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This paper argues that the introduction of the investment account (IA) in Islamic banking
amongst others should reduce potential Shariah non-compliance risk arising from the
disproportionate distribution of income to depositors and banks. While impairment
expenses are charged to depositors, the returns on mudaraba deposits (ROMD) do not
seem to favour depositors as the ROMD has been consistently lower than return on equity
(ROE) despite evidencing some form of credit-risk sharing between banks and mudaraba
depositors as outlined by Framework of Rate of Return of Bank Negara Malaysia. When
investment accounts are channeled to fund murabaha transactions, the credit risk should
be solely carried by the IA holders and hence, the return on investments accounts (ROI) can
be the reference point in assessing the risk-taking activities of investment account holders
which is comparable to the ROE of bank’s shareholders.
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Banks take deposits in order to make loans to borrowers. In the Islamic banking business,
the extension of financing to customers is mainly funded by deposits, comprising of
transaction and term deposits contracted on mudaraba and wadiah principles respectively.

The nature of mudaraba contracts warrants the sharing of profit and loss of the related
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exposure between depositors and bank while wadiah contracts specify the protection of

savings, hence the taking of loss by the bank alone. While banks can acquire funds from

non-deposit sources such as the money market, this paper will give focus only on issues
related to deposit funds.

Banks also hold capital against their lending driven by deposit funds. The high cost
of capital does not merit banks using capital to make loans, hence making loans from
borrowed funds has been the traditional banking model, which is also true for Islamic
banks. Profits are mainly derived from the difference between rates charged on loans or
financing and rates paid to depositors. Since, there is a likelihood that loans may not be
paid in full, potential loss is absorbed by banks through the provision on loan impairment.
For example, in 2014 UOB provided a sum of $$635,303 for the impairment expenses
which is charged to net income of the bank at S$4,557,733 million. Table 1 below:

Income Statements
for the financial year ended 31 December 2014

The Group The Bank
2014 2013 2014 2013
Note $'000 $’000 $’000 $’000
Interest income 3 7,189,330 6,508,197 3,889,959 3,467,326
Less: Interest expense 4 2,631,597 2,388,405 1,084,135 991,533
Net interest income 4,557,733 4,119,792 2,805,824 2,475,793
Fee and commission income 5 1,748,893 1,730,645 1,132,029 1,117,470
Dividend income 48,014 53,020 260,492 276,630
Rental income 115,403 113,912 97,994 97,385
Net trading income 6 598,831 511,006 543,483 471,623
Net gain/(loss) from investment securities 7 218,107 33,297 213,593 2,300
Other income 8 170,355 158,548 185,306 139.462
Non-interest income 2,899,603 2,600,428 2,432,897 2,104,870
Total operating income 7,457,336 6,720,220 5,238,721 4,580,663
Less: Staff costs 9 1,825,041 1,712,311 1,000,375 939,620
Other operating expenses 10 1,321,319 1,185,868 839,184 759,076
Total operating expenses 3,146,360 2,898,179 1,839,559 1,698,696
Operating profit before impairment charges 4,310,976 3,822,041 3,399,162 2,881,967
Less: Impairment charges 11 635,303 428,850 350,626 243,798
Operating profit after impairment charges 3,675,673 3,393,191 3,048,536 2,638,169
Share of profit of associates and joint ventures 149,195 190,943 - -
Profit before tax 3,824,868 3,584,134 3,048,536 2,638,169
Less: Tax 12 560,675 559,059 357,325 339,898
Profit for the financial year 3,264,193 3,025,075 2,691,211 2,298,271
Attributable to:
Equity holders of the Bank 3,249,101 3,007,900 2,691,211 2,298,271
Non-controlling interests 15,092 17,175 - -
3,264,193 3,025,075 2,691,211 2,298,271
Earnings per share ($) 13
Basic 1.98 1.84
Diluted 1.97 1.84

Table 1: Overseas Union Bank (OUB) Profit and Loss Statement 2014.
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Following Table 2 for Maybank Islamic, a similar approach of impairment charges may not
hold for Islamic banks as some banking exposures were funded by mudaraba deposits
which in principle are based on equity contracts. As such, the charging of the impairment
expenses of RM82.62 million was made to the shareholders and as well as to the mudaraba
depositors on the accumulated revenues of RM5.761 billion million which leaves RM5.68
billion for distribution. The income attributable to depositors of RM3.06 billion constitutes
the cost of deposits, comprising of mudaraba and non-mudaraba deposits which is net of
the impairment expenses. This is a significant departure from conventional practices where
in the latter the impairment expenses were only charged to the shareholders (see Table 1)
which means that risk of default is only carried by the bank. The practice is in line with
Bank Negara Malaysia’s guideline on Framework of the Rate of Return (FROR) asserting
that “this is in accordance with the mudharaba contract whereby the provisions in Islamic
banking operations are shared by both the depositors and the bank, unlike conventional
banking operations where the provisions are solely borne by the bank” (BNM/RH/GL 007-
52013).

Maybank Islamic Berhad
(Incorporated in Malaysia)

Income statement
For the year ended 31 December 2014

Note 2014 2013
RM’000 RM’000

Income derived from investment of

depositors' funds 22 5,521,124 4,461,652
Income derived from investment of

shareholder's funds 23 240,664 212,015
Allowances for losses on financing and advances 24 (82,622) (1,016)
Total distributable income 5,679,166 4,672,651
Income attributable to the depositors 25 (3,067,032) (2,363,026)
Total net income 2,612,134 2,309,625
Overhead expenses 26 (959,279) (874,032)
Finance cost 28 (94,770) (42,200)
Profit before taxation and zakat 1,558,085 1,393,393
Taxation 29 (416,517) (322,589)
Zakat (19,190) (21,467)
Profit for the year attributable to

equity holder of the Bank 1,122,378 1,049,337
Earnings per share attributable to equity holder

of the Bank - basic/diluted (sen) 30 467.5 730.7

Table 2: Maybank Islamic Income Statement 2014.
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Credit-Risk Sharing in Islamic banks

Based on Table 2, some form of credit risk-sharing is visible in Islamic banking where risk
of default was taken by both bank and the depositors. This is true for mudaraba deposits
only while non-mudaraba deposits contracted under the wadiah and commodity murabaha
principles are not expected to absorb potential loss from default. The FROR provides clear
guidelines on the sharing of profit and loss in the Islamic banking operations so as to
manifest fairness and justice in the distribution of profit as defined by the mudaraba
contract. The FROR says:

“The need for the framework arises from the contractual relationship in Islamic
banking, particularly the mudharabah (profit-sharing) contract between the
depositors and the Islamic banking institutions (IBIs). Under the mudharabah
contract, a depositor that deposits his funds with the IBI also assumes the role as
capital provider. The IBI assumes the role as the entrepreneur where it will invest the
depositor’s funds. Profits accrued from investment and financing are shared between
the depositor and the IBI based on pre-agreed profit sharing ratio. Losses, if any, will
be borne by the depositor, except in cases where there is evidence of negligence by
the IBI in managing the depositor’s funds. Given this unique relationship where the
depositors would have a direct financial interest in the IBI, a standard calculation of
the rate of return is imperative to ensure that depositors will receive their portion of
the investment profits in a fair and equitable manner. It will also address the
BNM/RH/GL/007-5 Islamic Banking and Takaful Department Framework of Rate of
Return Page 3/44 information asymmetry between the IBI and its depositors by
enhancing the level of transparency of Islamic banking operations” (BNM 2013).

To that effect, the FROR provides a method of deriving net distributable income and
the distribution of profits to depositors via the 1) calculation table (CT) and 2) distribution
table (DT) with an objective to set a minimum standard in calculating the rate of return and
providing Islamic banks with better means of assessing the efficiency of Islamic banking
institutions (IBIs) as well as their profitability, prudent management and fairness. Hence,
all financial reports issued by IBIs relating to distributable income and income distributed
to depositors are derived from the methodology of the FROR, which this study uses to

compute the return on mudaraba deposits (ROMD)

The Calculation Table (CT)
The CT provides the methodology in deriving the net distributable income which amounts

to RM2.35 billion for BIMB, which this study uses as the case bank. The CT defines specific
4
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expenses as deductible and non-deductible items. Deductible items include the impairment
loss, income-in-suspense, direct expenses and profit distributable to other related parties
i.e. specific investment deposit holders, bank capital and interbank placements. For
example, in 2014, BIMB charged impairment expenses of RM59.9 million to both
depositors and banks. Non-deductible items are only charged to the bank, which include
overhead expenses, salary expenses, depreciation of assets and amortization expenses,
general and administrative expenses, general marketing expenses, information technology
expenses and premiums paid to the Malaysian Deposit Insurance Corporation (PIDM). For
example, in 2014, RM463.5 million of personnel expenses were charged to the bank after
deducting income to depositors of RM859.9 million. The FROR also provides guidelines on
the use of deposit funds. For example, deposit funds are not allowed to be used to acquire
fixed assets and investment in subsidiary or associate companies. They can only be utilized
in the provision of financing and advances, investment in securities and inter-bank
placements. Based on the above, the CT gives an example on the computation of weighted
average rate of return on assets (WAR), as given below:
WAR = (Income /average daily amount of financing) x (365/no of days for the month) x
100%
Suppose income generated from murabaha exposure of RM100,000 = RM850, the
monthly WAR = (850/100,000) x (365/30) x 100% = 10.34%. The distribution table (DT)
will explain how income generated from the above murabaha transaction (i.e financing

with 10.34% yield) is distributed to the depositors and bank respectively.

The Distribution Table (DT)

The DT serves to guide Islamic banks on the proper distribution of net distributable income
posted on the CT to the respective deposit funds such as current, savings and mudaraba
deposits. For our purpose, attention is given to compute the returns on the 1-month
mudaraba deposit. Three basic parameters are in play, namely 1) the nominal size of the
mudaraba deposit (i.e. 1-month deposit; 2) total size of mudaraba deposits; and 3) the
profit-sharing ratio (PSR). Table 3 provides a hypothetical illustration in arriving at the rate
of return of a 1-month mudaraba deposit, which serves to assist Islamic banks in their

disclosure of income distributed to depositors. The distributable income as given in CT is
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RM517 with a predetermined 75:25 profit-sharing ratio (PSR) as agreed by the mudaraba

depositors as fund providers (rabbul maal) and the bank as the entrepreneur-manager

(mudarib). The DT gives RM119.74 as income distributed to the 1-month mudaraba

deposits which is equivalent to 5.83 percent per annum. Profit attributable to mudaraba

depositors is a proportion of their shares in the contract which is 75 percent of RM119.74
or RM89.81 and equivalent to 4.37 percent per annum.

Table 3: Computation of rate of return of mudaraba deposits summarized in Table 3.

1-month RM20,000
mudaraba deposit

Total deposits RM108,000

Distributable RM517.30

profit

PSR 75(depositor):25
(bank)

Gross rate of | (119.74/25,000) x
return of 1-month | (365/30) x 100% =
mudaraba 5.83%

deposits

Profit 119.74 x 0.75
distributable to | 89.81
depositors =
distributable
profits x PSR

Net rate of return | 5.83% x 0.75
(NROR) = Gross | 4.37%
rate x PSR

Source: Source: BNM Framework of rate of return 2013.

Computation of Return on Mudaraba Deposits (ROMD)
We use Bank Islamic Malaysia Berhad (BIMB) as the case bank in computing ROMD. Data
on distributable income and income distributable to depositors is obtained from Table 4
while data on size of mudaraba and total deposits is provided by Table 5. Table 5 gives
additional RM300,000,000 from bank placements making up total deposits to
RM41,321,556,000. Table 6 gives further information about the deposits. While the NROR
and ROMD are not comparable by number, the fact that NROR remains low relative to ROE
6
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may indicate that income attributable to shareholders may not be in line with the credit-

risk sharing arrangements as specified in the FROR.

As the credit risk is shared by both parties, it is expected that returns on mudaraba
deposits (ROMD) will be comparable with return on equity of the bank (ROE). We compute
ROMD by dividing the income attributable to mudaraba deposits to size of mudaraba
deposits, which is derived from the income statement and balance sheet of Islamic banks.
We will illustrate the computation of ROMD by using Bank Islam Malaysia Berhad (BIMB)

as a case study.

Bank Islam Malaysia Berhad
(Company No. 98127-X)
(Incorporated in Malaysia)

Statements of Profit or Loss and Other Comprehensive Income
for the financial year ended 31 December 2014

Group Bank
2014 2013 2014 2013
Note RM'000 RM’000 RM’000 RM’000

Income derived from

investment of depositors’

funds 22 2,032,085 1,851,278 2,032,085 1,851,289
Income derived from

investment of shareholders’

funds 23 404,741 393,827 399,311 393,019
(Allowance)/Reversal for

impairment on financing

and advances 24 (59,993) 15,009 (59,993) 15,009
Reversal/(Allowance) for

impairment on investments 25 2,978 (9.211) 1,322 (9.211)
Reversal for impairment on

other assets 710 5.570 710 5.570
Direct expenses (17,966) (25.773) (17,966) (25.773)
Total distributable income 2,362,555 2.230,700 2,355,469 2.229.903
Income attributable to

depositors 26 (851,126) (779.465) (851,638) (780,302)
Total net income 1,511,429 1,451,235 1,503,831 1,449,601
Personnel expenses 27 (463,122) (443.262) (457,591) (438.850)
Other overhead expenses 28 (345,556) (330,341) (345,050) (327.733)

702,751 677,632 701,190 683,018

Share of results of associate

company - (349) - -
Profit before zakat and tax 702,751 677,283 701,190 683,018
Zakat (12,803) (12.,584) (12,747) (12,568)
Tax expense 31 (179,446) (178.973) (179,412) (178.805)
Profit for the year 510,502 485,726 509,031 491,645
Earnings per share (sen) 32 22.16 21.44

Table 4: Income Statement Bank Islamic Malaysia Berhad.
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Table 4 above provides two important items in deriving ROMD, namely 1) total

distributable income; and 2) income attributable to depositors. Both items were derived

based on BNM’s framework of rate of return (FROR) via the calculation table (CT) and

distribution table (DT) given in the guideline. BIMB’s bank level data for 2014 are shown in

Tables 4, 5 and 6 where total distributable income and income attributable to depositors

were RM2.35 billion and RM0.85 billion respectively, total deposits of RM41,021,556,000
and size of mudaraba deposits at RM7,984,286,000.

Bank Islam Malaysia Berhad
(Company No. 98127-X)
(Incorporated in Malaysia)

Statements of Financial Position as at 31 December 2014 (continued)

Group Bank
31.12.2014 31122013 31122014 31.12.2013
Note RM'000 RM'000 RM000 RM'000

Liabilities and equity
Deposits from customers 15 41,010,332 37,245,002 41,021,556 37272452
Deposits and placements of banks and other financial

institutions 16 300,000 1529975 300,000 1529975
Derivative financial habilities 6 32407 13,565 32,407 13,565
Bills and acceptance payable 127,524 170,598 127,524 170,598
Other liabilities 17 576,228 481 402 572,599 476,626
Zakat and taxation 18 44,601 439% 44573 43941
Total liabilities 42,091,092 39.484.536 42,098,659 39,507,157
Equity
Share capital 19 2319907 2298 165 2,319,907 2,298,165
Reserves 1,409,683 1,028,670 1,410,721 1,031,209
Total equity 3,729,590 3,326,835 3,730,628 3329374
Total liabilities and equity 45,820,682 42,811,371 45,829,287 42 836,531
Commitments and contingencies 39 12,135,967 11,211,680 12,135,967 11,211,680

Table 5: Liabilities - Bank Islam Malaysia Berhad.
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Bank Islam Malaysia Berhad
(Company No. 98127-X)
(Incorporated in Malaysia)

15. Deposits from customers

(a) By type of deposit

Group Bank
31.12.2014 31.12.2013 31.12.2014 31.12.2013
RM’000 RM’000 RM’000 RM'000

Saving Deposit 5,091,650 4,674 482 5,091,650 4,674,482
Wadiah 3,052,428 2,379.204 3,052,428 2,379,204
Mudharabah 2,039,222 2,295278 2,039,222 2,295278
Demand Deposit
Wadiah 10,535,088 9,888,119 10,539,744 9.891.476
Term Deposit 25,296,865 22,594,379 25,303,433 22618472
Special Investment

Accounts
Mudharabah 5,022,921 18,659,039 5,025,258 18,682,231
General Investment

Accounts
Mudharabah 919,816 2,012,162 919,816 2,012,162
Term & Special term

deposit-i
Tawarrug 17,895,591 - 17,899,695 -
Negotiable Islamic Debt

Certificates (NIDC) 1,229,025 1,466,205 1,229,025 1,466,205
Waheed-i 134,453 358.516 134,580 359417
Ziyad 95,059 98.457 95,059 98.457
Others 86,729 88,022 86,729 88,022
Total Deposits 41,010,332 37.245,002 41,021,556 37,272,452

Table 6: Deposits- Bank Islam Malaysia Berhad.

As shown in Table 7, ROMD for BIMB at 2.1 percent is obtained based on four items
captured from BIMB'’s financial report following the format of the FROR. These items are 1)
distributable income; 2) income distributable to deposits; 3) size of mudaraba deposits;
and 4) total size of all deposits. ROMD of 2.1 percent is obtained by dividing income
attributable to depositors to the total size of mudaraba deposits. It means that for every 1
ringgit placed in mudaraba deposits, the depositors get 2.1 sen per annum as return on

their investment.
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Distributable 2,355,469

income

Income 851,638

distributable to

depositors

Size of | 7,984,296

mudarabah

deposits

Size of total | 41,321,556

deposits

% mudaraba | 7,984,296/41,321,556

deposits =19.32%

ROMD (0.1932 X
851,638)/7,978,296 =
0.0206 = 2.06%

Table 7: Computation of ROMD
Source: Author’s computation.

Based on our methodology for computing ROMD, ROMDs for 5 Islamic banks are given in
Tables 8 and 9 below. Our methodology of calculating ROMD is based on annual size of
mudaraba deposits and the size of profits attributable to it. As the 2014 income statements
and balance sheet items of the five Islamic banks are guided by the FROR of BNM, there
should be no significant variance between the two methodologies adopted in arriving at
NROR and ROMD. The ROMD is computed on annual basis while NROR are based on
monthly basis. Thus the numbers presented in Tables 8 and 9 cannot be identical to the
bank’s internal NROR. Understandably enough, the author has no access to Islamic banking
internal data to compute the NROR. For this reason, we use the hypothetical illustration of

computing NROR available from the CT and DT of the FROR.

10
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POST IFSA 2014
Islamic Banks Income Mudaraba | Total Income Return on
attributable to deposits deposits attributable | mudaraba
depositors (cost of | (RM'000) | (RM'000) | to mudaraba | deposits
deposits) deposits ROMD
(RM'000) (RM'000)
BIMB 851638 8284296 | 41021556 | 171988.1439 | 0.021
BMMB 447026 12637873 | 17629228 | 320459.7397 | 0.025
Public Bank 850759 321692 34347718 | 7967.99264 | 0.025
OCBC Al-Ameen | 296862 1355534 | 12536119 | 32099.76982 | 0.024
Maybank Islamic | 3067032 27068708 | 99695272 | 832743.5391 | 0.031
PRE-IFSA 2013
BIMB 467524 20994393 | 12536119 | 782968.2051 | 0.037
BMMB 416713 14335955 | 18761029 | 318424.9017 | 0.022
Public Islamic 705387 3363924 | 31190134 | 76077.52691 | 0.023
OCBC Al-Ameen | 193644 1179977 | 9230716 | 24753.81825 | 0.021
Maybank Islamic | 2363026 24975803 | 83017613 | 710915.0664 | 0.028

Source: Annual Reports 2014, various Islamic banks.

In 2014 and 2013, the ROMD averages stood at 2.5 percent and 2.6 percent per annum

respectively, suggesting returns similar to interest-bearing fixed deposits. Interestingly, as

shown in Table 8 the ROE for the five Islamic banks averaged at 12.1 percent and 14.4

percent respectively. This substantial amount of variance between ROMD and ROE can be

quite disturbing for the mudaraba depositors whose funds are deemed risky but who were

not compensated accordingly to the profit-and loss principle of mudaraba.

11
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POST IFSA 2014
[slamic Banks Net Equity Impairment ROE Return on
profit (RM'000) | charges to mudaraba
(RM'000) depositors and deposits
shareholders (ROMD)
(RM'000)
BIMB 509031 | 3730628 | 59993 0.136 0.021
BMMB 167186 | 1741363 | -55290 0.096 0.025
Public Bank 353780 | 2651599 | 90045 0.133 0.025
OCBC Al-Ameen 70529 788764 | 161329 0.089 0.024
Maybank Islamic 1122378 | 7228970 | 82622 0.155 0.031
PRE-IFSA 2013
BIMB 491645 | 3329374 | 15009 0.148 0.037
BMMB 149454 | 1596373 | -81692 0.094 0.022
Public Islamic 357040 | 2591446 | 100756 0.138 0.023
OCBC Al-Ameen 107493 | 595167 | 56054 0.181 0.021
Maybank Islamic 1049337 | 6435555 | 1016 0.163 0.028

Source: Annual Report 2014, various Islamic banks.

Reports from the Shariah Committees of Islamic banks tend to indicate that the allocation

of profits and charging of losses relating to the investment account has readily conformed

to the principles of the Shariah. Two samples of such reports from Maybank Islamic and

Bank Islamic Malaysia Berhad are shown in Table 5. The charges of losses can mean two

things, namely 1) the expected loss (EL) i.e. expenses for financing impairment which are

charged to the bank and mudaraba depositors; and 2) the unexpected loss (UL) i.e. write-

offs from bad loans/financing that reduces bank’s capital. While it is not common to see

mudaraba deposits suffer material depreciation due to bank losses, the charges of

impairment provisions to the mudaraba depositors is visible evidence of credit risks taken

by them.

12
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Based on the above, in our opinion:

Maybank Islamic Berhad 1. The contracts, transactions and dealings entered into by the Bank, excluding the three (3)
(Incorporated in Malaysia) minor Shariah non-compliant incidences mentioned above, during the financial year ended
31 December 2014 that were reviewed are in compliance with the Shariah rules and

Shariah Committee's report (cont'd) principles;
2. The allocation of profit and charging of losses relating to investment account conformed to

(¢) The main funding sources and investments of the Bank disclosed to us conform to the basis the basis that has been approved by us:

that had been approved by us in accordance with the Shariah rles and principles;

3. The computation, payment and distribution of business zakat are in compliance with the

(d) The allocation of proft and charging of losses relating o investment accounts conform fo the Shariah rules and principles;

basis that had been approved by us in accordance with Sheriah principles; and
4. All earnings that have been realised from sources or by means prohibited by the Shariah

(¢) The Shariah non-compliance events and disposal of any eamings from-prokibed rules and principles amounted to RM3,360.01 were disposed to charitable causes.
sourcesimeans by the Bank during the year ended 31 December 2014 had been channeled
to the donation/chariy fund s disclosed in Note 39; and 12

(f) The financial statements of the Bank for the year ended 31 December 2014 together with
the caloulation of Zakat disclosed to us are in compliance with the Shariah rules and

pinis 1
We beg Allh the Almighty to Grant us all the Success and Straight-Forwardness and Allsh
Nt Bank Islam Malaysia Berhad
(Company No. 98127-X)
(Incorporated in Malaysia)
Report of the Shariah Supervisory Council (continued)
f/ u Shariah Governance (continued)
Assoc, Prof. Dr. Aznan Hasan Assac. Prof. Dr. Ahcens Lahsasna On that note, we, the members of Shariah Supervisory Council of Bank Islam Malaysia Berhad, do
Chirman of the Commitee Member of the Commitiee hereby confirm that, in our level best, the operations of the Bank for the year ended 31 December
2014 have been conducted in conformity with the Shariah rules and principles.
Kuala Lumpur, Malaysia We bear witness only to what we know, and we could not well guard against the unseen!
25 February 2015 (Surah Yusuf, verse:81)

Table 10: Shariah Committee Reportingﬁ Maybank Islamic and BIMB 2014.

The fact that mudaraba depositors have received relatively lower returns than
shareholders indicates that the distribution of profit was not adequately made in
accordance with the taking of loss. This can constitute a breach of Shariah rules which may
not be visible in contract law but a practice that defies the legal maxim, al-ghorm bil ghuni
which means that profit is acquired with risk. Shariah non-compliance risk (SNCR) is at
stake here given that in the distribution of credit risk to banks and the mudaraba
depositors, profits were accorded not in proportion to the risk taken.

While we look forward to relatively higher returns for mudaraba deposits over
interest-bearing term deposits as the latter (i.e. conventional term deposits) do not carry
credit risks, it is highly unlikely to suggest that ROMD equals ROE as the bank’s holding of
capital against unexpected loss (UL) implies that it should also be rewarded for the
additional risks taken which include market and operational risks. However, this can be
quite tricky since the bank whose role as a mudarib (i.e. entrepreneur/manager) is also

required to hold regulatory capital against the exposures funded by funds derived from the

13
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depositors who served as rabbul-maal (i.e. funds provider). Understandably enough, it is
possible for a mudarib to pose a sum of money as a guarantee against loss due to
negligence. But this is not what bank capital is for. The role of bank capital is to absorb
unexpected losses usually arising usually from systematic risks. The FROR may also need to
explain the reasons behind the use of mudarib’s capital (i.e. bank’s capital) in income
generation (i.e. income generated from shareholders’ fund) which may disfigure the nature
of the mudaraba contract. We also notice that no explanation is given by FROR on the
allocation of impairment expenses to the bank and mudaraba depositors. This would leave
doubts about the loss absorbing role of the two parties and who primarily absorbs the
larger portion of the loss. This is because the PSR can only indicate the sharing of profits
and not losses. While losses from credit risk should be carried by the mudaraba depositors,
we should expect them to absorb all of the impairment provisions but information on this

matter is not explained in the FROR.

Islamic Financial Service Act (IFSA) 2014
One salient feature of IFSA 2014 is the defining of the bank’s funding into deposit funds and

investment funds. Prior to this new law, exposures funded by deposit funds had to be
backed by regulatory capital even when such deposits were based on mudaraba. As equity
funds, investment accounts (IA) are expected to stimulate profit-loss sharing financing and
enhance entrepreneurship in the real sector. It can also help reduce the high intensity of
credit financing in Islamic banks which is hazardous to the bank in the event of shocks. The
introduction of the investment account as a new funding product is expected to free the
bank from holding capital against business and financial risks which is now transferred to
the investment account holders who should enjoy relatively higher returns in relation to
the higher risk taken in the investment. The bank will act as the fund manager which is fee-
driven similar to asset management services. The idea is the matching funding and
financing risk-appetite of the surplus and deficit sectors respectively, which is not possible
when deposit funds are matched with profit-loss sharing financing instruments. IA can be
mobilized independently by Islamic banks or they can participate in mobilizing the A
funds via the Islamic Account Platform (IAP) as given in Appendix 1. Participating banks
can supply information for companies seeking funding via the IAP where potential

investors can choose the projects they want.
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The separation of funding is effective from 15 June 2014 after which capital charges

will not be imposed on exposures funded by investment account. Islamic banks are,
however, given options to convert existing mudaraba deposits into investment accounts or
to convert them into commodity murabaha term deposits or any other non-mudaraba
deposits such as wakala. Table 9 provides an example of the strategic shift of BIMB funding
from mudaraba deposits to investment account and commodity murabaha/tawaruq term
deposits. In the transaction accounts, no significant shift from mudaraba to wadiah
products is evident, although the former slightly declined from RM2.95 billion in 2013 to
RM2.04 billion in 2014. However, substantial shifts from mudaraba to tawaruq term
deposits took place where the former declined from RM20.69 billion in 2013 to RM5.94
billion in 2014. This 71.2 percent dropped in mudaraba accounts may signal the problem in
mobilizing investment accounts. At the same time, tawaruq term deposits increased from
zero in 2013 to RM17.89 billion in 2014. Adverse bank’s risk-appetite policy towards
equity financing and lack of demand from funds providers whose risk-appetite remains
attracted to fixed deposits, can contribute to BIMB’s funding business model. In other
words, the lack of demand for the post-IFSA IA products by prospective fund providers may
be due to their liking for pre-IFSA deposit product as opposed to post IFSA investment

account products.
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Bank Islam Malaysia Berhad
(Company No. 98127-X)
(Incorporated in Malaysia)

15. Deposits from customers

(a) By type of deposit

Group Bank
31.12.2014 31.12.2013 31.12.2014 31.12.2013
RM’000 RM’000 RM’000 RM’000

Saving Deposit 5,091,650 4,674,482 5,091,650 4,674,482
Wadiah 3,052,428 2,379,204 3,052,428 2,379,204
Mudharabah 2,039,222 2295278 2,039,222 2295278
Demand Deposit
Wadiah 10,535,088 9,888,119 10,539,744 9,891,476
Term Deposit 25,296,865 22.594.379 25,303,433 22,618,472
Special Investment

Accounts
Mudharabah 5,022,921 18.659.039 5,025,258 18,682,231
General Investment

Accounts
Mudharabah 919,816 2,012,162 919,816 2,012,162
Term & Special term

deposit-1
Tawarrug 17,895,591 - 17,899,695 -
Negotiable Islamic Debt

Certificates (NIDC) 1,229,025 1,466,205 1,229,025 1,466,205
Waheed-1 134,453 358,516 134,580 359417
Ziyad 95,059 98,457 95,059 98.457
Others 86,729 88.022 86,729 88,022
Total Deposits 41,010,332 37.245.002 41,021,556 37.272.,452

Table 11: Bank Islam Malaysia Berhad 2014: Deposits from Customers

The shift from the mudaraba investment accounts to tawaruq term deposits should
evidence some changes to the impairment expenses charged to the fund providers. First,
impairment expenses will not be charged to the wadiah and tawaruq deposits as these
deposits do not carry credit risk, which the bank will carry alone. Secondly, when IA funds
are channeled to finance credit sale transactions, credit risk is passed to the IA holders and
they will expect to see the matching of return on investment (ROI) to risks as the
impairment charges will be made to that specific IA fund alone. This helps mitigate the
potential Shariah non-compliance risk evidence in the distribution of profit for general
investment account (GIA) and specific investment account (SIA) contracts under mudaraba
discussed earlier. The same applies when IA funds are channeled to equity investments.
The following discussion based on Tables 10 and 11, attempts to examine the possible

impact of returns on funding strategies.
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Converting Existing Mudarabah Deposits to Tawaruq Deposits
As we assume a high degree of credit intensity in Islamic banking, tawaruq deposits will be
channeled to fund murabaha transactions. By contract, tawaruq deposits are able to
stipulate upfront a rate of return, hence the bank’s profit is simply the spread between
term charges on murabaha at 7 percent and cost of deposits at 3 percent. The bank carries
the risk of default and holds capital against unexpected loss from credit risk. Returns on

tawaruq deposits should be similar to conventional fixed deposits as both behave similarly.

Table 12: Shifting Mudaraba deposits to Tawaruq deposits

Assets Liabilities

$100m Murabaha@7% RW = 80% $100m Tawaruq deposits @3%

Profits = (0.07 - 0.03) x $100 = $4m
Bank carries credit risk and impairment provisions charged to the bank alone.
Bank holds capital against $100m; K = $100 x 0.08 x 0.8 = $6.4 million

Converting Excisting Mudarabah Deposits into Investment Accounts
When the murabaha financing is funded by investment accounts, the bank does not hold

capital against the exposure as all risks are now taken by the IA holders. Hence, in the case
of full repayment, the return on investment should be relatively higher than conventional
fixed deposits. In the event of default, recovery depends on the collaterals set against the
exposures and the remaining balance after default.

We expect that smaller banks may opt for the IA option as practically no capital is
required to cushion potential loss from the credit exposures. Bigger banks may choose the
tawaruq option in view of the higher spread they can earn from the murabaha. For
example, from tawaruq funding at 3 percent, the spread is 4 percent against RM6.4 million
regulatory capital. Using IA would mean less income from fees but this is possible without

putting bank’s capital at risk.
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Table 13: Shifting Mudaraba deposits to Investment Account

Assets Liabilities

$100m Murabaha@7% $100m Investment Account@n%

a) IA carries credit risk

b) No bank capital charge

c) i)Pay in Full: Profits = (0.07 x $100) - other expenses - Bank’s commission =
$m
n%-= ($m/$1000) x 100
ii)Default: LGD = EAD - collateral / EAD; CreditVaR

Conclusion
When the underlying contract between an Islamic bank and the depositors is based on

mudaraba, a profit-loss sharing arrangement is evident by the charging of impairment
expenses to the mudaraba depositors. While this is the case, the returns on mudaraba
deposits (ROMD) do not seem to reflect the risks shared by both parties as the ROMD has
been consistently lower than ROE despite evidencing some form of credit-risk sharing
between them. Such discrepancy in performance of deposit funds and capital funds may
trigger Shariah non-compliance risk. The introduction of the investment account (IA) in
[slamic banking amongst others, should reduce such unwanted risk. When investment
accounts (IA) are channeled to fund murabaha transactions, the credit risk should be solely
carried by the IA holders and hence, the return on investments accounts (ROI) can be the
reference point in assessing the risk-taking activities of investment account holders which

is comparable to the return on equity (ROE) of bank’s shareholders.

Prof Dr Saiful Azhar Rosly is currently the Director, Centre of Consulting & Executive
Programmes at INCEIF. He currently teaches risk management for Islamic banks and
researches on issues related to true-sale Islamic credit financial instruments and Shariah
non-compliance risk management. He obtained his undergraduate and Master of Science
Degree in economics from Northern Illinois University, DeKalb, USA and Ph.D in economics
from the National University of Malaysia. Prof Saiful has published his work in referred
academic journals including International Journal of Social Economics, Arab Law Quarterly,
Thunderbird Business Review, Managerial Finance, Asian Economic Policy Review, and Journal
of International Financial Markets, Institutions & Money. He served International Islamic
University Malaysia (IIUM) from 1983 to 2005, before joining the Malaysian Institute of
Economic Research (MIER) as Director of Research. He was former Independent Director for
EON Capital Islamic Bank (Malaysia) and Federation of Investment Managers Malaysia
(FIMM). He formerly hold SAC position at AGRO Bank Bhd and EON Capital Islamic Bank
Berhad. Prof Saiful is currently a Shariah Advisory Committee (SAC) member for Prudential
BSN Takaful.

18



References

MEI INSIGHT IFS 5

4 AuGUusT 2016

1. Bank Negara Malaysia, Framework of Rate of Return 2103

O N WD

Bank Negara Malaysia, Guidelines on Investment Account 2014

Bank Negara Malaysia, Islamic Financial Service Act 2013

Bank Islamic Malaysia Berhad, Annual Report 2014

Bank Muamalat Berhad Malaysia, Annual Report 2014

Maybank Islamic, Annual Report 2014

Public Islamic Bank, Annual Report 2014

Rosly S.A. & Zaini A.S, Risk-Return Analysis of Islamic banks investment deposits

and Shareholders funds, Managerial Finance, Vol 32, No. 10, 2008
9. OCBC Al-Amin Malaysia, Annual Report 2014

10. UOB, Annual Report 2014

Appendix 1

Fortifying Internationalisation
of Islamic Finance

Launch of IAP

17 Feb 2016, 9.30 - 11.30 a.m.
Sasana Kijang, Kuala Lumpur

IAP is a multi-bank platform to facilitate channelling
of funds from individual and institutional investors to
finance viable projects and ventures.

The platform will allow investors to choose from a
wide range of ventures and projects sponsored by
different Islamic banking institutions for investments.

IAP also provides entrepreneurs and businesses
with a new financing option for variety of projects
and business activities.

It is envisaged for IAP to be eventually positioned to
facilitate fund intermediation across borders.

RSVP to iap@bnm.gov.my by 11 Feb 2016

INVESTMENT
o | Y ACCOUNT
PLATFORM

Who will attend:

CEOs of banking groups

+ CEOs and senior

management of Islamic
banking institutions

+ Heads of government

agencies

+« CEOs or key personnel

from institutional investors

+ Leading academiciansand

Shariah scholars

« Key figures of legal and

accounting firms in Islamic
finance

* Representatives from

embassies and chambers
of commerce
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