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Abstract

This paper seeks to provide a framework for addressing regulatory issues which impact operations and institutional development of pawnshop. Arguing against universal regulation or creating separate specialized regulations, the approach in this paper uses the regulatory dialectic principle to highlight the need to regulate pawnshop and focuses on the area of regulations that need to be covered and regulated. The area of regulations suggested in this paper covers seven broad categories, i.e. entry, pawning and redemption activities, profit, collateral, unlawful dealings, offence by public and power to introduce new regulations. Although, the findings show that these regulations are able to produce a sound and stable pawnshop, but the establishment of ar-rahnu produces a dual system and hence, a different regulator.  
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1. Introduction

The importance of pawnshop as a credit resource in Malaysia financial market is difficult to estimate because of Bank Negara Malaysia does not take into consideration the credit given by the pawnshop in the domestic statistic on the credit. However, based on the data given by pawnshops, the total of credit has been estimated about RM130 million at the end of year 2000 (at least RM70 million) was a new credit. Total domestic credit at the end of year 2000 is around RM454.2 billion from the total, there was RM182.1 billion and RM64.7 billion given by commercial bank and financial companies. 

Based on this measurable, pawnshop can be called as a small bank that provided around 0.03 percent of credit resource in Malaysia financial market. Besides that, there are 334 pawnshops at the end of year 2000 or one pawnshop for every five subsidiaries of commercial bank. Furthermore, on that year, the amount of customers was estimated around 1,015,200 (with an average 300 customers per month). Loan average only RM803, so the pawnshop credit as a percentage to the total credit is not significant compared to the average of population size who are get the benefit (in year 2000, population size in Malaysia was estimated around 23 million).

Outside the measurable, pawnshop also very important to Malaysian people, especially for a group with a low income (less than RM500) and a lower education (at primary school level). They have more risk on credit and this situation can make them out of the formal financial market. The study by Rugayah (1986) shows that loan process can be classified to three groups. There are household, private workers and government workers. These customers turn to pawnshop to get the credit because of they are not allowed to get loan from formal financial market. While the study by Abdul Ghafar and Nur Zakiah (1997) shows that customers used pawnshop based on their own satisfaction likes for household expenditure and emergency case. The amount of the credit can be drawn as soon as possible by answering some simple questions.

Based on the measurable, it cannot be denied that pawnshop institution in Malaysia have a big potential in society development that if pawnshop activities can be exploited completely and the effectiveness on that activity can be improved. For that purpose, the planning of development in the pawnshop credit should be implemented with consideration on current regulatory environment. The aims are to promote stability and a sound pawnshop institution and also to encourage and promote a vibrant and healthy credit market. Furthermore, credit as an important variable and can be translated as capital for microenterprise. Therefore, the pawnshop plays an important role to the economic growth. 

Therefore, the main objective of this paper is to provide a framework for addressing regulatory issues which impact pawnshop operations and institutional development in Malaysia. The paper could be useful in developing guidelines to establish a regulatory environment that permits pawnshops to progressively evolve into institutions capable of wider outreach and achieving critical mass in operations.

The rest of the paper is organized in the following way: the next section explains the need to regulate the pawnshop; the area of regulations will be outlined in section 3. The regulatory issues of Islamic pawnshop will be examined in section 4. Section 5 summarizes the conclusions.  

2. Why Do We Need To Regulate the Pawnshop?

The basic idea in regulatory dialectic principle is aimed to solve the conflicting objectives of different agents. The safety and stability on one hand and efficient pawnshop structure on the other hand. We think of safety in terms of protecting customers. Stability is protecting the economy from the vibrations of the credit market or ensuring safe and secure pawnshop institutions. In contrast, structure focuses on promoting competition (protecting pawnshop customer from the monopoly power of pawnshop) and achieving efficiency.

a. Consumer protection.

To protect borrowers against abusive lending and collection practices, and providing borrrowers with truth in lending – accurate, comparable and transparent information about the cost of loans.

i. Protection against Abusive Lending and Collection Practices

To protect clients against pawnbrokers who make loans without enough examination of the pledged assets. This is because the borrowers tend to over-indebted, resulting in higher defaults for other pawnbrokers. Some countries have faced these problems and governments have found it necessary to regulate against such behaviour. In addition there is often concern about unacceptable loan collection techniques.

ii.
Truth in Lending.

The different combinations of the storage fees and interest- calculation methods are the problem for a borrower to compare charges or interest rates of pawnbrokers. In many cases, pawnbrokers are required to disclose their effective interest rates to loans applicants, using a uniform formula mandated by government. Truth in lending requirement usually argued strongly by pawnbrokers and this will promote price competition. Moreover, mandated discipline of disclosing effective interest rates may help to focus pawnbrokers on steps they can take to increase their efficiency and thus lower their rates. So, there ought to be a presumption in favor of giving borrowers full and usable information about interest rates even this is not always simple. In some cases, the public prejudice against seemingly exploitative interest rates is very strong. Even where high interest rates on tiny loans make moral and financial sense, it may still prove difficult to defend them when they are subjected to broad (and uninformal) public discussions, and where politicians exploit the issues for the political advantage. So, borrowers show that they are happy to have access to loans even at high rates. But if pawnshops are required to express their pricing as effective interest rates then the risk of a public and political backlash becomes greater and can threaten the ability of pawnbrokers to operation.

b. Fraud and Financial Crime Prevention

There are two fraud and financial crime prevention, i.e., concerns about securities fraud and abusive investment arrangements such as pyramid schemes; and money lender concerns.

c. Secured Transactions

Borrowers, pawnbrokers and the rational economy and all benefits, there are not only gold but also moveable assets can be pledged as collateral for loans. But in many developing and transitional countries, it is impossible to create and enforce a security interest in moveable collateral. Legal and judicial reform to support secured transactions can be very worthwhile, although these matters tend to affect the middle class more than they do the poor. Such reform typically centers on the commercial and judicial laws, not the pawnshop law.

d. Limitations on Ownership, Management and Capital Structure

In many legal systems, citizenship currency and foreign-investment regulations create hurdles for some forms of pawnshops. Common problems include prohibitions or severe limitations or the participation of foreign equity holders, borrowing from foreign sources and employment of non citizens in management or technical positions.

e. Tax and Accounting Treatment of Pawnshop

.

i. Taxation of financial transactions and activities.

This is such as a value-added tax on lending or a tax on interest revenue, the issue is a level playing field among institutions types. In some countries, favorable tax treatment or transactions is available only to prudentially licensed institutions, even though this favorable tax treatment bears no substantive relationship to the objectives of prudential regulation. Besides, for some countries, financial transaction taxes affect financial cooperatives differently from banks. Other considerations, favorable transaction tax treatment should be based on the type of activity or transaction, regardless of the nature of the institution and whether it is prudentially licensed.


ii.
Taxation on profits.

The reasons for exemption from profits tax is the principle that the non-governmental organization is rendering a recognized public benefit and does not distribute its net surplus into the pockets of private shareholders or other insiders, but they will reinvest any surplus to finance more socially – beneficial work. There are always ways to evade the spirit of this non-distribution principle, such as excessive compensation and below market loans to insiders. Rule for tax deductibility of expenses should apply consistently to all types of institutions, regardless of whether they are prudentially licensed. For licensed institutions, prudential regulation will normally dictate the amount of loan loss provisioning. In the case of unlicensed leading only institutions, the tax authorities may need to regulate allowable amounts of provisioning in order to prevent abuse.

3.
Current Regulatory Framework

The Pawnbrokers Act 1972 (Amendment 2003) was gazetted on the 1st January 2004. This act is introduced to regulate and control the pawnbroking business, to protect the pawner and pledged assets, and matters connected with it. The act defines the pawnbrokers as the person who receives, purchases or takes in articles and then lends any sum of money that is not exceeding RM10,000 under an agreement of the dealing reasonably inferred that those articles may be redeemed. Pawner means a person delivering an article for pawn to a pawnbroker. Pawnbroker must responsible for all the agent and worker action during the dealt with customer such as misplaced, careless and defiance.


Therefore, in this section, we will identify the provision in the act that govern the three different agents, i.e., pawnbroker, pawner and the regulators. 

a. Pawnbroker’s license. 

The pawnbroker must have the license to carry on the business. The application for the license must be made in writing to the registration in the prescribed form and the applicant must pay the application fee for the license. The license will be valid for three years and the pawnbroker must display the license in a conspicuous part of the premises. The minister (Ministry of Housing and Local Government) will constitute a registrar, an assistant registrar, an inspector and other officers as the minister thinks need to be decided. The registrar can revoke the license issued to the licensee or suspend the license for such period if the licensee has been carrying the business in a detrimental manner, the licensee has been declared bankrupt, dissolved by a court or anything else that the registrar thinks fit.

The pawnbroker must surrender his license to the registrar within 14 days if the license has been revoked or an appeal against the revocation of the license has been rejected. After the license has been expired, the pawnbroker must send a notice to each pawner of the fact that his license has expired. Then, the pawnbroker must keep open the premises daily from 8.00am to 6.00pm for the redemption of collateral but at the same time he cannot take of pledge in pawn. He also has to continue the duties and liabilities of a licensee until the whole of the pledges held by him in pawn have been redeemed or the latest period of redemption for any of such pledges has expired.

The pawnbroker can make a contract with any person to undertake the duties and liabilities imposed and to exercise the rights and privileges conferred upon him. The contract must have the agreement from the registrar. In order to protect the pawners, the registrar can also transfer to that person the possession of all pledges held by him in pawn, and that person shall there after be deemed to be the pawnbroker. The registrar also can authorize the person (to whom such transfer has been made) to deal with the pledges held in pawn in any specified place other than the licensed premises and remove the pledges to there.

Each pawnbroker must submit to the registrar any book, account or document, including computerized data, which contains the pawnbroking transactions at his principal premises and at each of his other premises within such time as the registrar may specified. If necessary the registrar can also enter the premises and take possession of all the pledges, books, account and others and remove them to the safety place. The registrar can also hold the pledges subject to redemption in like manner as the same were held by the pawnbroker (licensee). After the period of redemption has expired, the registrar must return back all the pledges, payment from pawners, profit, books and account to the pawnbroker. In this aspect, the licensee must pay the reasonable expenses incurred to the registrar.
b. Pawning and Redemption

Every pawner must give to the pawnbroker the true information such as name and address. The pawnbroker must record all the transaction in the book and issued the pawn-ticket.  The pawnbroker also has to follow these restrictions:

i. The pawnbroker cannot receive collateral between 6pm to 8am

ii. The pawnbroker cannot receive collateral from any person who is under 18 years     old and the person who appears to be intoxicated or of unsound mind

iii. Any article bearing any mark or sign denoting it to be the property of the Government of Malaysia or any state

iv. Any article which he may have reasonable cause to believe that the article is offered for pawning without the consent of the lawful owner.

The pawnbroker cannot conduct any part of his business or keep any collateral in pawn in any place other than the licensed shop and he also cannot use the licensed shop for transaction of any business other than pawnbroking.

c. Profit

The pawnbroker can take profit charge on a loan of any collateral in pawn at such rate as may be prescribed by regulation made under this Act.

d. Period and Conditions of Redemption

The collateral must be redeem, within 6 months or within any longer period as may been agreed. During the redemption, the pawnbroker must deliver the collateral to any person who may present the pawn-ticket issued by him. That person must pay the sum of the loan and the pawnbroker must give that person receipt for all such moneys received. All the transaction must be record in the pawnbroker’s book.

If the pawner pays the amount of profit chargeable, he can extend the time for redemption more than three months. The pawnbroker can refuse to deliver up the collateral if: (i) they received notice from any police officer, and (ii) they have reasonable cause to suspect that collateral or pawn-ticket issued by him, has been dishonestly obtained.

e. Procedure if Pawn-ticket Lost

The pawner can apply to the pawnbroker for a copy of the pawn-ticket. The pawnbroker should give the copy free of charge without delay.

f. Pawnbroker’s responsibility to protect the collateral

The pawnbroker must be responsible for the loss or damage of any pledge, whether such loss or damaged be caused by or in consequences of fire, negligence, omission, theft, robbery or otherwise.

If the collateral has not been delivered to the pawner, or the collateral has been rendered of less value because of the default, neglect or misbehaviour of the collateral, the magistrate can order the pawnbroker to pay a reasonable compensation to the pawner.

g. Collateral not redeemed within time

If the pawner shall not be redeemed the collateral before the expiration date, so the collateral: (i) will become the property of the pawnbroker if the loan not exceeding RM200, and (ii) if pawned for a sum exceeding RM200, the collateral shall be disposed of by sale by auction to be conducted by a licensed auctioneer.

The result of the sale must be send to the registrar on the first of every calendar month and the result must be showed at the licensed shop and public places for three months. After the auction, if the sale exceeding the sum of the loan and the profit, the pawnbroker must send the notice to the pawner within 7 days. The pawnbroker must return the surplus to the pawner if a claim is made within 4 months from the date of the notice.

h. Prevention of unlawful dealings

Any person who is pawn the article without being authorized or on behalf, the person can be fine not exceeding RM50,000 or imprisonment for a term not exceeding 2 years or both.

The pawnbroker shall enquire of any person who is offered to pawn any article or to redeem any collateral, which is under suspicious circumstances. If the pawnbroker suspect the transaction is under dishonest dealings, so the pawnbroker shall detain such person and deliver him together with the article or pawn-ticket to a police officer.

i. Offence by public

Any person who:

i. pawns or attempts to pawn to a pawnbroker any article for the possession of which he is unable to satisfactorily account;

ii. redeems or attempts to redeem any pledge by means of a pawn-ticket for the possession of which he is unable to satisfactorily account;

iii. wilfully gives any false information to a pawnbroker as to the ownership of any article by him for pawn, or as to the name and address of such owner or of himself; or

iv.  wilfully gives any false information to a pawnbroker concerning any pawn-ticket alleged to have been lost, destroyed or fraudulently obtained

shall be liable to a fine nor exceeding twenty thousand ringgit (RM20,000) or imprisonment for a term not exceeding twelve months.

j.
Power to introduce new regulations

The Minister may make regulations for any of the following purposes: (i) to define to duties and powers of an Inspector of Pawnbrokers; (ii) to regulate the tendering for and the granting of licenses; (iii) to regulate the conduct of the  business of pawnbroking by licenses; (iv) to regulate the pawning of articles by pawners; (v) to prescribe forms of brooks to be used by licenses; (vi) to fix fees for licenses; (vii) to prescribe on matters stated or required in this Act to be prescribed and; (viii) generally to give effect to the provisions of this Act

4.
Syariah View and Regulation for Islamic Pawnshop

The Islamic syariah law considers Al-rahnu as jaiz both during the journey and hadar. It is based on the verse 283 of Surat al-Baqarah which says: 

(And if you are on a journey and can not find a scribe then let there be a pledge taken (mortgaging) then if one of you entrusts the other, let the one who is entrusted discharge his trust faithfully and let him be afraid of Allah, his lord. And conceal not the evidence for he who hides it. Surely his heart is sinful. And Allah is All-knower of what you do).

There is also evidence and confirmation about Al-rahnu from Hadith Rasoulullahi s.a.w. which says it was reported from Narrated Aishah r.a the prophet s.a.w. bought foodstuff on credit for a limited period and mortgaged his armour for it [sahih Al-Bukhari, 3/2509 (O. P.686)].

Based on this verse and the saying of prophet, fuqaha have outlined the following pillars of al-rahnu for the pledged assets that can be accepted according to Islamic syariah principles. These are: 

a. The borrower (Al-rahin) should submit the item or the collateral to the lender (Al-murtahin), where the lender can forgo the item (like returning back to the borrower) but not vice-versa. 

b. Any property which can not be traded according to the syariah law can not be used as Al-rahnu except crops such as unmatured dates where their selling were prohibited but using as a pledge asset or Al-rahnu is allowed.

c. The borrower or (Al-rahin) must pay the loan after the maturity date and the lender (Al-murtahin) must return the collateral or the item to the owner. If the borrower fails to repay the loan, the lender receives the right to recover his loan form the collateral and he must return to the borrower if any thing remained.

d. The lender (Al-murtahin) is responsible for the collateral for any damage caused by his wrong doings but not otherwise and in the later case the borrower (Al-rahin) remains owing the loan to the lender (Al-murtahin).

e. The collateral (Al-rahn) can be submitted to third party if both sides have confidence with him.

f. If the borrower rejects the selling of the collateral in the case of default or the lender conditions that he will take the collateral if the borrower default to pay him such transactions can not be counted as Al-rahnu.

g. If both sides disagree how much the loan was the judge will consider the words of the borrower with swearing unless the lender comes with evidence.

h. If the lender claims that he returned the collateral to the borrower and the borrower rejects the latter's words will be considered with swearing unless the lender comes with evidence.

i. The lender or Al-murtahin can get a benefit from the pledged assets if they were submitted as collateral for example he can raid the horse or use the milk of the cow by feeding them but he should be fair so he can not use more what he spent on them.

j.  The products of the rahn like fruits, corps, rental earned money, the calf of the cow all of them are for the borrower Al-rahin and he is responsible for their cost for their survival.

k. If the lender feeds the animal in the case used as Al-rahn without the information and acceptance of the borrower (Al-rahin) he can't claim any thing about that. But if the rahin (borrower) was not around and the lender (Al-murtahin) paid under the assumption that he will pay him back when he returns the borrower should accept that.

l. If the lender maintains the collateral for example like when the house collapses or close to collapse and is maintained by the lender. The letter can claim the irremovable things such as stones and woods where it is impossible to remove from the house.

m. If the borrower dies or become bankrupt, the Al-murtahin (lender) should be privileged among other lenders. He has a right to sell the collateral to discover his loan if the collateral is not enough for the loan he will remain one of those waiting repayment from what the dead man has left or the bankrupted borrower still owns.  

The question arises on how do we translate these pillars into the pawnshop act? The establishment of several Islamic pawn-broking institutions in the early 1990’s, such as (i) Mu’assasah Gadaian Islam Terengganu (MGIT), which was owned by the Majlis Agama Islam dan Adat Istiadat Terengganu in January 1992, and (ii) Kedai Al-Rahn (KAR), a subsidiary of Permodalan Kelantan Berhad commenced its operations in March 1992; was put under the Ministry of Housing and Local Government. 

Subsequently, on 21 August 1993, the Minister of Finance announced the introduction of a scheme, known as Skim Al-Rahnu (SAR) through the collaboration of three institutions namely Bank Negara Malaysia, Yayasan Pembangunan Ekonomi Islam Malaysia and Bank Kerjasama Rakyat Malaysia Berhad. Later, on 27 October 1993 the first phase of SAR was launched at six branches of Bank Rakyat. Then, several cooperative institutions and Bank Pertanian Malaysia also introduce the Al-rahnu scheme. It shows that the current governance of these Islamic pawnshops partially managed by the cooperative institutions and other non-banking institutions. 

The areas of regulation highlighted in section 3 do not cover the Al-rahnu business, but several Islamic pawnshops are regulated under those act. For the Islamic pawnshops owned by cooperative and Bank Pertanian, they are governed by the Cooperative Act 1993 and Agricultural Bank Act, respectively. Although, there is no such regulations to be imposed on them, but they introduce separately the Al-rahnu manual guidelines. . 


More specifically, the Al-rahnu manual guidelines provided by the Bank Rakyat classified the transaction of pawning as Ar-rahnu and Az-zahab. Ar-rahnu refers to the financing amount that covers between RM100-RM5,000. While the Az-zahab refers to the financing fund provided by the bank between RM5,001-RM50,000. Generally, the content of the manual are divided into two main categories; the product financing policy and the working procedure. The first part covers the eligibility of applicant, eligibility of loan, the pawning/loan period, loan limit, method of payment, storage fee, approval power, gold price, lost of pawn tickets, death or permanent lost, revision, police case and service notice. While the second part of the manual covers loan withdrawal process, gold valuation, redemption process, extension period and notice notification, auction process, to write off the faked gold and the machine procedure to evaluate the gold. 

The present practice of Bank Rakyat shows that most of the pillars are fulfilled. For examples as stated in the Al-rahnu manual guidelines, all the transaction needs gold as the collateral and after the transaction, the collateral subject to the lender responsibility.  It is clearly mentioned in sub-section 6.1.5 that any loses and damage caused by the Al-murtahin will be refund by the bank as much as the current value of the collateral in Ringgit Malaysia. But this scheme only accepts gold as the collateral. Therefore, other formf of collateral such as diamond are unacceptable.  Furthermore, in sub-section 6.2.1, the collateral must be checked and valued in front of the Al-rahin to make sure the collateral is in a good condition and to make sure that the Al-rahin satisfies with the amount that the bank provide as a loan to the Al-rahin using the concept of Qardhu Hassan.

On the other hand, the borrower or the Al-rahin is responsible to redeem the collateral and responsible to pay the loan during the maturity date. The bank as the lender facilitates the borrower to extent the redemption period by two times. The first extension period is given by the bank to the entire borrower automatically. But the second extension period is given based on the borrower application. At the same time, the bank will remind the borrower before each of the maturity date by issuing notice. If the borrower still cannot redeem the collateral, the bank will give a notice of auction.

5.
Conclusions

This paper seeks to provide a framework for addressing regulatory issues which impact operations and institutional development of pawnshop. Our findings show that: first, the current regulations might be able to produce a sound and stable pawnshop, but most conventional pawnshops have limited capacity than Islamic pawnshop to increase their capitalization level quickly because most conventional pawnshops are capitalized by own money or loans from financial institutions which are not easily accessed. Second, the current governance shows that the current regulators are only interested to regulate the institution but not the activities. We suggest that both should be covered. Third, there are no such on-site and off-site examinations that should become the priority. These examinations can be used to check against excessive risk taking or mismanagement by the operator, the board and contracted management and thereby protect customers and their collateral. Fourth, the differences in regulations for conventional and Islamic pawnshops can be overcome by adopting a fundamental framework of prudential regulation currently applicable to conventional pawnshop and by making modifications appropriate to Islamic principle.  Finally, we suggest that the regulatory parameters should be structured such that benefits from regulations exceed its costs, not only for the pawnshops but also for the regulators and the public that is served. 
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