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About the Strategy Paper

Bank Negara Malaysia (the Bank) is proposing several strategies that aim to strengthen
the roles and impact of Islamic banking institutions (IBIs). The Bank will play a facilitator
role in creating an enabling environment for IBIs to adopt relevant practices, offerings
and conduct that generate positive and sustainable impact to the economy, community
and environment, without compromising the financial returns to shareholders.

This Strategy Paper is jointly developed by the Bank, Islamic banking

l“ players and other key stakeholders.
‘..‘

The strategies are universally applicable across financial sectors, but
the immediate focus will be on the Islamic banking industry.

phased-in approach whereby the Islamic banking players will
determine its own timeline.

J .
' .
- The consultative approach aims to forge effective collaboration among
key stakeholders through mutual understanding of thei nd u snext y 6 s
strategic direction.
This Strategy Paper sets out the underpinning thrusts of value-based intermediation
(VBI) and proposed implementation approach and strategies in advancing VBI as the
next strategic direction for Islamic banking industry. The Bank invites written comments
on the proposed strategies, including suggestions for particular issues/areas to be
clarified or elaborated further and any alternative proposals that the Bank should

consider. The written feedback should be supported with clear rationale, accompanying
evidence or illustrations as appropriate to facilitate review of this paper.

O The implementation approach of these strategies will be based on a

Responses must be submitted by 31 August 2017 to:

Pengarah

Jabatan Perbankan Islam dan Takaful (JPIT)
Bank Negara Malaysia

Jalan Dato6Onn

50480 Kuala Lumpur

Email: vbi@bnm.gov.my

JPIT WhatsApp: +60183640234

Electronic submission is encouraged. Submissions received may be made public unless
confidentiality is specifically requested for the whole or part of the submission.

Any queries may be directed to:

Azren Rizuani Aziz azren@bnm.gov.my or 03 2698 8044 (ext.7855)
Mohd Hairi Mohd Tahir mohdhairi@bnm.gov.my or 03 2698 8044 (ext.8381)
Siti Nurul Ain Zakaria ain@bnm.gov.my or 03 2698 8044 (ext.8332)

Nurul Khairunissa Esman nissa@bnm.gov.my or 03 2698 8044 (ext.8883)
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What the | eaders sayeé

fé the rapid changes and dynamism of
the industry require Islamic finance to
strive even harder now. True to its name,
Islamic finance needs to continuously
carve its own branding and
distinctiveness to provide wholesome
value propositions. On this premise, the
next frontier and the major milestone
would be positioning Islamic finance to
become more prominent and leading
agent of positive change for the financial

system, and operates within a network
economy that is built upon shared values
of integrity, inclusivity and sustainability.
Greater attention will be devoted to value

creation and value-based businesses that
reflect the true essence of Islamic Muhammad bin Ibrahim

Bank Negara Malaysia
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Al slamic finance
creating social justice and
promoting a values based
economy. This initiative
championed by BNM will set a
new global standard for value-
based banking, and has the
potential to create a platform for
Islamic finance to lead the
financial services industry into a
new era. 0
Arsalaan Ahmed
HSBC Amanah Malaysia Berhad

filntegrating value based
principles into Islamic finance
strong fundamentals, leadership
and platform will complete the
equation for an ethical and a
more socially responsible banking
environment. 0

Dato' Hj Mohd Redza Shah
Abdul Wahid
Bank Muamalat Malaysia Berhad

fislarsc financs, with alldts s i
ingrained principles, remains
relevant in a world that is
increasingly focused on societal
and environmental wellbeing
which operates within systems of
clear governance. Islamic finance
is well-positioned to lead inclusive
growth that leverages on
ecosystem of responsible
finance. 0

Khairul Kamarudin
Bank Islam Malaysia Berhad

AThe inherent
fairness and social responsibility
which are intrinsically linked to
being Shariah compliant, are
poised to support the demand for
value-based banking. Financial
stability, sustainable ecosystem,
efficient use of resources and
innovation to create new market
opportunity resonate with the
increase in
consciousness and thus present
an enormous opportunity for

Il sl amic fi

Eghwan Mokhzanee bin
Muhammad
Ambank Islamic Berhad

nance.

n frhe time has now come for the

Islamic finance to take the
leadership role in ensuring all
Shariah-compliant financing and
solutions are also in line with
sustainable development goals
which are part of the higher
objectives of Shariah. This
transformation will further
enhance the position of Islamic
finance as a value-based
financing. ©

Rafe Haneef
CIMB Islamic Bank Berhad

7/

pr ifinGoilplleecst iovfel vy,

we
responsibility to advocate value
based governance and make

lasting and impactful contributions

to the society besides providing
opportunities and growth for our

business. 0
Dato6 Mo h aRafeqde
Merican bin Mohd Wahiduddin

Merican

societ X/Igyﬁank Islamic Bank Berhad

0

3| Page



Contents

PART |

Unlocking full potential of Islamic
finance

Optimising the potential of Islamic
finance for a meaningful growth

PART Il

Defining common underpinning
thrusts of value-based
intermediation to facilitate
coordinated effort among key
stakeholders

19

11

25

PART Il

Strategic direction: Value-based
intermediation realigns focus
towards creating greater socio-
economic impact

PART IV

Implementation approach:
Strategies aim to create enabling
environment for IBIs to adopt value-
based intermediation

4| Page



EXECUTIVE SUMMARY



Executive Summary

What 0s
industry?

next

WHEIRES

Value-based
Intermediation?

How does Value-based Intermediation benefit us?

doad

Financial Industry

Greater innovation,
enhanced efficiency
and effective
ecosystem

i

Customer/Community
Improved standard of
living, fair and
transparent treatment

f or t he Mal

An intermediation function that aims to deliver the intended
outcomes of Shariah through practices, conduct and offerings that
generate positive and sustainable impact to the economy,
community and environment, without compromising the financial
returns to shareholders

v\

Government

Regulator

Realignment of
business focus with
national agenda

Strengthened
financial stability

What are the underpinning thrusts?

Defining common underpinning thrusts
as a basis for collective action

It is imperative for Islamic banks to ensure
their intent, strategy and performance are
premised on the underpinning thrusts of
value-based intermediation

Entrepreneurial

Community
Mindset Empowerment

Good Self-governance
Best Conduct

CORPORATE VALUE INTENT

How do we get there?

Enabling environment for adoption of
value-based intermediation

Implementation approach will be a phased-in
adoption by Islamic banks

The Bank, in collaboration with other
'%‘ stakehqlders, \(viII promotg a
conducive environment via various
strategies that aim to expedite
implementation of this initiative:

9 [

Nurturing Potential Enhanced
Champions Disclosure
-

b

Strategic Performance
Networking Measurement
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Unlocking Full Potential of Islamic Finance

What has the industry achieved
so far?

A The global Islamic financial industry
experienced significant growth in the last two

decades with an overall total asset of
USD1.88 trillion as at end 20151
A Offering of Shariah-compliant financial

products and services in 50 Muslim and non-
Muslim jurisdictions around the world
demonstrated that the industry has gained its
traction among businesses and individuals
from all walks of life2.

A In Malaysia, the Islamic finance industry is
well supported by comprehensive market
infrastructure, robust regulatory framework
and dynamic market participants as the
i n d u skeyrgrowtisdrivers.

A Compliance to Shariah has been the focus in
ensuring legitimacy of Islamic financial
products and services. Diagram 1.1

summarises Ma | a y purreeyis building an
ecosystem that ensures Shariah compliance
in Malaysia.

Diagram 1.1: Evolution of an ecosystem that ensures Shariah compliance in Malaysia

Institutionalisation
of Islamic financial players

1980

Developed legal and Shariah foundation
and increased number of players to
stimulate competition

Centralisation
of Shariah advisory

Centralised Shariah advisory for Islamic
finance and enhanced certainty of Shariah
via talent and knowledge institutions

Diversification

2007 of Islamic financial business

Developed legal and regulatory framework
to ensure end-to-end Shariah compliance of
diversified Islamic financial business

¥
1 ! 1 1
I ! 1 1
1 ! 1 1
1 I 1 1
1 I 1 1
| First Shariah Committee | Shariah Advisory Council | Finality of Shariah rulings |
! A Formed by Bank Islam | «SAC . A Established as apex ! CBA A Shariah rulings by SAC !
! Malaysia Berhad, the first ! egapreon authority in Islamic finance 2009 bind the court and |
I Islamic bank established ' to harmonise views among arbitrator |
! under Islamic Banking Act 1 Islamic financial institutions ! !
! 1983 ! ! Shariah Governance !
| i P Dedicated Muamalat Court | SGF | & strengthened roles and |
| ) ) | )/ A Led towards greater ' accountability of key '
! Shariah Compliance | i efficiency in managing ! functionaries in Islamic !
: \Ijv?ggi)e:’tvlsn for Islamic ! Islamic finance cases i financial institutions i
I ) ) . 1
! A Issued Guidelines of Skim ! T[;Fl’\ Talent and Knowledge i IESA Shariah Contract-Based :|
| Perb_ankan Isla_m to ensure Q/\ Institutions | Regulatory Framework ]
! Shariah compliance by | Established IBFIM, INCEIF ! | 2013 | A ™ Enforced legal and !
! conventional banks ' INCEIF and ISRA to nurture talents ! regulatory framework !
! carrying out Islamic ! and generate knowledge, 1 for diversified Shariah 1
i banking services l |SRA including in Shariah : contracts |

1. Islamic Financial Services Industry Stability Report, 2016.
2.

Islamic Development Bank Group.

Global Report on Islamic Finance 2016, i | s | Rimamce: A Catalyst for Shared Pr o s p e rThet WoPd Bank

and
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Optimising the potential of Islamic Finance

for a meaningful growth

A The market share of Islamic banks in
Malaysia quadrupled from 7.1% in 2010 to
28% in 2016.

A However, the decline in its annual growth
rate from a double-digit in 2011 (24.2%) to
8.2% in 2016 signals that the Islamic
financial industry needs to further explore
new opportunities for sustained growth.

Broadening offering mind-set

A Current offerings of Islamic financial
products and services have been structured
to meet the needs of customers that
demand for Shariah-compliant financial
services which are free of prohibited
elements such as wusury (riba) and
speculation (maysir).

A Current initiatives primarily focus on
ensuring that the product structures,
features and operational aspects of

financial transactions (including services)
comply with Shariah requirements as
specified in the regulatory framework.

A Itis essential that greater emphasise should
be given to consider the wider impact of the
financial activities.

A More business opportunities could be
created if the current paradigm could be
shifted to extend beyond compliance,
towards delivering value propositions not
only to all financial consumers, but to the
wider stakeholders within the society and
the economy at large.

More business opportunities
could be created if the current
paradigm could be shifted to
extend beyond compliance,
towards delivering value
propositions not only to all
financial consumers, but to the
wider stakeholders within the
society and the economy at
large

Enhanced transparency shapes
stakehol der so

A1 ndu s tdisclofue has been largely
driven by regulation. Existing information
and data mainly focus on financial
performance (i.e. profitability and asset
quality) of industry players.

A Enhanced transparency should include
industry p | ay ele @ impact to wider
stakeholders especially in the non-financial
aspects such as facilitation of
entrepreneurship, community well-being,
sustainable environment and economic
growth.

A The comprehensiveness of the
transparency  will influence financial
i ndu skeysytbask e h @érakmionsaid
decision making.
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Where are we heading to?

A Moving forward, it is imperative for Malaysia
to move the Islamic financial industry to the
next level of growth that is sustainable, with
clear value proposition.

A Diagram 1.2 provides a comparison between
current perceived landscape and the future
end game.

i Mo v onnwee need to articulate over and over,
on new wealth creation and generation in the
21st century as well as means and measure to
create our new market share of the world.o

Datuk Dr Mohd Daud Bakar
Shariah Advisory Council
Bank Negara Malaysia

Diagram 1.2: Current perceived landscape and future end game

k-2 iy Ag)

Perceived Current Financial Landscape

Driven by short-term and
narrow bottom line

8

Q Performance measurement
D/ ] focuses on financial aspect

Innovation mainly to create
“' competitive advantage for
shareholders and players

Good conduct driven by
- regulation

’ll Minimal roles of other

stakeholders

Driven by long term and

@ wider objectives (profit,

people and planet)

considers both financial

- Performance measurement
H! and non-financial aspects

9 Innovation to create values
for all

Impact-based approach
lb that fosters good conduct

o209y Meaningful and active roles

G2  of key stakeholders
(consumers, employees
and public)
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PART Il

Realighing Focus for Greater Socioeconomic
Impact



Strategic Direction: Value-based intermediation realigns focus
towards creating greater socioeconomic impact

What is the next big shift?

Strategy 1: Islamic banking industry adopts
value-based intermediation as a common
vision for the industry.

A Vvalue-based intermediation (VBI) function

aims to deliver the intended outcomes of
Shariah through practices, conduct and
offerings that generate positive and
sustainable impact to the economy,
community and  environment,  without
compromising the financial returns to
shareholders.

A VBI also emphasises on minimisation and

prevention of negative impact arising from
Islamic banking i n d u spractige8,sconduct
and offerings.

A VBI promotes a more holistic observation of

Shariah, beyond Shariah compliance, i.e.
ensuring Islamic banking offerings and
practices not only comply with Shariah
requirements but also achieve the intended
outcomes of Shariah.

Intended outcomes of Shariah focus on
enhancement of well-being of the people
through preservation of wealth, faith, lives,
posterity and intellect. In the context of
Islamic financial business, preservation of
wealth3 goes beyond its literal meaning since
it includes encouragement to generate,

accumulate and distribute the wealth in a just
and fair manner. Diagram 2.1 illustrates the
intended outcomes of Shariah, specifically in
financial transactions.

Diagram 2.1: Intended Outcomes of Shariah#

U Recognise private
ownership

U Prohibit
transgression of
rights of others

Wealth
Preservation

U Ensure valid transfer
of ownership

3.
4.

Imam Al-Ghazali, Al-Mustasfa fi “ilm al-Usul, page 174.

0 Minimise unjust elements
i.e. uncertainty, exploitation

U Equitable wealth

distribution
U Prohibit wealth
hoarding
Wealth U Encourage income
Circulation generation

U Channeling wealth
to productive
sector

See: Dr. “lzz Al-Din bin Zughaibah, Maqgasid al-Shariah al-Khassah bi al-Tasarrufaat al-Maaliyah, page 253, 273 and

297.
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How will VBI change current
banking offerings and practices?

There are three (3) key components of VBI:

1. Offerings and market segments 3. Collaboration

A Introduction of innovative products and A Enhanced collaboration with strategic
services to create greater impact to partners and stakeholders (beyond the
existing market segment. financial community) to leverage on

A Impact-driven mindset will drive IBIs to specific skills and infrastructure that are
focus on high-impact areas such as new critical but not owned by the IBIs.
growth areas and underserved
segments.

2. Practices
A Improvement in  existing  banking
practices as illustrated in Diagram 2.2.

A Adoption of innovative practices or
techniques such as offtake agreement® or
supply chain finance to manage risks
arising from serving the high-impact
areas.

Diagram 2.2: What do value-based banking practices look like?

€ &

Comprehensive

Impact-based
Assessment

Inclusive
Governance

Impact-focused Constructive

Measurement Disclosure Collaboration

Impact-based Comprehensive Impact-focused Constructive Active engagement
assessment provides performance disclosure covers collaboration with with multi-
equal attention to measurement, details of customers wider stakeholders, stakeholders

| 1 1 1 I
1 1 1 1 !
1 1 1 1 !
1 1 1 1 !
1 1 | 1 I
1 1 1 1 I
1 1 | 1 I
- ) | . h 1 1 1 I
applicati ons$ 6 covering both \ that they lend to and i including those with i including traditional |
potential impact to 1 financial and non- | investin (i.e. 1 nodirect business i and non-traditional '
the society, I financial indicators ! purpose, location ! relationships such as ! stakeholders in '
environment and I 1 and result) 1 NGOs, societies and 1 decision making !
| 1 1 1 I
economy ! i 1 governments I process !
| | | : |
1 1 1 !
Impact ! Impact ! Impact ! Impact ! Impact !
Optimum allocation Balanced motivation Enhanced New insights, wider Greater alignment
of resources to to achieve short-term confidence among opportunity and between
productive economic and long-term customers and public knowledge in stakehol der so
activities outcomes improving business expectation and

impact business focus

An agreement between the project company and the offtaker (the party who is buying the product/service that the project
produces/delivers). In a project financing the revenue is often contracted, rather than being sold on a merchant basis. This
agreement provides the project company with stable and sufficient revenue to pay its project debt obligation, covering the
operating costs and provide certain required returns to the sponsors.

13 | Page



