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Abstract

Risk-taking behaviour in Islamic banking implies exposure to market volatility that affects prices and profits. The survey suggests that banks on one side are risk-averse while entrepreneurs are risk-takers. Bank risk averse behaviour seems to support the salam model but only unique for Malaysia since rice is a controlled item. It will help raise the welfare of farmers since they don’t have to pay interest. However, they may lose out in pricing. This is because they cannot sell the produce to other independent purchasers who normally pay higher than BERNAS. BPM is willing to assume the non-delivery risks in view of the nature of rice production taking place. That is, it will receive guarantee from the farmers’ rice association if one of its members failed to delivery for some genuine reasons. In this manner, risk-management in the salam model should be able to impact its application in a positive way.

1. Introduction

One critical task of the Islamic banking movement is to ensure that behavior of fund providers and users complies with the Qur’anic spirit of justice ([adl) and mutual-aid (ta[awun). This is an important point since [adl and ta[awun are two ethical (akhlaq) precepts of the Qur’an that may not find suitability in product design for Islamic banks. Driven by profit motive, Islamic banks today have rationalized the application of al-murabahah and bay[ mu’ajjal (in the Muslim world) leading to a wholesale recognition of positive time preference with contractual increase but this time in the name of al- bay[ via credit sale. In the worst scenario, the use of bay[ al-[inah and bay[ al-dayn (especially in Malaysia) has further brought Islamic banking and finance into losing its identity as a system with reformatory content supposedly is able to remove the evils of riba and its associated harm (madarrah) to society.

As most Islamic financial products are designed to satisfy customers’ existing tastes and preference, the observance of Shari[ah values have been limited only to contractual agreements (uqud), with the principle of “al-ghorm bil-ghonm” (no pain no gain) isolated from financing. This point holds true for bay[ mu’ajjal, bay[ al-‘[inah and bay[ al-dayn products as they are intended to satisfy customer’s desire for fixed income and risk-free investments. The same applies for the banking firms. For example, in the practice of al-ijarah thumma al-bay[, the contract of financial leasing instead of true leasing is usually applied. In this way financiers do not borne the risk of ownership and other obligations attached to it.

The same may applies in designing salam and istisna[ financing, where customers may see them as a loan instead of a sale and purchase contract. Our objective in this study is to examine the perceptions of contracting parties on the Salam transactions, namely the farmers (demand side factor) and the bank (supply side factor). These perceptions will be used to further analyze the potential of salam contract in agricultural financing leading to product design. It will also be helpful in determining the nature of salam to be applied given the structure of banking law and government policies in agricultural production and financing in Malaysia. 

In this paper, perceptions of farmers and BPM on risk-taking (ghurmi) are examined to asses the application of salam and double salam in agricultural finance. BERNAS (National Padi & Rice Regulator and Wholesaler) is invited to participate as the third party purchaser in this project. Decision to apply single salam or double salam will depend on the structure of rules and regulations on rice production in Malaysia. 

It is worthy to note that the Shari[ah prohibits risk-avoidance in trading. What this means is taking zero risk but able to secure a contractual income or profit. Risk-avoidance is common in interest-bearing loans, bonds and other forms of fixed income instruments. It is the opposite to risk-taking (ghurmi) as the ghurmi is enjoined by the Shari[ah via the legal maxim “al-ghorm bil ghonm”. Risk-aversion however is not synonymous with risk-avoidance. The former deals with the choice of taking more risk with an expectation of obtaining higher returns bearing in mind that such expectation is accompanied with the possibility of making losses. What this means is risk is synonymous to uncertainty. It can either results in  gains and losses. Risk-aversion is fitrah while risk-avoidance is driven by bad character (mazmumah). In this study, we intend to identify whether or not the respondents i.e. the prospective salam participants are risk-avoiders.

2. Food production in Malaysia : Role of Salam financing 

Although still very much an agricultural country, food production has never featured prominently in the Malaysian scene until recently. Traditionally, the prominent crops have been rubber, padi and, more recently, oil palm and cocoa. The livestock industry was largely non- existent.

The country has therefore been a net importer of its major foods. It is estimated that Malaysia that Malaysia imported RM 11.0 billion in the year 2000
. In the 2000 budget, the government provided various incentives to large plantation companies to venture into the production of food. But not even a single plantation company took up the incentives as private sector still lack confidence in the profits that can be made from investments in the food industry. Large companies should venture into this field as agriculture sector has potential if integrated cultivation is done on a large scale, adopting modern technology. 

The rapidly changing economic scene has presented new opportunities. Improved communications imply bigger production units that enjoy more economies of scales as produce can be transported to markets far away.

What follows naturally on the heels of food production is the food processing industry. Both food production and processing activities are expected to be growth areas as the economics opportunities have become increasingly attractive. This has generated an increasing interest and caused the government to focus on them.

Previous agricultural policies of the country did not address the issues of food production, as these policies have been being sub-servant to the interest of rubber, oil palm, cocoa and other major cash crops. In the review of the National Agriculture Policy (NAP), greater attention was placed on it. There have been two NAPs since 1984. Although agriculture has been loosing ground to other economic sectors, it is still expanding and remains important to the national economy. Its value- added increased from RM 11.9 billion in 1985 to 16.2 billion in 1995 although its percentage contribution to the national GDP declined (the declined is projected to continue to 7.1% in 2010 from 13.5% in 1995.
 Similarly, its employment has declined absolutely and relatively but remain at 18.0% of the national workforce in 1995 (31.3% in 1985). Indeed, the vision is to expand and produced even more food so that the country is less dependent on foreign import.

With the intention of reducing food import the Agricultural Bank of Malaysia or Bank Pertanian Malaysia (BPM) was established by an Act of Parliament No. 9/1969.  The main objective of setting up the Bank was to promote the agricultural development through lending facilities and mobilization of deposits particularly from the agricultural sector. BPM is wholly owned by the Government and as a statutory body, BPM is required by the Act to report its annual activities to the Parliament and the Agricultural Ministry of Malaysia.

The purpose of the loan programs is to develop and modernize the agricultural sector through the provision of credit facilities as well as project and financial management services. The government provides an annual grant to BPM in order to bear the cost of lending to target group (i.e. farmers). The giving of credit to target group is in support of the Government’s policy to eradicate poverty among farmers and fishermen and to restructure the society.

Based d on the above scenario, it is important to revitalize the agriculture sector by introducing salam as a mode financing to enhance the food production industry in Malaysia. Salam will act as a compliment to existing facilities.

2.1. Issues and Challenges in Food production

It has long been recognized that growing food demand in the country would result in inadequate supply for most food items. Yet food production is hampered in padi, because of poor returns, labor shortage and drought; in ruminant production because of the climate and lack of local animal feeds; in fisheries due to the lack of skilled manpower, fishing technology and marketing facility. The current issues in Malaysian agriculture include high dependent on import, labor shortage and low value added exports:

First, the food import has increased from RM 3.5 billion in 1985 to RM 10 billion in 2000, and put a strain on Malaysian’s foreign exchange reserves led to inflation. In 1997, increase in the prices of food caused 51.9% of the inflation. As the country demands more and better food, import s will increase unless more food is grown locally.

Secondly, the shortage of labor in agriculture leads to employment of immigrant labor. It is estimated that 300,000 hectares of rubber are not tapped and 30,000 hectares of oil palm not harvested. Thirdly, the Malaysian agricultural produce is still mainly exported as primary and intermediate products. There is a need to add more value to exports. Finally, agriculture sector must become more innovative and efficient so that production can be continued on a sustainable basis.

2.2 National Agricultural Policy (NAP)
: The objectives of the National Agricultural Policy are given below:

i. enhance food security;

ii. increase productivity and competitiveness of agriculture;

iii. deepen linkages with the other economic sectors;

iv. create new areas of growth for agriculture;

v. use and conserve natural resources in a sustainable way.

2.3 Sub Sectoral Plan

More specific plans were made for various sub-sector of agriculture-food products (padi, livestock, fisheries, fruits and vegetables, Industrial crops (oil palm, rubber, cocoa and forestry), new products and future industry group (biotechnological products, floricultural products, aquarium fish and aquatic plants, agro tourism) and other economic crops (coconut, pepper, cassava, sweet potato, maize, tea and coffee). 

2.4 Financing And Incentives

The current package of incentives for investment in food production and new emerging areas of agriculture will be continued. Soft loans will continue to be provided to areas like food production. Examples of incentives currently in the market are Fund For Food financing (3F) with a soft loan rate of 4% per annum and Asian–Japan Development Fund (AJDF) loan scheme at 6% per annum. Both funds are channel by Bank Negara Malaysia through Bank Pertanian Malaysian. Guidelines on permanent food zones in each state have been formulated by the Ministry of Agriculture.

3. Bank Pertanian Malaysia (Agriculture Bank Malaysia)

Bank Pertanian Malaysia (BPM), being the only agricultural bank in the country will play a very important role in financing the food production and processing activities. Being a semi government bank, BPM is adopting societal marketing concept. This philosophy stresses the important of considering the collective needs of society as well as individual consumers’ desires and organizational profits
. This philosophy is in line and relevant with BPM’s own philosophy in the alleviation of poverty among the rural poor. Extending agricultural credit to the farmers with interest rates as low as 4% annually, is a clear proof that BPM is committed in implementing societal marketing.

In 1983, Islamic Banking Act was gazetted by the government of Malaysia. Under this act only Bank Islam Malaysia Berhad is allowed to practice Islamic Banking activities. Ten years later in Mach 1993, the Government decided to allow commercial banks, financial institution, merchant banks and Bank Pertanian Malaysia (BPM) to operate Islamic Banking under the name of SPTF( Banking scheme without interest rate).In Bank Pertanian Malaysia (BPM) it is commonly known as Mu[amalat Banking. With the introduction of the new system, Malaysia now has a unique ‘dual-banking system’-Islamic Banking and conventional banking running parallel under one roof.

The Islamic Banking Unit in BPM was launch on 1 March 1996, with the introduction of Al-Wadi[ah and Mudarabah schemes. A working committee comprising various functional groups and department was formed to develop and market the new products. 

Types of facilities given to the agricultural sector by BPM

I. Al-Wadi[ah Ummah Savings Account (Guaranteed custody).
Characteristics: 

i. Open to all regardless of age and religion.

ii. Minimum payment of RM 10.00 to open an account.

iii. Transaction can be made at all BPM branches.

II. Al- Mudarabah General Investment/ Savings Account.

It is a product based on “Trustee Profit Sharing”. It is a contract between a depositor and owner of capital and entrepreneur (BPM). The profit ratio  is 70:30 and not an absolute figure like say 10% of capital put in. When both parties agreed, a certificate is issued to acknowledge the obligations of the contracting parties.

Characteristics: 

i. Open to all regardless of race and religion

ii. Joint Account.

iii. Children Account (Trust account)

iv. Corporation

v. Society and club 

vi. Minimum payment of RM500-00 is required to open up an account. For the Savings book only RM I0.00 is required to start an account

vii. Flexible investment period of 1,3,6,9,12,15,18,24,36,48 and 60 months

viii. Monthly withdrawal of interim profit can be arranged for 
investment more than RM100,000.00

III. Al-Bay[  Bi thaman [ajil Financing (Islamic Financing)
It is a sale contract between BPM and customers. Asset purchases shall include the following:

i. Land Purchase & Development

ii. Purchase of Plant & Machinery

iii. To build Factories

iv. Fishery boats and vessels, aqua-culture projects

v. Food Production

vi. Refinancing of asset for the purpose of redemption, construction or renovation of building or other purposes.

vii. Agro-tourism Projects

Salam financing is suitable in the agricultural sector especially for the seasonal food crops. Due to the market uncertainties and volatile prices, the investment in agriculture sector is classified as a risky venture. But under Salaam contract the market risk is greatly reduced by virtue that the Bank will pay the customers /suppliers in advance. As such salam financing can act as a complement to the existing Islamic banking products.

4. Salam as a Mode of Financing

Basically, bay[ al salam is defined as a contract of sale of goods, where the price is paid in advance and the goods are delivered in the future. This type of contract is very relevant as far the agriculture sector is concerned. Thus the role of Bank Pertanian Malaysia (BPM) is certainly crucial in extending the financing under this contract.

Salam is a contract where the buyer will make a sale order of a certain food item, to be delivered by the seller in future. The price set at the time of contract is known as salam price. Such arrangement is also a form of hedging, if the buyer anticipates that the future’s food price level will increase. If that is the case, the contract will benefit both parties as the buyer will buy the food items at discounted price, and the seller can use the money paid, as working capital or to purchase farm machinery.

Through salam form of sale contract the bank may provide its clients with the necessary capital against their future production. Thus salam gives the opportunity to craftsmen and farmers who produce similar commodities of fixed specifications to enter with the bank into standard salam contracts under which the bank purchases their products at a price payable in advance. This financing technique, similar to a future or forward-purchase contract (but free from aleatory activities) is particularly applicable to seasonal agricultural purchase but it can also be used to buy other goods in cases where the seller needs working capital before he can deliver.

The sale contract is fully supported by the Prophet SAW during his time
. Bay[ salam is a straight forward contract and less controversial than al- Bay[-bi thaman [ajil or murabahah. It is free from hiyal or heelah (legal trick).
 The question here is how salam be applied in the banking business since a bank is not a trader or merchant but a financial intermediary. Can a banking firm accommodate this type of sale contract into its financial activities?

5. Objective of the study

The main objective of the study is to determine the feasibility of implementing bay[ salam sale contract in the banking business involving agricultural finance. The paper attempts to suggest the effective, practical and efficient model that can be used by the banking sector in financing the agriculture sector. This is done by way of examining the risk taking and risk avoidance characters of salam participants.

Risk taking in this study means to take risk with an expectation of making a gain as well as a possibility of suffering a loss. This is one of the requirements of [iwad to legitimize the profit created from salam. Risk – avoidance is defined as taking no risks but a certainty of making gains, which is common in the banking sector. The study will also define the role of the bank or the financial intermediary. It is not the bank’s intention to buy and eventually sell back to the end users.

The other important aim is to study the degree of risk taking from both supply and the demand sides. The supply side refers to the BPM i.e. the financier and the demand side deals with the farmer, the entrepreneur or the producer. The study will also indicate the degree of acceptance of salam as a mode of agriculture finance.

6. Scope and Limitation of Study

The key belief of Islamic banking is that God is the Creator and Ultimate Owner of the Universe and man is His vicegerent on earth. Thus an individual property rights is recognized and guided by the teaching of God. Therefore, Islamic banks cannot do as they please, but they have to integrate moral values with economic action. Money and property are social tools to achieve the social good. The objectives of an Islamic bank should not be narrowed down to profit maximization alone but to secure social benefit by way of providing scheme of financing which is fair and equitable.

The study shall focus mainly on perceptions of BPM and the entrepreneurs and farmers from the respective responses given in the interview.  They are chosen as respondents as they are directly familiar with agriculture financing activities. Since Salaam is not implemented yet in BPM, it is critical to examine the risk taking behavior of contracting parties.

The study has its limitation due to the fact that no banks in Malaysia have ever introduced salam as a mode of financing. The theoretical principles of salam are well-defined but the no empirical evident is found to further explain how salam has impacted banking performance. This study only deals with salam product development for banking applications by first examining the perception of risk taking among participants. The survey is more concerned on the degree of risk taking and avoidance of the Bank and the suppliers/farmers and how these problems can be handled in designing the salam model for banking..


7. Rules and Conditions of Bay[ al- Salam 

The salam contract is a sale agreement in which advance payment is made to the seller for deferred delivery of goods. 
 He mentioned that a unique feature of the salam contract is that the price paid (advance payment), on the date the buyer enters the contracts as P(spot) or Ps. Beside that, the salam contract must also satisfy the conditions of an ordinary sale as well as that of salam sale. According to him, the salam contract must satisfy the following five additional criteria. In a salam sale, it is necessary to precisely fix a period for delivery of goods; in ordinary sale this not necessary.

i. In a salam sale, a commodity not in the possession of the seller can be sold; in an ordinary sale, it cannot be sold.

ii. In a salam sale, only commodities that can be precisely determined in terms of quality and quantity can be sold; in ordinary sale, everything that can be owned is saleable, unless the Qur’an or the Sunnah prohibits it.

iii. A salam sale cannot take place between identical goods (e.g.; wheat for wheat , or potato for potato); in an ordinary sale, the exchange of identical goods is permissible

iv. Payment in a salam sale must be made much in advance of the delivery of goods and at the time of contract ; in an ordinary sale, payment may be deferred or made at the time of delivery.

He also mentioned specific conditions of a salam contract that to observe in addition to criteria mentioned above. The specific conditions are :

i. A person who is a potential grower or manufacturer of a commodity is qualified to al bay[ salam contract against advance payment. Thus it is not necessary for this seller to have possessed the merchandise at the time of contract. It is also not necessary that he should himself be growing or manufacturing it.

ii. The buyer should advance the price of the commodity at the time of contract.

iii. The commodity should be generally available in the market at the time of delivery; it should not be an extinct or rare commodity, out of supply, or out of season when the seller must deliver it. 

iv. The commodity in exchange should in itself not be in the nature of money.

v. The specifications of the commodity should particularly cover all those characteristics that are responsible for variations in price.

According to Ray,
 the conditions of an “ordinary” sale that the salam contract must satisfy are as follows :

i. Both parties to the sale must be voluntary participants.

ii. Both parties must be fully competent (in legal sense) to transact.

iii. The object of sale must be property (mal). The definition of this varies but generally means an object having a legal use.

iv. The seller must own the object of sale, or he must be authorized to sell it. Such authorization without ownership could come about in several ways, including partnership, agency (wakalah) or guardianship of a minor.

v. The seller must be able to deliver the object sale. For instance, the sale of a lost object or an escaped animal is forbidden because the seller cannot deliver the goods. Gharar sale is prohibited in Islam.

vi. The buyer and seller must take cognizance of the object of sale, either by examination or by an adequate description. Thus the sale of a “grab bag” of unknown contents is forbidden.

vii. The price must be determined precisely and known by both parties.

He also mentioned that, in the event of an intrinsic defect existing in the object, the buyer has the unconditional right to rescind the sale. This right (khiyar al [ayb) cannot be ceded by contractual stipulation; any such stipulation would be null and void. 

Bay[ al salam is a sale of an object which is not available at the time of the conclusion of the sale, but will be delivered in the future on a fixed future date.
 The price is to be paid immediately during the session of the contract. He contends that salam has been allowed based on the hadith of the Prophet who allowed the sale of future goods.
 The jurists allowed such sale contract because it was customarily practiced in the commercial sector and based on public needs (maslaha), Therefore salam is an exception to the general rule of the existence of the subject matter of sale.

Razali also mentioned that, the subject matter of the sale must be precisely specified. It must have precise specification of the amount either by measure of capacity or by measure of length. The difference between each unit of subject matter should be small such as eggs, as the uncertainty of goods of this nature is immaterial. If the difference is excessive (fahish), the salam sale is not lawful. As such salam sale is allowed only when the items are similar in character, like fruits, rice and any agricultural products of same species. His book has also highlighted various views from Shafi’is, Malikis ,Hanafis pertaining to salam sale.

Hanafis school of thought contends that, immediate delivery of goods renders such sale invalid.
 Shafi’i’s school has a different opinion where the delivery of the goods in the sale of salam need not necessarily be postponed to a future date but it can be immediate.
 The reason in this respect is that the future delivery of the goods is to be authorized in order to facilities the seller to acquire the subject matter of the sale. Based on Shafi’i’s school, delivery is not a prerequisite to validate the sale of salam.

As for the period of delivery, the Hanafis and Hanbalis fixed the minimum period of one month and the Shafi’is did not fix the period, as it is not condition of sale. The period should be determined by both parties.

According to the Hanafis the subject matter be available from the time of conclusion of the contract to the time of delivery. If the goods are not available during that time frame, the salam sale is void. The other three scholars, Shafi’is , Malikis and Hanbalis believe that the salam sale should be allowed on the non- existent subject matter. It is immaterial whether or not the item is available at the time of conclusion of salam sale. The contention is that, even if the goods are not available at the time of the contract, but the suppliers have been identified and are capable of producing such goods, the possibility of gharar uncertainties in such situation is minimum. The Malikis allow the price to be paid within three days after the conclusion of the salam contract, or even longer, provided the delay is not a condition of the contract.
 Basically  salam sale is not an absolute sale of non- existent goods, it is rather a special sale of non-available goods at the session of sale, but that would be available at the time of delivery.

Salam was known at the time of the prophet (Pbuh). It was always looked at as a means of finance. Farmers will use the advance payment to procure seeds and fertilizers by selling their future harvest at the time of planting. Since salam is a mode of financing and not a form of speculation, it is an important criteria for validity of salam. In paying the whole price at the time of contracting it is believed that salam can be piloted into a Shari[ah substitute for conventional debt instrument. Not all commodities are trade able under salam. Only fungible such as commodities are allowed for salam contract. In Shari[ah it is called “ Mithly”. Elgari defined Mithly as a good who is standardized into substitutable or identical units, and whose utility can only be derived through consumption or the changing of its basic form. Wheat, rice, barley and other grains are of this type. salam may look like a forward contract but different in terms of payment. In regular forwards contract, no payment is made at the point of contracting, but only a settlement on the agreed date.

The Hanbali and Hanafi schools defined the salam as “a sale contract the subject matter of which is a well defined commodity and the delivery of which is made as an obligation on the seller at a future against a prompt price to be delivered on the spot (i.e. in the same meeting of the sale). (Ibn Qudama, Ibd, (4/207) and Ibn ‘ Abdin, Ibid, (4/203) the price so as to ensure a reasonable price. Use of BBA and Bay[ Salam at a time will be a very advantageous for agricultural sector. The poor farmers will be able to buy inputs on credits during sowing seasons under BBA and sell their products in advance at fair price. In this way the Banks can rescue them from the exploitation of middle this shall act as effective measure for checking the prices from falling during the harvesting seasons.

There are elements of risk involve in Salam financing. Market risk is the most notable in the financing. It is known as systematic risk, which cannot be eliminated totally. In Salam financing, [iwad is the basic trait or condition sine qua non of a lawful (halal) sale.34 He contends that profit generated from Islamic banking business must contain the elements of ‘[iwad’. The profit margin is created from the effort (ikhtiyar) rendered and risk-taken (ghurmi) by the seller or the buyer. It implies that the price that a consumer pays must be compensated with an equitable return, which he enjoys from the transaction. In other words, the profit margin or an increase over capital must that which contains ‘[iwad’. He further concludes that a theory of profit in Islam should be built on the principle of ‘[iwad’. Likewise, in salam financing, one element [iwad name, risk-taking must be evident.

7.1 Juristic Rules of Salam and Parallel Salam 

Salam sale has its legitimacy from the Qur’an, Sunnah, And Ijma[ (consensus of the Islamic jurist). Ibn Al-Monzer said: “All authoritative fuqaha’ (jurists) unanimously agreed that salam is considered permissible”.35
On the wisdom of its legitimacy, Ibn Qudamah said, “Because people had a need for salam and because farmers, market gardeners and tradesmen needed money for their living expenses and to spend on their businesses to bring them to fruition, and so faced financial need, salam was made permissible so that they could benefit from it as well as al-muslam (the buyer) having the benefit of its permissibility.

The Malikis concur with the majority of fuqaha’ that replacing al-muslam fihi is prohibited if it is food, but if it is not, it is permissible, based on the views of their school of fiqh, which permits the sale of goods before they are received.

As for parallel salam, the Shari[ah supervisory board of Rajhi Banking and Investment Corporation issued a fatwa permitting the practice of parallel salam on condition that the execution the second salam . Contract is not made dependent on the execution of the first one. Some contemporary jurist have prohibited parallel salam, particularly if it is for the purpose of trading and such a transaction becomes recurrent, as this may be suspected as involving riba.

8. Sampling and Data Collection

The empirical study is based on a survey conducted on the suppliers-farmers as the seller and Bank Pertanian Malaysia as the purchaser. The mains purpose of the research is basically to measure the degree of the risk-taking behavior the two parties.

Two sets of data were collected from Bank Pertanian’s customers /farmers and its managers. Due to the limited time available feedback, respondents have been chosen within the Klang Valley. As for BPM’s managers, they are based either at the Headquarters or from various branches in the State of Selangor. The managers represent various level namely, managers, senior managers, management team including the Chief Executive Officer. They work in various departments with cross-functional responsibilities. As for the management team, it comprises of five Assistant General Managers , two Deputies General Managers and the General Manager. They made up the policy makers of Bank Pertanian Malaysia.

Bank Pertanian Malaysia (BPM) is specifically chosen in the survey by virtue that it is the only agricultural bank in the country. It was stated earlier that salam financing is most relevant in the agricultural sector. Further more, the Bank is in the process of implementing salam as its new Islamic banking product. The farmers/suppliers and bank’s customers will be interviewed at several BPM’s branches around Kuala Lumpur. A number of forty five suppliers and bank managers were interviewed respectively.

Two sets of questionnaires are prepared for the purpose of study. One set is meant for the Bank’s managers, and the other set is for the Bank’s customers. The questionnaires shall focus on the following areas:

1. Questionnaires for farmers / suppliers 

1.1 Potential loss upon delivery 

1.2 The Bank rejects the items with inferior quality

1.3 Collateral as a requirement for the salam facility

1.4 Salam price is lower than current spot price at the time of contracting 

1.5 The reason of entering salam contract

1.6 The option between conventional loan and salam 

2. Questionnaires for Bank managers

2.1 Market risk in salam financing

2.2 The Issues of collateral requirement

2.3 Parallel salam –mutually exclusive

2.4 Delivery date 

2.5 Quality specification

2.6 Price discount 

2.7 Salam as a substitute for conventional debt instruments

8.1 Mode of Data Analysis and Processing 

The arithmetic mean technique shall be used as a benchmark in measuring the risk taking behavior of respondents. The mean on the Likert’s attitudes scale of 1 to 5 is 3.0. Values below 3.0 shall indicate that the respondents are positive or affirmative with the statement given and anything above is the reversed. A score of 3.0 indicates a situation of indifference among respondents. Data processing and computations are made using Statistical Package for the Social Sciences (SPSS) software. The study is basically exploratory in nature, and as such it would use the standard descriptive statistical technique, which analyze frequency counts and analysis of means scores. This approach is sufficient to gather information needed for product development using the Salam contract.

8.2 Data Output 

The output of the questionnaires obtained from the suppliers/ farmers are tabulated and analyzed. There are six questions under this category. Each question indicates whether the respondent has a positive attitude towards risk-taking.

9. Risk-Taking In Salam Financing – Farmers/ Suppliers’s Perspective

In this section, preference of farmers on the terms of salam financing is given.  Focus is given to the mean and its standard deviation.

Q1 
Are you willing to take the risk in accepting potential loss when the market price upon delivery is higher than the salam price?

Table 9.1

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	2
	4.4
	4.4
	4.4

	
	Agree
	30
	66.7
	66.7
	71.1

	
	Not Sure
	7
	15.6
	15.6
	86.7

	
	Disagree
	6
	13.3
	13.3
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.38              Median = 2.00           Std Deviation = 0.78

The result shows that 71.1% of the respondents with mean value 2.38  agree with the statement. This indicates that they are willing to take the risk of potential loss when the market price upon delivery is higher than the salam price. The low SD of 0.78 shows that the degree of disagreement is marginal

Q2

If the Bank upon delivery rejected the items due to inferior quality and not within contractual  specification, can or will you supply the Bank with the items even though you might incur losses. 

Table 9.2

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	1
	2.2
	2.2
	2.2

	
	Agree
	21
	46.7
	46.7
	48.9

	
	Not Sure
	13
	28.9
	28.9
	77.8

	
	Disagree
	10
	22.2
	22.2
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.71          Median = 3.00        Std Deviation = .84

Table 9.2 shows that 48.8% of the respondents either agree or extremely agree with the statement. 28.9% are not sure and 22.2% disagree with statement with means value 2.71. There seems to be a problem of risk-taking since only 48.8% is willing to do so. This may create problems in implementing the Salam contract as farmers may not have the capital to purchase the produce upon failure to deliver as specified in the contract. 

Q3    Do you agree to provide the Bank require a collateral against the Salam contract, to safeguard the Bank’s interest , in the event that you fail to deliver the goods as required?

Table 9.3

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	7
	15.6
	15.6
	15.6

	
	Agree
	21
	46.7
	46.7
	62.2

	
	Not Sure
	3
	6.7
	6.7
	68.9

	
	Disagree
	13
	28.9
	28.9
	97.8

	
	Extremely disagree
	1
	2.2
	2.2
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.56             Median = 2.00       Std Deviation = 1.14

   The result shows that 62.2% of the respondents either agree or extremely agree with the statement. 6.7% are not sure, 28.9% disagree and 2.2% extremely disagree. The majority of the respondents basically agreed that a collateral is necessary to safeguard the Bank’ interest. But the high SD indicates that even if the mean value of 2.56 signifies a consensus, the degree of disagreement is quite high.

Q 4     Salam price is normally lower than the current spot price. Are you willing to accept this lower Salam price, knowing that the delivery of goods is deferred to a fixed future date? 

Table 9.4

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	3
	6.7
	6.7
	6.7

	
	Agree
	22
	48.9
	48.9
	55.6

	
	Not Sure
	5
	11.1
	11.1
	66.7

	
	Disagree
	15
	33.3
	33.3
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.71           Std Deviation = 1.01

Table 9.4 shows that 55.6% of the respondents either agree or extremely agree with the statement. 11.1% are not sure and 33.3% disagree with the statement. The result indicates that the majority of the respondents are risk takers and are willing to accept lower salam price at the point of contracting. The 33.3% of respondents who disagree believe that the lower contract price is not fair. They content that the price should be equivalent to the current market price and should not be discounted. We felt that this is not true since the farmers will be given capital without interest. Thus, the produce should be sold below market price to the bank.

Q5 
Your main reason of having Salam contract is due to the lack of initial capital to start the project with and that the market of your products is assured

Table 9.5

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	29
	64.4
	64.4
	64.4

	
	Agree
	15
	33.3
	33.3
	97.8

	
	Not Sure
	1
	2.2
	2.2
	100.0

	
	Total
	45
	100.0
	100.0
	



Mean = 1.38            Std Deviation = 0.53

97.8% of the respondents either agree or extremely agree with the statement, 2.2% are not sure and no responders disagree or extremely disagree. This shows that salam provides useful financing to the farmers/suppliers to initiate their business as most of them usually do not have enough capital. The low mean value 1.38 and low SD value of 0.53 showed the broad consensus among respondents..

Q6
If you are given the option to choose between conventional loan and Salam, will you choose Salam?

Table 9.6

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	8
	17.8
	17.8
	17.8

	
	Agree
	28
	62.2
	62.2
	80.0

	
	Not Sure
	7
	15.6
	16.6
	95.6

	
	Disagree
	2
	4.4
	4.4
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.07         Median =2.00        Std Deviation = 0.72


The table shows that 80.0% of the respondents either agree or extremely agree with the statement. 15.6% of the respondents are not sure and only 4.4% disagree. This indicates that the majority of them are in favour of Salam  compared with conventional loan. This may be due to the fact that majority of the respondents are Muslim and are sensitive to riba.

It can be concluded that in general the suppliers/ farmers are generally risk-takers. As indicated earlier the mean value on the Likert’s attitudes scale is 3.0. What it means is that any value below 3.0 is considered as positive or affirmative or willing to take risks and anything above 3.0 is considered as negative or the opposite. From the tables it shows that the means range from 1.38 to 2.71. This attitude is in line with two popular Islamic legal maxims namely, No risks no gains  (“Al-Ghurmi bil Ghonm”) and profit must be accompanied with liability  (“ Al-Karaju bil Daman”).

Table 9.10

   

Q1          Q2          Q3           Q4           Q5            Q6

Mean         2.38        2.71       2.56          2.71         1.38          2.07  

SD              0.78        0.84       1.14          1.01         0.53          0.72

10. Risk- Taking: The Banker’s Perpective

There are eight questions under this category. Each question shall indicate whether the respondent is willing to take risks or not. The last question will tell us whether the managers are in favour of the salam mode of financing or not. 
In salam’s Contract, as the buyer BPM will pay the farmers in advance with  delivery of the agricultural products deferred to a specified future date. At the point of delivery, the market price of the delivered products might to be cheaper than the contract price paid to the farmers. Is the bank willing to take the price- risk?

Table 10.1

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	2
	4.4
	4.4
	4.4

	
	Agree
	16
	35.6
	35.6
	40.0

	
	Not Sure
	5
	11.1
	11.1
	51.1

	
	Disagree
	19
	42.2
	42.2
	93.3

	
	Extremely Disagree
	3
	6.7
	6.7
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 3.11           Median = 3.0         Std Deviation = 1.11

The table shows that 4.4% extremely agree and 35.5% agree that the bank is willing to take risk in price fluctuation upon delivery 11.1% of the respondents are not sure, 42.2% disagree and 6.7% extremely disagree for the Bank to take the risk. The results show that nearly half of the respondents are not willing to take risk. This is quite normal since the concept of salam financing is very new to most of them. Due to the dispersion in the perception, the value of SD exceeds 1.0.

The Bank requires collateral as a  security in salam’s contracts?

Table 10.2

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	12
	26.7
	26.7
	26.7

	
	Agree
	24
	53.3
	53.3
	80.0

	
	Not Sure
	7
	15.6
	15.6
	95.6

	
	Disagree
	1
	2.2
	2.2
	97.8

	
	Extremely Disagree
	1
	2.2
	2.2
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.00 Std Deviation = 0.85

The survey shows 26.7% extremely agree, 53.3% agree on the collateral requirement. 15.6% of the respondents are not sure and 2.2% disagree and extremely disagree respectively. The results indicate that the bank needs collateral in case farmers defaulted on delivery.

The Bank must find a ready third party buyer e.g. BERNAS before executing the salam’s contract with farmers.

Table 10.3

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	14
	31.1
	31.1
	31.1

	
	Agree
	20
	44.4
	44.4
	75.6

	
	Not Sure
	1
	2.2
	2.2
	77.8

	
	Disagree
	9
	20.0
	20.0
	97.8

	
	Extremely Disagree
	1
	2.2
	2.2
	100.0

	
	Total
	45
	100.0
	100.0
	



Mean = 2.18           Median = 2.0      Std Deviation = 1.15


The result shows that 31.1% of the respondents extremely agree with the proposal and 44.4% agree that the Bank should find a ready third party buyer prior to salam’s with the supplier. 2.2% of the respondent say are not sure while 20.0% disagree and 2.2% extremely disagree with the statement. 75.6% of the respondents agree that the Bank should find a ready third buyer prior to Salaam’s contract. This again indicates that the majority is not willing to take risk. 22.2% of the respondents are willing to take risk and due to this. The disagreement gave SD value exceeding 1.0.

The Bank shall sign a sale and purchase agreement with the third party buyer e.g. Bernas prior to salam contract with suppliers/ farmers

Table 10.4

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	13
	28.9
	28.9
	28.9

	
	Agree
	18
	40.0
	40.0
	68.9

	
	Not Sure
	2
	4.4
	4.4
	73.3

	
	Disagree
	11
	24.4
	24.4
	97.8

	
	Extremely Disagree
	1
	2.2
	2.2
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.31          Median = 2.00       Std Deviation = 1.20

28.9% of the respondents extremely agree and 40.0% agree that the Bank shall sign a sale and purchase agreement with third party buyer prior to salam contract with the suppliers. 4.4% of the respondents say they are not sure while 24.4% and 2.2% disagree and extremely disagree respectively. Again the majority of the respondents show that they are not willing to take risk. At the same time, 26.6% disagree and are willing to take risk. The disagreement leads to a higher SD at 1.20.


If the farmers fail meet the agreed delivery date, we (the Bank) shall declare the salam’s contract as void and reject the items?

Table 10.5

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	3
	6.7
	6.7
	6.7

	
	Agree
	19
	42.2
	42.2
	48.9

	
	Not Sure
	4
	8.9
	8.9
	57.8

	
	Disagree
	19
	42.2
	42.2
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.87         Median = 3.00      Std Deviation =1.06%

The survey result indicates that 6.7% extremely agree and 42.2% of the respondents agree that the Bank shall declare the salam’s contract as void and reject the items if the farmers fail to meet the agreed delivery date. 8.9% of the respondents are not sure, while 42.2% say they disagree. It shows among others that half of the respondents agree to follow strictly the delivery date, whereas the other half disagrees. This leads to a higher SD of 1.06

If the suppliers/ farmers fail to meet the quality specification, we(the Bank) shall reject the items and require the farmers to deliver the items as specified in the contract from the spot market with the delivery period extended to a new date as agreed by both parties ?

Table 10.6

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	6
	13.3
	13.3
	13.3

	
	Agree
	28
	62.2
	62.2
	75.6

	
	Not Sure
	7
	15.6
	15.6
	91.1

	
	Disagree
	4
	8.9
	8.9
	100.0

	
	Total
	45
	100.0
	100.0
	



Mean = 2.20        Median = 2.00     Std Deviation = 0.79

The result shows that 13.3% of the respondents extremely agree with the statement. 62.2% agree that the Bank shall reject the items and ask the farmers to re-supply with new items and the delivery period is extended to a new date agreed by both parties. 15.6% of the respondents are not sure and 8.9% say they disagree. Again the result shows that the majority is not willing to accept lower quality products upon delivery. Only 8.9% disagree and this leads to lower SD value.

We (the Bank) shall accept lower quality items with larger quantities in return 

Table 10.7

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	16
	35.6
	35.6
	35.6

	
	Agree
	19
	42.2
	42.2
	62.2

	
	Not Sure
	22
	48.9
	48.9
	93.3

	
	Disagree
	3
	6.7
	6.7
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 3.27          Median = 4.0       Std Deviation = 1.03

The survey shows that 35.6% of the respondents agree that the Bank shall accept lower quality items but with larger quantities in return. 8.9% are not sure while 48.9% and 6.7% disagree and extremely disagree respectively. Those who agree to accept lower quality items but with larger quantities may not understand the concept of Salam. Since the percentage who agree and disagree are dispersed, this leads to higher SD which exceeds 1.0

Salam’s sale contract can be piloted into a Shari[ah substitute for conventional debt instruments

Table 10.8

	
	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	Valid
	Extremely Agree
	9
	20.0
	20.0
	20.0

	
	Agree
	19
	42.2
	42.2
	62.2

	
	Not Sure
	14
	31.1
	31.1
	93.3

	
	Disagree
	1
	2.2
	2.2
	95.6

	
	Extremely Disagree
	2
	4.4
	4.4
	100.0

	
	Total
	45
	100.0
	100.0
	


Mean = 2.29         Std Deviation = 0.97

20.0% of the respondents extremely agree with the statement while 42.2% agree that salam’s contract can be piloted into a Shari[ah substitute for conventional debt instrument. 31.1% say they are not sure 2.2% and 4.4% disagree and extremely disagree respectively. Overall, they agree that salam can act as an alternative in financing.

Table 10.9


     Q1          Q2          Q3          Q4      Q5         Q6      Q7       Q8

Mean
     3.11        2.0         2.18        2.31     2.87      2.20     3.27    2.29

SD                   1.11        0.85       1.15       1.20       1.06      0.79     1.03    0.97

The above results have highlighted some important findings. As always been said, the Bank is not willing to take risk in financing. To some extent they are risk-avoiders. That is, 73.1% of the manager are not willing to take risks in Salam’s financing while 26.9% of them responded that they are willing to do so.

As for the suppliers/farmers, not all of them are willing to take risks in salam’s financing. The survey shows that, 30.74% of the respondents are not willing to take risks while 69.26% say they are. Thus, a larger segment of the respondents is willing to assume risk. They are risk-takers.

The nature of risks in salam’s financing is more prone to price or market risks which is systematic in nature. The market risks cannot be eliminated totally. This is in line with Shari[ah legal maxim, “al-ghurmi bil ghonm”, which “ no rewards without risks”. Another important legal maxim states that, “ al-kharaj bil daman” which can be translated as, “ profit must be accompanied with liability”. 

As for the suppliers/farmers, 69.26% are willing to take risks. But that does not prove or indicate that they have understood the legal maxims mentioned. To the suppliers/farmers taking risks in business or investment is a natural process that they have to face. To some extent, farmers and suppliers have less in common, thus applying Salam can be problematic.

11. Salam Financing : Bank Pertanian Model

The Role of PadiBeras Nasional Berhad (BERNAS) as the purchaser of rice from Bank  Pertanian Malaysia (BPM)

Risk-aversion or even risk-avoidance is evident in Bank Pertanian Malaysia attitude’s towards salam financing.  Although the Bank plans to further introduce new Islamic products, the bottom line remains profits and safety. As an example, it will execute the first salam only when the second salam is confirmed, which may not be possible as the third party is not willing to face the price risk. 

The salam contract may be new and unique but not attractive enough to garner confidence. Unlike loan, salam is risky. Price volatility and climate change may disrupt production. The risk open to BPM can be disastrous if financing is made on all types of agricultural produce such as rice, palm oil, rubber, fruits and food production.

To reduce risks attached to salam financing, BPM has agreed to experiment on one project with BERNAS. Here, Bank Pertanian has engage BERNAS, a government-owned rice wholesaler as the third party buyer. BERNAS took over Lembaga Padi and Beras Negara’s role as the custodian of Malaysian rice when the latter was privatized on January 12 1996. Apart from its primary role to guide and regulate the development of the national paddy and rice industry, the privatized BERNAS continued to assume the various social and commercial obligations previously undertaken by its predecessor. This include the management and disbursement of subsidies to paddy farmers on behalf of the Malaysian government, management of Bumiputra (indigenous Malay) Rice Miller scheme, undertaking the purchase  of paddy from farmers at a guaranteed minimum price (RM560 per metric ton) and acting as a buyer of last resort. Upon privatization, BERNAS was also granted the sole right to import rice into Malaysia for a duration of 15 years. BERNAS was listed on the Kuala Lumpur Stock Exchange (KLSE) main board on August 1997. BERNAS has also venture into other business venture such as logistics, packaging, farming, engineering, realty and construction. The Group is currently working towards being an international entity ready to compete with world class competitors post-Asean Free Trade Area implementations. 

BERNAS will not enter into any salam agreement with BPM. As a ready market, BERNAS will purchase rice from any producer at the controlled price. In this way, BPM will find it relatively easier to dispose the supplies upon delivery. Rice is a controlled item with a price-ceiling of RM560 per metric ton. In other words, the price of rice cannot fall below RM560. In this manner, BPM do not have to worry about falling prices upon receiving delivery. Government regulations on rice production and wholesaling has removed the price-risk attached to the salam facility. In this manner, the application of salam financing in rice-farming has a bright future.

Generally, farmers are free to sell their harvest to other wholesalers. But upon entering a salam contract with BPM, they cannot sell the rice to other wholesalers. For this reason, we should expect their decision to engage salam with BPM is driven by religion, namely to avoid riba. BPM may purchase rice slightly more than RM560 to further attract farmers to use the salam facility but this depends on the price offered by BERNAS to BPM.

Secondly, BERNAS will find this arrangement in its favour as it secures them rice supply at relatively lower prices. This is true since farmers can sell the produce to independent rice dealers at a better price. But the salam contract will increase BERNAS market share since any fresh salam contract made between farmers and BPM means a guaranteed supply of rice to BERNAS. In this manner, the salam facility can become an indirect marketing tool BERNAS that can benefit from. 

Motivating BPM to offer more salam financing would then mean offering BPM an attractive price. Otherwise the salam product will not be profitable to BPM.

The BPM model shall  consists of two contract, namely:

Salam between Bank and Farmers : observes rules of Salam financing

Spot Sale between Bank and Bernas : Bernas offers BPM a 10% premium over ceiling price for every metric ton sold to it.

Example: 

BPM – FARMER :
Salam Contract
Control Price=
RM560 per metric ton

Salam Price =
RM560 per metric ton (Illegal to sell below RM560)

Quantity =
100 metric ton

Total salam financing = RM56,000

BPM – BERNAS:
Spot Sale
Control price =


RM560 per metric ton

Spot Price at premium =

RM580 per metric ton

Profit per metric ton for BPM=
RM580 – RM560 = RM20 per metric ton.

Total profit =



RM20,000  (RM20 x 100 ton)

Profit for BERNAS

Purchase price
=


RM580 per metric ton

Retail price=



RM610 per metric ton

Total profit=



RM30,000  (RM30 x 100 ton)

Rice farmers received some subsidies from the Malaysia government. In our case, they shall receive RM128 for every ton sold. The government has appointed BERNAS to disburse these subsidies. Usually, the money will be credited to the farmers’ bank account. In the BPM model, BERNAS will automatically credits these payments to BPM accounts once deliveries were made. In this manner, it further facilitates disbursements. That is, farmers can collect the subsidies directly from the BPM once the final delivery of goods is executed.

The parallel salam model is not necessary in the above case since the price-risk is relatively absent due to the controlled price policy. Most likely BPM and BERNAS will sign  memorandum of understanding (MOU), which is simply a promise to buy and sell with no legal implication if the transaction fails to take-off.

12. Conclusion

This model is only unique for Malaysia since rice is a controlled item. It will help raise the welfare of farmers since they don’t have to pay interest. However, they may lose out in pricing. This is because they cannot sell the produce to other independent purchasers who normally pay higher than BERNAS. BPM is willing to assume the non-delivery risks in view of the nature of rice production taking place. That is, it will receive guarantee from the farmers’ rice association if one of its members failed to delivery for some genuine reasons. In this manner, risk-management in the salam model should be able to impact its application in a positive way.
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