profit becauseo@sdnot permit
dealing with bank interest;
Islamic banking is not offered outside the MiddiesE;

Islamic banking is a monopoly on Muslims only.

» Multiple views in Islamic Shariah :

Differences of opinion in the areas of law may @age the issue
more complicated ;
Guidance of Shariah interpretation to serve busia@sl commercial

feasibility.

» Trend towards equitable financing (Mudharabah & Musharakah) :

Converting commercial banks to serve as investmeaptital,
requiring expertise, expertise and risk managerapacity;

The potential for conflict of interest;

Underwriting and risk tolerance as well as the @iz¢he balance
sheet;

Regulatory system and risk management.

Financial safety standards of accounting and agiti

» Raise competitiveness:

Increased overcrowding concerns within the Malaysianking
system;

Dynamic and continuous development of financialvises and
products in all aspects of life.

Increased financial innovation in traditional firgad institutions

creates pressure on Islamic banks.

» Fierce competition to attract talent:
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— The significant shortage of highly qualified humagsources in
Islamic finance at all levels of banking adminisitya;

— The lack of Sharia scholars with the difficulty @bmbining
knowledge in Islamic law and the modern financisgext;

— The issue of “poaching” in emerging Islamic finalcicenters
(Bahrain, Dubai, Hong Kong, Singapore and Londajvall as by
competitors in Malaysia,

- Look for effective ways to attract experts and depehighly

gualified human labor..

It can be said that academics and practitionersl me€focus on local
capacities in important areas, which will contribid the development of
Islamic finance and banking, make them able to aimpvith traditional
banking and avoid any immoral investment that déectathe credibility of
this type of financing. (Prof Dr Khalig Ahmadi, 28lwebsite).

Therefore, every type of financial asset must beutstzed using
Shari'ah standards. This role can be played bZ#wdral Bank of Malaysia,
Shari'ah Supervisory Boards of Islamic Banks arel $imari'ah Advisory
Board of the Securities Commission of Malaysia,ceh@chieves the legal
credibility and economic efficiency of Islamic bam§ products and
protects the rights of all investors.

5- Conclusion :

At the end of this research it can be said thatMhbkaysian experience in
the field of Islamic banking is a distinct expexen it has become exported
to various parts of the world, and attracts distieged scientists and
researchers in the banking industry in the worldugh work in Malaysia

or provide their experiences through conferencexkshops, lectures or
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consultations to contribute to the renaissancéisfdector, accompanied by
substantial support from the government and thé&r@epank at the level of
regulations and legislation, Which raised Malaywabecome the third
largest pole of the Islamic banking industry in therld after both Iran and
Saudi Arabia.

This experience can not be described as perfe@renk appreciated that
there is a modern and integrated experience, bsitetkperience has not
ignored the shortfall and the many challengesadéesa so | worked and still

working on:

— Encouraging specialists in the islamic sciencesertter this sector
and provide research and studies and legalizafidésiaonic banking
issues, and keen on narrowing the space of disagrgebetween
the scientists in Malaysia and the scientists ia @ulf region
especially in matters such as the issue of Tawaandjthe sale of
debt.

— Diligence of Central Bank of Malaysia in issuingetimecessary
legislation to enable the Islamic banks and finahtistitutions to
operate their activities normally.

— Establishing of integrated infrastructures intezdsin education,
training and specialized research in the fieldstdrhic finance such
as: International Centre for Education in Islamicafce (INCEIF),
International Shari’ah Research Academy for Islanfkimance

(ISRA), and the Malaysian Islamic International &igial Center.
— Maximum exploitation of Islamic banking capabilgie
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