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Synopsis

The Banking Operations 1 module introduces candidates to how Islamic banks operate, the different business sectors they are involved in, and their relationship with their customers in providing financial services and products. This module also touches on risk in Islamic banking services, including the risk management measures practised in Islamic banks. The Foundation level modules included a primer on the financial sector (Economics and the Financial System) and products (Overview of Financial Products), serving as background knowledge in preparation for the Banking Operations 1 module. Upon successful completion of this and other modules at the Intermediate level, candidates will progress to the Proficient level modules of which Banking Operations 2 and Structuring Products are extensions to Banking Operations 1.


Learning Outcomes

1. Candidates should be able to describe the different types of Islamic banks, including their organisational and governance structures.

2. Candidates should be able to identify and describe the business sectors of Islamic banks.

3. Candidates should be able to describe the different types of customer relationships, and the relevant customer protection measures, including regulations on protection of personal data and anti-money laundering.

4. Candidates should be able to describe the various methods, procedures and processes involved in banking operations.

5. Candidates should be able to describe the application of Value-Based Intermediation (VBI) and the importance of technology in Islamic banks.

6. Candidates should be able to explain risk concepts from the Shariah perspective as well as the risk management framework, guidelines and policies that affect Islamic Banks.
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CHAPTER 1
TYPES OF BANKS



CHAPTER OVERVIEW


A financial system facilitates the exchange of money among market participants i.e. lenders, investors and borrowers, to support economic activity. In Malaysia 1,its financial system is structured based on two main components, namely financial institutions and financial markets.

Financial institutions can be divided into two broad categories, namely the banking system and non-bank financial intermediaries (NBFIs). The banking system is regulated by Bank Negara Malaysia (BNM), and consists of both conventional and Islamic banks. Other key players in the financial system are finance houses, brokerage firms and insurance companies 2.These financial institutions are responsible to facilitate the flow of funds between market players.

Financial markets comprise the money market and foreign exchange markets for short-term funding, capital markets for medium- and long-term funding, derivatives markets for hedging instruments and activities, and offshore markets.



TOPIC 1.1 TYPES OF ISLAMIC BANKS

Islamic banks are financial institutions that conduct its business and operations based on the principles of Shariah. The Islamic Financial Services Act 2013 (IFSA 2013) states that Islamic banks shall ensure that its aims, operations, business and affairs are in compliance with the principle of Shariah1. Nevertheless, Islamic banks can be divided into similar categories as conventional banks:

• Commercial banks

• Investment banks

• Cooperative banks

• Development banks

The main differences between these banks are the products and contracts offered by their respective Islamic subsidiaries or windows.
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Figure 1.1: The Malaysian Financial System

Islamic banks function as financial intermediaries for other market players. Similar to conventional bank, Islamic banks facilitate financial transactions between the surplus units (e.g. lenders) and deficit units (borrowers) – with Shariah compliance as the key difference. This chapter will discuss the types of Islamic banks as well as its functions in the financial system. This topic was also discussed in the CPIF Study Text: “Overview of Financial Products” at the Foundation level.

Commercial Banks

Commercial banks are private institutions, primarily shareholder-owned and in the case of Malaysia, most banks publicly listed on the stock exchange. However, in some countries, like in China, commercial banks are owned by the government. Although they are technically private entities, the government holds substantial shares in the bank, making the government ultimately the biggest decision maker for the banks. Overall, commercial banks are the largest players in the financial system, and are the biggest driver of monetary transactions in the financial sector.

How is money circulated in the economy?

The efficient circulation of money is important to support the ability of consumers in obtaining funds to boost their purchasing power. Thus, commercial banks play the intermediary role that transforms the money collected from deposits into providing financing to the public. The financing component in the banking sector is the main provider of money supply in the economy. Hence, the term “commercial banks” refers to banks offering services including, but not limited to:

• Accepting deposits

• Providing loans or financing

• Offering basic investment products

“Commercial banks” can also mean a bank, or a division of a large bank, which specifically deals with deposit and loan services provided to retail customers (individuals/households), small and medium enterprises (SMEs), as well as large corporations. Primary functions of commercial banks are to accept various types of deposits from its customers, including saving account deposits, recurring account deposits and fixed deposits. At the same time, commercial banks provide financing services such as home and car loans as well as advances in various forms, including overdraft facilities, cash credit, bill discounting, money at call and others.

As for Islamic commercial banks, they share the same objectives with their conventional peers in intermediating the deposits into financing, and thus, offer similar products and services. As mentioned earlier, Islamic banks are governed by Shariah, hence, all processes and operations of Islamic commercial banks must comply with Shariah principles. Any prohibited elements in Shariah should not be present in any Islamic commercial banks’ activities and operations. Below is a summary of the examples of different offering of products between Islamic bank and conventional commercial banks:

Table 1.1: Comparison between Islamic and Conventional Commercial Banks’ Products




	Islamic Commercial Banks’ Products
	Conventional Commercial Banks’ Products



	Savings, current and term deposits account (the contract based on trustee / wadi’ah yad damanah, qard / loan without interest)
	Savings, current and fixed deposits account (the contract based on loan with payment of interest)



	Investment accounts based on contract of partnership (musharakah) or profit sharing (mudarabah) or agency (wakalah)
	Investment accounts based on lending and borrowing contract with payment of interest.



	Various types of consumer financing such as house financing, personal financing, car financing and credit card. The contract applied in the products are sales contracts such as murabahah, bai bithaman ajil (BBA), al inah, tawarruq, agency / wakalah and ijarah / leasing contracts)
	Various types of consumer loans facilities such as housing loan, personal loan, car loan and credit card. The contract applied in all the products is a loan contract with interest.



	Various types of financing facilities for business or corporate institutions such as fixed asset financing, contract/project financing, working capital financing, cash line facility, debt financing facility and trade financing facility such as letter of credit, export credit refinancing, etc.

The contract applied in the products are sales contracts such as murabahah, bai bithaman ajil (BBA), al Inah, tawarruq, agency or wakalah, partnership (musharakah) or profit sharing (mudarabah), ad dayn (debt trading) and ijarah/leasing contracts etc.
	Various types of loan facilities for business or corporate institutions such as fixed loan, bridging loan for contract/project financing, working capital loan or revolving credit, overdraft facility, letter of credit, trust receipt, export credit refinancing, etc.

The contract applied in the products are loan contracts with interest.



	All financing products transactions must be based on assets (tangible or intangible) as required by Shariah.
	All loans or lending and borrowing products are not necessarily based on assets.








Investment Bank

Unlike commercial banks, traditionally an investment bank does not collect or accept deposits from the public. The key services provided by investment banks include arranging capital market securities (equity or bonds) issuance for companies. Investment banks therefore act as arrangers of financing through capital markets by providing underwriting services. These banks may also assist companies involved in mergers and acquisitions (M&A) and provide ancillary services such as market-making, trading of derivatives and equity securities, and FICC services (fixed income instruments, currencies, and commodities).

In the United States, commercial banks used to conduct investment banking activities as well, in addition to their traditional business as deposit takers and financing providers. However, the Great Depression of 1929 witnessed the stock market crash and the deep recession which led to the collapse of many banks, and subsequently, the loss of depositors’ money. The enactment of Glass–Steagall Act (GSA) in 1933 drew a separation line between securities activities and commercial banking causing banks to be forced to separate their operations.

The GSA was repealed in 1999 by the passing of Gramm–Leach–Bliley Act (GLBA), which allows commercial banks to be involved in the securities market but through subsidiary holding company. While the United States maintained a separation between investment banking and commercial banks, other industrialized countries, like in continental Europe, apply the universal bank model which combines the commercial and investment banking activities.

In Malaysia, the regulation of investment banks are under the joint purview of BNM and the Securities Commission of Malaysia (SC). BNM is responsible for risk and capital regulation to ensure banks’ safety and soundness amid the overall stability of the financial system, while the SC is responsible for investment banks’ business and market conduct.


“Investment banking business” is the business of:

• accepting deposits on deposit account; and

• providing finance.

• any regulated activity carried on pursuant to a Capital Markets Services Licence under the Capital Markets and Services Act 2007 (CMSA).

• other business prescribed by BNM, with the approval of the Minister.

(Extracted from Financial Services Act 2013)



For Islamic banks in Malaysia, the banking license issued by BNM includes the business of investment banking, similar to universal banking practices in Europe. Therefore, Islamic banks in Malaysia are allowed to operate investment banking business as a division of the full-fledge Islamic bank4.

Cooperative Bank

Cooperatives are popular throughout the world and work predominantly under a rule of one member-one vote. Cooperative banks are therefore owned by their customers and are often regulated under both banking and cooperative legislation. They provide many services such as savings and loans to members and non-members, and may participate in wholesale markets for bonds, money and equities. They also play roles in serving building societies and cooperatives, as well as commercial banking services provided by mutual organizations (such as cooperative federations) to cooperative businesses.

Given that customers of cooperatives are also its members, cooperatives may create stronger consumer relationships, as well as operational stability. Cooperative banking historically has played a pivotal role in many countries. A report for the Policy Network in June 2012 indicated that cooperative banks have a market share of about 20% in Europe. They employ 750,000 people, have more than 50 million members and one in three of all European SMEs is serviced by a cooperative bank.

Cooperatives’ structure may differ in different countries. Government involvement has been extensive in the case of France, and the Finnish cooperative banking sector was set up with government support. For the case Malaysia, cooperative banks are under the purview of BNM as Development Financial Institutions (DFIs). Bank Rakyat was originally established in September 1954. In response to rapid growth of cooperative movement in Malaysia at the time, the co-operatives set up their respective union banks to provide financial needs to their members. In 1954, 11 of these union banks decided to merge and formed Bank Agong (Apex Bank). In 1967, Bank Kerjasama Malaysia Berhad replaced Bank Agong and in 1973, the name was changed to Bank Kerjasama Rakyat Malaysia Berhad or better known as Bank Rakyat.5

Development Bank

In Malaysia, development banks were established with specific purpose such as promoting certain types of industry by providing capital and other banking facility. For example, Export and Import Bank’s goal is to promote export import business, Small Medium Enterprise (SME) Bank’s goal is to promote SME sector and Agrobank’s goal is to promote agriculture business activities and industry.

Normally, government will provide funds in the form of soft loan to respective development, especially for the banks which do not have deposit account as it cannot mobilize deposit from public. For Agrobank, it has deposit account by its customers.

As funds allocation by government are limited, some of Development Banks raise additional funds by getting financing from another foreign bank or by issuance of sukuk. This has been practiced by Exim Bank Malaysia.

TOPIC 1.2 BASIC CONCEPTS AND OPERATIONS OF ISLAMIC BANKS

The basic business operations and functions of Islamic bank are similar to those of conventional banks which is to mobilize funds through deposit and investment accounts. These funds are utilized to provide financing facility to bank’s customers. The key difference however, Islamic banking operations are conducted within Shariah parameters. Ultimately, banks and Islamic banks act as intermediary between the surplus unit (depositors) and the deficit unit (financing customers).

The operation of Islamic bank is reflected in the IFSA definition as follows:


Islamic banking business means the business of:

a) accepting Islamic deposits on current account, deposit account, savings account or other similar accounts, with or without the business of paying or collecting cheques drawn by or paid in by customers

b) accepting money under an investment account

c) provision of finance

d) such other business as prescribed under sec.3

(Extracted from Islamic Financial Services Act 2013)



Income or revenues is generated from Islamic Banking operations through various financial services provided after taking into account the bank’s profit, will then be disbursed accordingly to the depositors and investors, completing a day to day business cycle. The Islamic banking operation can be summarised as shown in the figure below:
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Note: In addition to financing and deposit, Islamic banks may also offer other financial services such as remittance, Takaful and etc. which will be explained in detail later in this chapter.

Figure 1.2: Basic Operations of an Islamic Bank

TOPIC 1.3 ASSET AND LIABILITIES OF ISLAMIC BANKS

As with other types of financial institutions, Islamic banks have assets and liabilities. Islamic banks’ main function is to act as intermediary in mobilising funds collected from deposits into providing financing to the public.

• “Asset” is defined as an item which the Islamic bank has legal right to hold, use or dispose.

• “Liabilities” are an obligation arising from a transaction that has already occurred and involve require the bank to transfer money (financing) or services to the client.

Hence, Islamic banks need to manage their assets efficiently in order to meet their liabilities. In general, the activities of the banks on both the assets and liabilities sides of the balance sheet is summarised in the following diagram:
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Figure 1.3: Assets and Liabilities of an Islamic Bank
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Figure 1.4: Sources of funds and use of funds for Islamic banks

As in Figure 1.4 above, deposit-taking activity is critical in day-to-day banking operations. Most of the deposits placed with the bank will be used to provide financing and support other key services such as treasury, investment management and fee-based services. The basis for the activities of the Islamic banks differ from that of conventional banks. The differences in the ways the two banking systems work are further illustrated in Figure 1.3 below. While conventional banks primarily focus on earning interest, Islamic banks focus its activities on assets through trading and other financial activities.

Conventional banks accept deposits by paying interest while Islamic banks provide returns to depositors or investors in various forms, depending on the Shariah contracts applied in the transactions.
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Figure 1.5: The Difference in Activities between Islamic and Conventional Banks

For Islamic banks, the sources of funds and the income will depend on the activities. Generally, for financing activities, the bank will earn income either from profit margin, profit sharing or rental. Fees will be earned from non-financing activities which are normally the forms of services provided by the bank.

They are summarised as per Table 1.2 below:

Table 1.2: Sources of Funds and Income for Islamic Banks




	Source of Funds
	Source of Income (Financing)
	Source of Income (Fee-based)



	Deposits (On demand)
• Savings Account

• Current Account


Long Term Deposits
• Term Deposits

	Consumer:
Housing, Vehicle, Personal, Unit Trust, Education, Share, Credit Card, Cash Line, etc.
	Common Bank Services:
Remittances
Bank Guarantee
Pawn Broking (Ar Rahnu)
Safe Deposit Box



	Investment Account
• General Investment Account

• Special Investment Account

• Wakalah Deposits

	Business (Commercial/Corporate):
Term Financing, Cash Line, Trade Line, Working Capital, Leasing, etc.
	Ancillary Services:
Wealth Management
Takaful
Will Writing
Other services





As with conventional banks, assets and liabilities management is very important to ensure the sustainability of Islamic banks. Both the assets and liabilities of Islamic banks are inter-related and there should not be any mismatch between the two. For example, the capacity of a bank to provide financing (asset) will depend much on the amount of deposit or investment fund (liabilities) available in the bank. Similarly, the capability of a bank to ensure the return of a deposit upon withdrawal by the customer depends on its ability to manage risk on the financing services to ensure it earns profits. The process of managing this interaction is part of the managing risk of a bank which will be discussed in detail under Chapter 8 of this Study Text.

As such, it is important for practitioners to understand the type of assets and liabilities of a bank. Below are the summary of the type of assets and liabilities of Islamic bank.

Table 1.3: Assets vs Liabilities of Islamic Banks




	
	Asset
	Liabilities



	Definition
	Any belonging of value either by individuals or corporation which can be beneficial and carries value in the future use.
	A company’s or individual financial debt or obligations that arise during the course of its business operations/life.



	Examples
	• Retail financing

• Corporate / commercial financing

	• Saving accounts

• Current account

• Investment account

• Term Deposits

• Capital

• Equity

• Reserves






To understand how assets and liabilities work in banking operations, we will now take a look at it from the products’ perspective. Deposit products build up the short-term liabilities portfolio of the bank as deposits are a financial obligation which the bank has to meet to the depositors. Meanwhile, financing products are long-term assets of which allow banks to generate income. Referring back to Figure 1.3, deposit products are part of the sources of funds which enables the bank to offer financing products and generate income.

Deposit Products - Liabilities

Apart from their own capital, Islamic banks also gather funds through two main sources, namely deposits and investment deposits.
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Figure 1.6: Sources of Funds for Islamic Banks

Islamic banks offer deposit products as one of sources of funds to operate its business. There are three types of core deposits available in Islamic banks. These products are to facilitate the customers’ requirements for the following purposes:

a) For custodian and safekeeping services

b) To cater for business transaction by SMEs or corporations

c) To earn profit while on deposits

There are three main types of deposit accounts offered by Islamic banks, namely: (1) savings account, (2) current/checking account and (3) term deposit.




	Savings Account
	• Shariah principle: Wadi’ah yad damanah (safe-keeping) or qard hassan (benevolent loan) or hybrid account with tawarruq (commodity murabahah).

• Withdrawal features: Allow customer to deposit and withdraw at any time without incurring additional charges.




	Current/Checking account
	• Shariah principle: Wadi’ah yad damanah (Safe-keeping) or qard hassan (benevolent loan) or hybrid account with tawarruq (commodity murabahah).




	Term Deposit
	• Shariah principle: Tawarruq or commodity murabahah to obtain a secured profit.

• Features: When needed, customer can withdraw his money any time from the above accounts except for time deposit account which the withdrawal normally is subject to maturity period.






As shown in the above table, generally, customers may withdraw any amount at any time. These deposits are also utilised by the bank to provide financing to others. Hence, the amount available for withdrawal is subject to the bank’s financing and other activity. Therefore, this deposit amount is a liability to the bank as the bank need to ensure that there is sufficient amount of money when the customers need to make a withdrawal.

The liability of the deposits may turn into a risk for the bank when a significant amount of money is withdrawn by depositors. The bank is obliged to return the money upon request, and thus the bank will be in extremely critical situation if it does not have a sufficient amount of funds. This situation is known as “bank run”, when depositors of a bank withdraw all their deposits simultaneously, resulting in a shortage of funds in the bank. Historical examples include the European bank crisis in 1931, which started with the failure of one bank known as Credit-Anstalt. Eventually, the failure of this bank led to financial distrust and insecurity to the depositors, which than caused bank run throughout Europe. The government had to declare “holiday” for banks to avoid a further drain in deposits.

Investment Account Products - Liabilities

Investment account products are offered to customers when they want to invest by sharing the risk and profits of the investment. The investment accounts will be based on Shariah, where the principal amount and the profit is not guaranteed by the bank.

The types of accounts and Shariah principles applied are as follows:

i. General Investment Account under Shariah principle of mudarabah or musharakah or wakalah

ii. Special Investment Account under Shariah principle of mudarabah or musharakah or wakalah

iii. Investment Account Platform (IAP) can be under Shariah principles of mudarabah or musharakah or any types of sales or ijarah/leasing contracts

The basic criteria of investment accounts are normally based on certain minimum investment amount such as RM500.00 and minimum tenor of one month (it is common for the tenure to be up to 12 or 60 months).

Investment accounts are recognised as liabilities to the bank because the capital for the investment belongs to the customer and the bank owes the customer any profit arising from the investment.

Financing Products - Assets

Islamic financing products or facilities are offered by Islamic banks to individual consumers or businesses. The objective is to provide liquidity or capital for customers in meeting their financial requirements. In providing the financing facility, Islamic banks will obtain income in the form of profit, rental or fee from customer.
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Figure 1.7: Utilisation of Funds

The types of financing products offered are as follows:

I) Financing Facilities for Consumers:

a) Home financing under Shariah principles of bai bithaman ajil (BBA) deferred payment, musharakah mutanaqisah, murabahah, ijarah or tawarruq.

b) Personal Financing under Shariah principles of bai al inah or tawarruq or qard hassan and ar rahnu etc

c) Vehicle/ car financing under Shariah principles of ijarah tthuma al bai’ (AITAB) or ijarah mumtahiya bithamlik (AIMAT)

d) Micro financing under Shariah principles of bai al inah, tawarruq or BBA

e) Ar rahn under Shariah principles of qard hassan or ar rahn

f) Credit card under Shariah principles of bai al inah, tawarruq or wakalah.

II) Financing Facilities for Businesses or Corporations:

a) Fixed asset financing for purchase of land, building, machinery, equipment, etc.

The facility can be offered under the Shariah principles of BBA deferred payment, musharakah mutanaqisah, murabahah, ijarah or tawarruq.

b) Contract or project financing under the Shariah principles of istisna’, musharakah, mudarabah or murabahah.

c) Working capital financing for the purchase of raw or building materials, payment of general administrative expenses, financing of debt, etc. The facility can be offered either under the Shariah principle of murabahah, bay’ al dayn, tawarruq or mudarabah.

d) Trade financing products to facilitate export and import activities, as well as domestic purchases and sales such as letter of credit, documentary collection, export credit refinancing (ECR) pre and post shipment. The facility can be offered either under the Shariah principle of musharakah, murabahah, wakalah, tawarruq or bay’ al dayn.

CHAPTER SUMMARY


Below is a summary of different types of Islamic banks:

Table 1.4: Summary of Types of Banks




	TYPE OF BANK
	BASIC FUNCTION



	Commercial bank
	Primary functions include accepting various types of deposits from its customers (mainly individuals), including saving account deposits, recurring account deposits, and fixed deposits and providing financing facility.



	Investment bank
	Provides various financing and services to individuals, corporations and governments such as raising financial capital, the issuance of securities, assist companies involved in mergers and acquisitions (M&A) and provides ancillary services such as market-making, trading of derivatives and equity securities, and FICC services (fixed income instruments, currencies, and commodities).



	Development bank
	Established under Development Financial Institutions Act for a specific purpose such as promoting certain type of industry by providing capital. For example, Export and Import Bank’s goal is to promote export import business, Small Medium Enterprise (SME) Bank’s goal is to promote SME sector and Agrobank’s goal is to promote agriculture activities and industry.



	Cooperative bank
	Follow the cooperative principle of “one person, one vote”. Cooperative banks are usually regulated under both banking and cooperative legislation.







TEST YOUR UNDERSTANDING


1. Which of the following statements is NOT TRUE with regard to financial market in the economic system?

A. Markets are created in the economy due to demand and supply of goods and services.

B. There will be surplus income units and deficit income units, and direct finance and indirect finance.

C. Direct finance refers to deficit income units who require capital can be obtained from banking institutions.

D. Both surplus and deficit income units include households, corporations, government, and investors.

2. Which of the following is NOT TRUE with regard to the function of BNM?

A. To issue currency and keep reserves while safeguarding the value of the currency

B. To act as a banker and financial adviser to the government-linked companies

C. To promote monetary stability and a sound financial structure

D. To influence the credit situation to the advantage of the country

3. Which of the following statements contradicts the Malaysian Islamic Financial Services Act 2013 (IFSA) in relation to the functions of Islamic banks?

A. Mobilising Islamic deposits on mudarabah and wakalah contracts

B. Mobilising investment funds under contracts of non-guarantee on principle and profit

C. Providing various types of financing facilities

D. Providing various types of financial services

4. The following are business financing products and corresponding contracts offered by Islamic banks, EXCEPT:

A. Working capital financing under mudarabah contract

B. Fixed assets financing under wakalah contract

C. Letter of credit under istisna’ contract

D. Financing of receivables under bay’ al dayn contract




Case study

An established Small Medium Enterprise (SME) plans to open various types of Islamic deposit accounts under the company’s name, and also for the staff with an Islamic bank. The purpose is for their business operations and administrating staff salary payment. The company also plans to keep a certain amount of surplus funds in short-term deposits to optimise returns.

The company has been in the business of processing and manufacturing agro-based food products for the last five years and recorded solid profitability for the past three consecutive financial years. As the business is growing, the company plans to expand its factory with another four additional production lines and require additional banking facility.

Based on the above scenario, please answer the following questions:

1. Which type of Islamic bank should the company approach in order to meet their financial requirements?

2. Explain three (3) types of the deposit accounts that can be opened by the company and its staff.

3. In general, what type of financing facility can be offered by Islamic banks for the company’s business expansion plan?
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CHAPTER 2
BANK STRUCTURE, RESPONSIBILITIES
AND GOVERNANCE



CHAPTER OVERVIEW


Although the organisation structure of banks may vary from one bank to another, the basic functional structure of banks is similar. A bank’s functional structure typically consist of Operations, Financing, Treasury and Support Services to run the daily operations of the bank.

To ensure governance and compliance of Islamic banks, the organisation structure must consist of Board of Directors and independent governance committees such as Audit Committee and Shariah Committee, that are answerable to the shareholders. This will be followed by the senior management of the bank, such as the CEO or MD, CFO, COO and other senior leadership roles. The responsibilities of the Board of Directors as well as senior management are outlined in the IFSA 2013.

An Islamic bank also has an added governance process compared to a conventional bank, to ensure Shariah compliance of the bank’s products and services.

This chapter will discuss an Islamic bank’s functional structure, typical organisational structure, and the roles and responsibilities of every function, as well as the governance processes in a bank.



TOPIC 2.1 BANK STRUCTURE AND RESPONSIBILITIES

Bank Structure

a) Functional Structure

Generally, the basic structure of an Islamic bank is divided in to the following divisions:

• Operations Division: This division is responsible for the overall branch and banking operations, and the main functions include mobilising deposits and providing banking services.

• Financing Division: This division is responsible for financing activities which generates income for the bank by extending financing facilities under the various segments that include consumer, commercial, corporate as well as investment banking.

• Treasury: This division is in charge of asset and liabilities management of the bank, which includes investment in short- and medium-term instruments, as well as managing liquidity (e.g. ensuring there is no liquidity shortage, ensuring excess funds are invested profitably).

• Support: Providing support to key business units, for example human capital, information & communication technology (ICT), finance, facilities, control and compliance, etc.
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Figure 2.1: Functional Structure of an Islamic Bank

In ensuring the smooth running of day-to-day operations of an Islamic bank, Islamic banks are supported by few divisions, departments or units. These divisions can be classified as follows:

Table 2.2: Divisions of an Islamic Bank




	Division
	Department/Unit
	Roles and Functions



	Banking Operations
	Consumer Banking and Operations
	• Mobilising deposit and investment funds which is critical to the banks’ income

• Various types of consumer financing and financial services products of the bank

• Overseeing the operations of regional offices and branches




	Business Banking
	Financing activities of various market segments to generate income for the bank:
• Small or micro business

• Commercial or medium-sized business enterprises

• Corporate or large businesses including multi-national corporations




	Treasury
	Treasury Department (front and back offices)
	• In-charge of asset and liabilities management of the bank to ensure efficiency and stability

• Invest in short- and medium-term instruments to earn income for the bank

• Manage liquidity of the bank that deals with shortage and excess of the bank’s funds




	Support
	Credit/financing management
	• Credit administration, monitoring and follow-ups

• Credit collection and credit recovery for financing accounts (delinquent and non-performing)




	Finance/Accounts
	• Maintaining records of all financial transactions of the bank

• Prepare financial reports according to accepted standards and guidelines




	Information & Communication • Technology (ICT)
	• Core IT system of the bank (e.g. to facilitate online transactions)

• Operating systems for deposit and investment, treasury and credit/financing transactions

• Customer Information System




	Others
	These include mainly critical governance and communication functions, for example:
• Shariah Department

• Human capital

• Legal and secretarial

• Corporate planning

• Corporate communication

• Internal and Shariah Audit






Islamic Banks’ Networks

Similar to its conventional banking counterparts, Islamic banks have a network of delivery channels that include:

• Branches (physical brick and mortar)

• Service centres

• Kiosks (on- and off-premise)

• Self Service Terminals (SST) like:

− Automated Teller Machine (ATM)

− Cash Deposit Machine (CDM)

− Cheque Deposit Terminal (CDT)

− Information Terminal

• Outsourcing facilities such as:

− Staff Medical Bills Processing

− Data Centre

− Documents Safe-keeping

− ATM Management

− Security, etc.

Branch Banking

Due to the high maintenance cost incurred and the shift in preference towards electronic banking, the number and size of bank branches have been reduced. However, bank branches are still relevant for the purpose of customer relationships, personalised service, cross-selling as well as marketing complex products.

Branch offices are the most important delivery channels of the bank. Branch offices are opened in strategic areas to provide services to clients within the area. The services rendered include:

• Branch banking operations

− Promoting and mobilising deposit and investment accounts – as a source of funds for the branch / bank

− Providing other financial services such as remittances, foreign currency transactions, and others – as a source of fee-based income

− Cash management on cash balances due to daily bank-in and withdrawal / payment transactions

− Collection of in-house, local and outstation cheques, draft, bill, and others for payment / encashment or for clearing

• Branch accounting

− Recording and reconciliation of daily transactions

• The branch will have its own daily trial balance, monthly profit and loss account and balance sheet

• Balancing of accounts must be carried out on daily basis

− Any surplus of deposits will be invested by Treasury Department (head office) through interbank money market

• While any shortage of funds, will be sourcing from Treasury Department

• Providing and promoting financing facilities

− Consumer financing

− Commercial / small business financing

− Selected branches with credit authority will promote not only financing facilities, but will also carry out credit assessments and make credit decisions. Consumer and commercial/small business financing account will normally be parked at the branch level as a source of income/profit for the branch.

• Other functions

− Providing quality customer services

− Ensuring effective management of asset and liabilities at the branch level

− Managing or supervising other banking channels attached to the branch such as service centres and electronic banking facilities

− Preparing of reports to be submitted to the respective departments at the head office

− Ensuring that all of its transactions do not involve elements of money laundering and terrorism activities

To ensure that branch operations are well-governed, Key Performance Indicators (KPIs) will be assigned to branch offices to monitor and ensure their performance. As maintaining a branch offices are costly, it is important for the bank to regularly assess their performance. For example, branch KPIs may include both financial and non-financial metrics, as below:

1. Increase in total deposits in:

• Savings accounts

• Current accounts

• Term deposits

2. Increase in total investment funds through:

• Mudarabah Investment accounts

• Investment account platform (IAP)

3. Increase in consumer and SME financing portfolio:

• House financing

• Car financing

• Personal financing

• Small business financing

4. Improvement in asset quality:

• Reduce delinquent and Non-Performing Financing (NPF- amount/number of accounts/ratios)

• Increase in collection amount and recovery

5. Increase in financial services / fee-based income:

• Foreign exchange

• Remittances

• Takaful

• Other types of fee-based services

6. Quality customer service:

• Improvement in turnaround time on credit processing or submission and decision

• Improvement in turnaround time on counter and other types of customer services

• Reduction in number of complaints

7. Branch profitability:

• Profit amounts

• Financial ratios

Organisational Structure of Islamic Banks

The organisational structure of Islamic banks may vary from bank to bank, based on the needs of the organisation. This may include the role of the bank in their respective financial group or shareholding structure. A typical organisational structure of an Islamic bank is depicted in the figure below:
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Figure 2.2: Typical Structure of an Islamic Bank

The above structure places the shareholders at the top of hierarchy followed by the Board of Directors (BOD) which is directly responsible to the shareholders. There are also independent boards supporting the Islamic bank’s operations such as the Shariah Committee and the Audit Committee.

The senior management of the bank is led by the Chief Executive Officer (CEO) or Managing Director (MD), who is also a BOD member who is responsible for the main functions within the bank including finance, human capital, ICT, legal, compliance and risk management. The CEO/MD is be assisted by the Chief Operating Officer (COO) or Deputy CEO who is also responsible for business operations.

An example of an organisational structure of a full-fledged stand-alone Islamic bank; Bank Islam Malaysia Berhad is illustrated in Figure 2.3.
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Source: Bank Islam Website (2018) (Adapted)

Figure 2.3: Organisational Structure of Bank Islam Malaysia Berhad

In the above structure, there are critical support functions which directly report to the BOD or various Board committees such as Risk Management, Strategic Management, Audit and Shariah Management. The business functions are directly under the purview of the CEO / MD. These structures and reporting lines are needed to ensure proper check and balance, as well as transparency for good governance practices.

On the other hand, the organisational structure would be different if a full-fledged Islamic bank is a subsidiary of a conventional bank holding company. Typically, the Islamic bank subsidiary will report to the parent company and the CEO / MD of the Islamic bank subsidiary is titled as the Head of the Group Islamic Banking division for the banking/financial group. Some of the core banking and support functions such as ICT, risk management, audit and human capital are shared between the Islamic banking subsidiary and the conventional parent bank, and thus the costs are also shared proportionately. The management of Shariah matters is normally handled by the Group Islamic Banking division, which reports to the Shariah Committee.

Responsibilities of the Board of Directors (BOD)

As discussed, the BOD of the Islamic bank is the ultimate body responsible for the management and performance of the bank, and is also responsible for its governance. Among others, the BOD should observe the following:

• Meet professional and personal standards befitting a director, and meet the fit and proper test as required by the relevant authorities

• Set the overall strategic direction of the bank, including risk tolerance levels

• Appoint, oversee, guide and review the performance of the senior management members, including setting their compensation

• Monitor or oversee the performance of the bank, especially on financial and risk management matters

• Attend regularly the BOD and other committee meetings, as well as meetings with senior management to decide on policies

• Review the reporting lines, authorities and responsibilities of senior management

• Provide independent advice without participating in the daily management of the bank

• Monitor internal audit functions of the bank to ensure compliance to policy, law, regulation and evaluation of effectiveness and efficiency of operations

• Ensure Shariah compliance in all aspects of bank operations and activities

The BOD sets the strategic direction, appoints management members, establishes operational policies, and takes responsibility for the soundness of the bank. They are also answerable to depositors and shareholders for the lawful, informed, efficient and able administration of the institution. Although the day-to-day management is delegated, they are ultimately held responsible for the consequences. The BOD has a duty to ensure that management has the necessary skills, knowledge, experience and sound judgement to manage the bank’s affairs. They must understand the bank’s business and ensure internal audit arrangements are adequate.

Since the availability of the BOD members are limited, specialised board committees are established whereby a smaller number of BOD members are involved in overseeing specific areas such as audit, risk management, compensation and board nominations. For Islamic banks, it is now a common practice that a representative from Shariah Committee will sit in the BOD. While a bank’s organisational structure is a business decision delegated to the CEO / MD, the BOD may from time to time advise the management on the broad design of the bank’s structure. Nevertheless, there must be a clear line between the board’s oversight responsibilities and the day-to-day decision-making of the management. It is important to have a check and balance mechanism for the bank to be properly managed, in line with regulatory requirements.

Responsibilities of the Senior Management

Senior management has comprehensive oversight of managers who are held directly responsible for specific areas of business or operational functions. They are also responsible for implementing the BOD’s policies on a daily basis. In general, it is important for senior management to regularly cascade the bank’s policy and strategy to the staff, and to check on their performance. Senior management not only has to be ‘fit and proper’ to subscribe to the standards of ethical behaviour, but must also have the competence and experience to manage the bank. The quality and experience of the individuals on the senior management team are of great importance, and there must be proper incentives for management to manage the bank prudently. Among the major responsibilities of senior management are:

• Use their expertise to generate new and innovative ideas and recommendations for consideration by the BOD

• Appoint middle-level management positions with adequate professional skills, experience and integrity for the success of the bank

• Provide adequate performance incentives and training for the staff

• Ensure prudent risk management practices are upheld in the day-to-day activities of each line manager

The pace of innovation, growth of the off-balance sheet transactions, and the unbundling of the different types of risk have rendered the analysis of financial statements and management of bank’s financial position more complex. Management of Islamic banks have to ensure that the financial affairs of the bank are properly managed and should provide assurance pertaining to bank’s corporate governance, control systems and risk management process.

Requirements of Senior Management of Islamic Banks under the Islamic Financial Services Act 2013 (IFSA 2013)

As stated under Part VI, Division 2 – Prudential Requirements of the IFSA 2013, corporate governance, includes appointment of Chairman, Directors and Chief Executive Officer of Islamic banking institution. IFSA 2013 also outlines the requirements to be chairman, director, chief executive officer or senior officer in the IFSA 2013 (Section 64(1)):

i. The individual meets the requirements set by BNM as fit and proper to be appointed, which includes criteria relating to:

a. probity, personal integrity and reputation

b. competency and capability

c. financial integrity

ii. The individual is not bankrupt

iii. The individual has not been charged for criminal offences relating to dishonesty or fraud

iv. The individual is not prohibited pursuant to court order under Section 130A of the Companies Act 1965 from being a director of a company

v. The individual is not in any criminal proceeding of any court for any offence

Under functions and duties of board of directors Subsection 65(1) of the IFSA 2013 the business and affairs of an institution shall be managed under the direction and oversight of its board of directors, subject to IFSA 2013 and any other written laws which may be applicable to the institution.

Under Subsection 65(2) of the IFSA 2013, without limiting the generality of subsection (1), the BOD shall:

i. Set and oversee the implementation of business and risk objectives and strategies, and in doing so, shall have regard to the long-term viability of the institution and reasonable standards of fair dealing.

ii. Ensure and oversee the effective design and implementation of sound internal controls, compliance and risk management systems commensurate with the nature, scale and complexity of the business and structure of the institution; oversee the performance of the senior management in managing the business and affairs of the institution.

iii. Ensure that there is a reliable and transparent financial reporting process within the institution.

iv. Promote timely and effective communication between the institution and the Bank on matters affecting or that may affect the safety and soundness of the institution; and (f) have due regard to any decision of the Shariah committee on any Shariah issue relating to the carrying on of business, affairs or activities of the institution.

IFSA 2013, Section 66 (3), stated that any director who contravenes the following acts has committed an offence and shall, on conviction, be liable to imprisonment for a term not exceeding eight years or to a fine not exceeding RM25 million or both:

i. The director shall act in good faith

ii. The director shall exercise reasonable case, skill and diligence

iii. The director shall exercise power conferred for the purpose for which such powers are conferred

iv. The director shall exercise sound and independent judgement

The high penalties stated in the IFSA 2013 are necessary as the directors owe fiduciary duties to the bank and their stakeholder. It is critical for directors of banks to observe their fiduciary duties as part of managing the risk of the banking institutions. The 2007-2008 financial crisis has exposed many cases globally, where banks’ directors and management have breached their fiduciary duties and led to the collapse of banks and financial institutions.

TOPIC 2.2 GOVERNANCE IN ISLAMIC BANKS

With reference to IFSA 2013 issued by BNM, the governance structure of Islamic banks may be discussed from two perspectives - i.e. corporate governance and Shariah governance.

Corporate Governance

Arising from accounting fraud that bankrupted many high profiles companies in the US such as Enron and World.com, corporate governance became a prominent issue following the introduction of the Sarbanes-Oxley Act in 2002 that was intended to elevate dwindling confidence in financial institutions and markets. Hence, corporate governance is now an increasingly important requirement in the development of a financial industry that is vibrant and sound, irrespective of whether it is conventional or Islamic. The regulation of Islamic finance needs to be aligned with conventional finance and must also be consistent with the Shariah requirements. This would enable those who wish to subscribe to Islamic finance to participate fully, and benefit from all the services in the mainstream financial market.

The SC has defined corporate governance as the process and structure used to direct and manage the business and affairs of the company towards promoting business prosperity and corporate accountability, with the ultimate objective of realising long-term shareholder value while considering the interest of other stakeholders. Corporate governance provides a framework of control mechanisms that support the company in achieving its goals, while preventing unwanted conflicts. The pillars of corporate governance such as ethical behaviour, accountability, transparency and sustainability are important to the governance of companies and stewardship of investors’ capital.

In the vision statement of an organisation, corporate governance must be clearly stated where the organisation must fix its targets to that end, and promote a work culture which is appropriate to achieve those targets. The organisation must ensure the built-in controls are in place. This should include designing checks and balance for harmonising the conflicting interests of the various stakeholders. Thus, corporate governance encompasses practically every sphere of management that includes action plans, its implementation and monitoring for the achievement of the organisation’s goals.

The adoption of sound corporate governance standards and practices by financial institutions serves to protect the critical role of financial institutions in intermediating funds to support the real economy. The BOD should have the competence, confidence and objectivity to challenge senior management and hold it to account. Good corporate governance also needs to be rooted in a corporate culture that reinforces ethical, prudent and professional behaviour. This begins with the right “tone from the top”, where the example set by the Board and senior management shapes the core values for the financial institution. According to the Policy Document of Corporate Governance issued by BNM in 2016, the BOD of Islamic banks must among others:

• Approve the risk appetite, business plans and other initiatives

• Oversee the selection, performance, remuneration and succession plans of the CEO, control function heads and other members of senior management to ensure competency

• Oversee the implementation of the financial institution’s governance framework and internal control framework

• Promote, together with senior management, a sound corporate culture within the financial institution

• Promote sustainability through appropriate environmental, social and governance considerations

• Oversee and approve the recovery and resolution as well as business continuity plans for the financial institution

• Promote timely and effective communication between the financial institution and the central bank

Generally, the corporate governance practices of Islamic banks are modelled on the conventional corporation. However, there are two sets issues that set Islamic banks’ practices apart:

• The need to assure stakeholders that Islamic banks’ activities comply with the precepts of Islamic jurisprudence

• The stakeholders’ need to be comforted i.e. Islamic bank will promote their financial interest by being efficient, stable and trustworthy provision of financial services

The corporate governance model in Islam is derived from the understanding of three principles of:

• Recognition of the property rights of individuals, legal entities and the community

• Significance of contractual obligations among economic agents (explicit and implicit)

• The design of incentive systems to enforce Shariah rules and preserve social order

Grais and Pilligriani (2006) illustrated the corporate governance in conventional as well as Islamic bank in figure 2.4 and 2.5 below:
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Figure 2.4: Governance Structure in a Conventional Bank
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Figure 2.5: Governance Structure in an Islamic Bank

We can conclude from the above figures that the difference between conventional banks’ and Islamic banks’ governance is the requirement to have Shariah audit, as Islamic banks’ operations are bound by Shariah principles and requirements.

Shariah Governance

Unlike conventional banks, Islamic banks must comply with with Shariah governance practices, apart from the normal corporate governance. For the BOD of a financial institution that carries on any Islamic financial business, the overall responsibility includes the responsibility to promote Shariah compliance in accordance with expectations set out in the policy document on Shariah Governance Framework for Islamic financial institutions, and ensure its integration with the financial institution’s business and risk strategies. The BOD must clearly define its relationship with the financial institution’s Shariah Committee. While the Shariah Committee has distinct responsibilities in relation to Shariah matters, the BOD remains responsible for the direction and control of the financial institution’s business and risk strategies.

The Shariah Governance structure is stated under Part IV, Shariah Requirements; Division 2 of IFSA 2103. Shariah governance as stated in IFSA 2013 includes the establishment of Shariah committee, appointment of Shariah committee member, duties of Shariah committee and its members, cessation as member of Shariah committee and notice of cessation as member of Shariah committee. Establishment of Shariah committee, Subsection (30) (1) of IFSA 2013 where an Islamic bank shall establish a Shariah committee for purposes of advising the licensed person in ensuring its business, affairs and activities comply with Shariah.

a) Shariah Governance Framework

BNM issued the Shariah Governance Framework (SGF-BNM) which took effect from 1st January in 2001, the first of such framework in the world. The SGF-BNM illustration is given in Figure 2.6 below:
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Source: BNM/RH/GL/012/3 Shariah Governance Framework for Islamic Financial Institutions

Figure 2.6: BNM Shariah Governance Framework for Islamic Financial Institutions

The objectives of the Shariah Governance Framework are as follows:

• Sets out the expectations of BNM on an Islamic financial institution’s Shariah governance structures, processes and arrangements to ensure that all its operations and business activities are in accordance with Shariah

• Provides a comprehensive guidance to the board, Shariah Committee and management of the IFI in discharging its duties in matters relating to Shariah

• Outlines the functions relating to Shariah review, Shariah audit, Shariah risk management and Shariah research

At the top level there are four (4) governance committees:

1. Board of Directors

2. Shariah Committee

3. Board Audit Committee

4. Board Risk Management Committee

All the above committees are responsible to ensure Shariah compliance in all areas of banking business and operations.

Below the top line there is a Management Committee of the bank headed by the CEO. The main responsibility of the CEO is to ensure that the executions of business and operations are in accordance with Shariah principles and to provide necessary support to Shariah Committee.

The Shariah Governance Framework requires Islamic banking institutions to have four important functions in the structure of Islamic bank. The functions are as follows;

• The Shariah Risk Management Control Functions reports to the Board Risk Management Committee

• The Shariah Review Functions reports to the Shariah Committee

• The Shariah Research Functions reports to the Shariah Committee

• The Shariah Audit Functions reports to the Board Audit Committee

b) General Requirements of SGF-BNM

The general requirements of the SGF-BNM are based on the following principles:

• Principle 1: It is the duty and responsibility of an Islamic financial institution (IFI) to establish a sound and robust Shariah governance framework with emphasis placed on the roles of key functionalities in ensuring effective implementation of the Shariah governance framework.

• Principle 2: An IFI shall set out the accountability and responsibility of every key functionary involved in the implementation of Shariah governance framework.

• Principle 3: Independence of the Shariah Committee shall be observed at all times in exercising their duties to make objective and informed judgment.

• Principle 4: Any person bearing responsibilities outlined in the Shariah governance framework for an IFI shall possess the necessary competency and continuously enhance their knowledge and understanding on the Shariah as well as keep abreast on the latest developments in Islamic finance.

• Principle 5: Internal and privileged information obtained by the Shariah Committee members in the course of their duties shall be kept confidential at all times and shall not be misused.

• Principle 6: Professional ethics, judgment and consistency shall be maintained in ensuring Shariah compliance.

• Principle 7: There shall be a robust Shariah compliance function, comprising review and audit functions, supported by risk management control process and internal research capacity.

Shariah Governance Framework and Process

Globally, Islamic banks have internal Shariah board or committees, with few exceptions. In some countries, Islamic banks depend on the Shariah advisory council at national level. In principle, Shariah boards are responsible for five main areas:

• Certification of permissible financial instruments through fatwas or rulings

• Verification of transactions’ compliance with issued the fatwas/rulings

• The calculation and payment of zakat

• Disposal of non-Shariah earnings; and

• Advise on the distribution of income or expenses among bank’s shareholders and investment account holders

Conventional financial institutions and Islamic financial institutions share a common institutional arrangement for the corporate governance framework. However, the main difference is the institutional arrangement of the Shariah governance mechanism. There is a need for another layer governance in addition to the existing corporate governance structure. The scope of corporate governance framework covers the issuance of Shariah rulings, the dissemination of Shariah-related information, and the periodic and annual Shariah review process.

It is summarised in the table below:

Table 2.2: Institutional Arrangement in Shariah Governance System




	Functions
	Typical Financial Institutions
	Exclusive to IFIs



	Governance
	Board of Directors (BOD)
	Shariah Board



	Control
	Internal Auditor/External Auditor
	Internal Shariah Review/Shariah Audit



	Compliance
	Regulatory and Financial Compliance Officers, Units or Departments
	Internal Shariah Compliance officers, Units or Department



	Risk Management
	Risk Management department (credit, market and operational risk)
	Shariah Compliance Risk





Source: Adapted from IFSB-10 (2009), ISRA (2016)



One of the most important elements of Shariah governance is its process. Based on the SGF-BNM and IFSA 2013, the Shariah governance process can be summarised as follows:

• Appointment of Shariah Board members

• Composition of Shariah Board

• Qualification of Shariah Board members

• Shariah compliance process

• Shariah coordination

• Shariah review

• Shariah audit

• Shariah report

Best practices in appointing the Shariah Board (SB) members may vary from one country to another. In Malaysia for example, the BOD of the Islamic financial institution approves the appointment with recommendations from the nomination committee, subject to BNM approval. In Indonesia, Shariah Board members are nominated by the Indonesian Ulama Council and must be approved at the shareholders general meeting of the respective institutions. In Pakistan, its central bank or State Bank of Pakistan (SBP) allows the BOD of each Islamic financial Institutions to appoint the Shariah Board members including approving the Terms of Reference (ToR).

The composition of Shariah Board also varies from one jurisdiction to another. The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) governance standard requires at least three members. The composition may comprise of all Shariah scholars or a mixture of Shariah scholars and experienced practitioners in the relevant fields. In terms of qualifications, different jurisdictions have different requirements, but most would require qualifications in fiqh muamalat or Islamic jurisprudence, exposure in Islamic finance and have attended relevant training. For the Shariah compliance process, there is no standard practice and it is up to the individual institutions. As for the other processes, the institutions may have their own practices but should be guided by the standards and guidelines issued by the country’s regulating bodies. For example, in Malaysia, the Islamic financial institutions should follow the standards of governing bodies such as SGF-BNM in line with the relevant banking laws.


Lehman Brothers and the 2008 Financial Crisis

The Lehman Brothers bankruptcy was considered among the biggest financial crisis that triggered global financial crisis. Lehman Brothers, the fourth largest US investment bank, went bankrupt on 15 September 2008. It started as a humble dry goods store in 1844 by Henry Lehman, who originated from Germany. In 1850 his two brothers joined him and the business was renamed Lehman Brothers.

In 1994, Lehman Brothers became a public listed company, having been spun off by American Express which bought the company a decade before that. In 199,9 under the stewardship of CEO Richard Fuld, the bank expanded its offerings and became involved in proprietary trading, securitisation, derivatives, asset management and real estate. From early to mid-2000s, the bank was involved in the business of collateral debt obligations (CDOs) and mortgage-backed securities (MBSs). It also forayed into sub-prime mortgage lending, indirectly through some of the lending companies that it had bought. In mid-2006, house prices began to fall, which led to its borrowers failing to service their debts. Despite these early setbacks, the bank continued to approve sub-prime mortgages and by end of the financial year 2007, it held USD111 billion in commercial and residential real estate-related assets and securities. Notably, Lehman Brothers funded the assets through short-term funding arrangements known as repurchase agreements or ‘repos’ on a daily basis – a high-risk practice.

The weakening of the real estate made investors and rating agencies to lose confidence in Lehman Brothers, as well as the other investment banks. At this time, one of Lehman Brothers’ main competitors. Bear Stearns, almost went bankrupt but was bought over by J P Morgan with the help of the US Federal Government. By late 2008, Lehman Brothers was close to failure. Despite the injection of new equity of USD6 billion, and the proposed efforts to spin off the non-performing or “toxic” assets, the company still failed. Lehman Brothers went into bankruptcy on 15 September 2008. And with total assets of USD639 billion and total debts of USD613 billion, it became the largest bankruptcy filing in US history. As the bank’s stocks were traded on the New York Stock Exchange, the Dow Jones Industrial Average on that day dropped more than 500 points. As a result of this bankruptcy, the financial markets were badly affected for several weeks.

Questions:

1. In your opinion, what could have been the mistake committed by Lehman Brothers’ management that led to the bankruptcy?

2. What is your view with regards to the practice of corporate governance by the company?



CHAPTER SUMMARY


This chapter explains the basic set-up of an Islamic bank, and how all the functions of the bank are organised into an organisational structure that is robust enough to ensure all the units can function independently and at the same time work in tandem to achieve the bank’s various goals. The chapter also discusses bank branch operations, which is one of the most important delivery channels of the bank. Finally, the chapter illustrates the responsibilities of key players within the organisation, that include the Board of Directors (BOD) and senior management of an Islamic bank.

The second part of the chapter explains on the governance in an Islamic bank. Among the matters that are discussed, are the theoretical and practical basic principles of corporate and Shariah governance. Islamic banks in Malaysia are subjected to the Shariah Governance Framework introduced by BNM. For example, Islamic banks must follow certain principles, which include the duties and responsibility of an Islamic bank, accountability and responsibility of key functions, independence of the Shariah Committee and also Shariah-compliance functions. Following this, the chapter discusses the responsibility of the BOD and the senior management with regard to the Shariah Governance Framework and process which include the appointment, composition and qualifications of Shariah Committee members.



TEST YOUR UNDERSTANDING

1. A bank branch manager has a problem regarding the financing operating system. Which function would be the most appropriate to look into the matter?

A. Operations

B. Financing

C. Support

D. Treasury

2. In a typical organisational structure of an Islamic bank, all the following are critical areas that require the setting up of Board committee, except:

A. Risk management

B. Audit and compliance

C. Nomination and remuneration

D. Marketing management

3. All the following are responsibilities of the Board of Directors, except:

A. Set the overall direction of the bank

B. Monitor and oversee performance of the bank

C. Oversee the performance of the senior management

D. Ensure risk management in the day-to-day activities of each line manager

4. The following are among the pillars of corporate governance, except:

A. Accountability

B. Profitability

C. Transparency

D. Ethical behaviour

5. Principle no.7 of the BNM-SGF is directly applicable to all the following functions, except:

A. Shariah Research

B. Shariah Review

C. Shariah Audit

D. Shariah Risk Management
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CHAPTER 3
BUSINESS SECTORS OF ISLAMIC BANKS



CHAPTER OVERVIEW


Islamic banks are generally involved in various sectors and markets through financing facilities. These business sectors are usually segregated into market segmentation based on the types and size of the target markets. The purpose of segmentation is to improve the focus of their business and operations Business sectors for Islamic banks are generally divided into the following:

1. Retail banking or consumer banking

2. Business banking

3. Investment banking

4. SME banking

5. Trade finance

These business sectors may form departments or units within the bank, with the function of running each specialised business.



TOPIC 3.1 RETAIL OR CONSUMER BANKING

Retail banking or consumer banking refers to the offering of banking services to retail or individual customers. This segment represents the biggest customer base in a bank’s business.

Retail banking offers a diverse range of banking products and services, from deposit and investment accounts, to financing facilities and financial services products.

Four common financial products and services offered in retail banking are:

1. Deposit products and investment deposit products

2. Financing products

3. Financing facilities and services products

4. Wealth management products

The detailed elaboration of each financial product is covered in the Foundation level module, “Overview of Financial Products”, covering product details and the contracts applicable. This module will provide a summary of the products, but will not delve into the details of each product.

Deposit Accounts and Investment Accounts

Deposits are the main source of funds for Islamic banks, particularly Islamic commercial banks. An Islamic bank may offer various types of deposit accounts to accommodate the needs of the customer. Deposit products comprise:

1. Current Account and Savings Account (CASA):

IFSA 2012 defines CASA as a deposit account based on the Islamic contract which guarantees the principal amount to customers upon demand. Thus, savings and current account are generally operated under Shariah contracts of wadi’ah yad damanah (trustee with guarantee) or qard hassan (interest-free loan).

Under wadi’ah yad damanah principle, Islamic banks accept deposits from customers who are looking for safe custody for their funds. The bank provides safekeeping services and will refund the deposits when required by customers (at any time). On the other hand, for deposit accounts under qard hassan, the bank actually “borrows” the deposits from and uses the money for its banking activities. Nevertheless, customers are free to withdraw their money at any time.

2.Term or fixed deposit account:

Term or fixed deposit account is for customers who have surplus funds and wish to generate profits in the short-term. This may be achieved through generation of profit under a murabahah-tawarruq contract adopted for the fixed deposit account. Customers will deposit their money in the account for a short period of time; a typical range is three to 12 months (though it can be more), and the deposit is returned to the customer with profits upon maturity.

Under IFSA 2013, Investment Accounts are defined as deposits under Shariah contracts which does not have a guaranteed principal and profit by the bank.

Investment Accounts comprise:

1. General Investment Account (GIA)

2. Special Investment Account (SIA)

3. Investment Account Platform (IAP)

The General Investment Account (GIA) normally utilises a mudarabah contract and the bank is unrestricted in terms of investment areas or decisions. Conversely, in a Special Investment Account (SIA), the customer may specify how the funds should be invested. Both types of investment accounts are subject to a certain tenor, ranging typically from one month to twelve months (or more).

Following the implementation of IFSA 2013, BNM has introduced a new investment product known as the Investment Account Platform (IAP). The platform facilitates the channelling of funds from investors to finance viable ventures and projects. The IAP is backed by Islamic banks via the offering of Investment Accounts to the investors. Through this platform, Islamic banks will facilitate matching of investments with the identified ventures or projects that are in need of funding.

There are three parties involved in the IAP account:

1. Sponsoring bank: The Islamic bank which is responsible for identifying viable projects / businesses, carrying out due diligent process and identify potential investors

2. Entrepreneur: The project owner who is seeking for capital to finance the project

3. Investors: The customer of the Islamic bank (either institutional or individual) who wants to invest in the project

The mobilisation of the capital is typically based on mudarabah or musharakah contracts, while capital financing to the project may be through sales, ijarah (lease) or equity financing contracts.

Financing Products and Facilities

i. House financing facility

• This facility is provided by the Islamic bank to partially finance the purchase of a house by customer.

• Financing may be offered under various types of Shariah contracts such as murabahah, ijarah, istisna’, musharakah mutanaqisah and tawarruq.

• The financing margin may be up to 90% of the purchase price of the house, while the financing package may include the cost of the Takaful mortgage plan.

• The financing period is up to 35 years or up to the age of 65 years (whichever is lower).

ii. Car financing facility

• This facility is offered to customers for the purchase of a cars or other vehicles. The financing margin may be up to 90% of the purchase price of the car, while the financing period is up to nine years.

• The common Shariah contract applied is al ijarah thuma al bai (AITAB) – lease that ends with sale of the vehicle, at the end of the financing period.

• Some Islamic banks offer car financing facilities under the Shariah contract of al ijarah muntahiyyah bi tamlik (AIMAT).

• Under the concept of AIMAT or AITAB financing, customers are able to lease the car from the bank with an option to acquire the leased assets at the end of the lease tenure.

iii. Personal financing facility

• Provided to customers in the form of cash for personal use, such as for education, medical, travelling, renovation cost and other emergency purposes.

• Currently, this facility is typically offered using tawarruq (commodity murabahah).

• The financing limit is normally up to RM50, 000 (however it can be higher up to RM100,000). The period of financing is up to 10 years.

• The financing may be under fixed personal financing with monthly fixed instalments.

• Another type of personal financing available is a “cash line facility”, whereby the limit approved will be parked in the customer’s current account. A cheque book and an ATM card will be given to customer to facilitate the utilisation of the facility.

iv. Credit card

• Islamic banks offer credit cards is to facilitate customers’ personal spending. A credit limit assigned and can be utilised by spending domestically and globally.

• Islamic credit cards currently operate using the tawarruq (commodity murabahah) contract. It may also operate under the concept of wakalah, whereby the customer appoints the bank as their agent (wakil) to facilitate their spending based on the limit given.

• The credit card limit usually goes up to RM50,000 (though it can be higher up to RM100,000). The period of financing is up to 3 years, subject to further renewal. The customer must make the monthly payment at a minimum 5% of the outstanding balance. The card is normally affiliated with major credit card merchants such as Mastercard or Visa.

v. Education financing

• For customers to finance the cost of education programs for themselves or their children. The amount is based on the cost of a particular education program.

• Most banks use the tawarruq (commodity murabahah) contract for this facility.

vi. Share financing for investment

• Usually, a share financing package is based on the concept of murabahah for customers to invest in shares.

• The bank purchases the shares as required by customer (financing principal), and then sells the share to the customer at a selling price (e.g. financing principal plus profit) on a deferred term. The repayment will be in lump sum, through the disposal of the shares. before or upon maturity of the financing period.

vii. Microfinancing and financing for small traders

• Microfinancing is offered to finance the capital requirements of small (or micro) enterprises. This financing is provided in the form of a fixed financing facility, usually for a period three to five years, for the purchase business equipment and / or for working capital.

• Some government schemes offer microfinancing facilities. The funds for the schemes are channelled by BNM to selected commercial banks including Islamic banks.

• The purpose of financing is to help small traders to obtained capital requirement.

viii. Ar rahn financing

• Rahn (or Islamic pawning) refers to an arrangement whereby a valuable asset, normally jewellery, is placed as collateral for debt. The Shariah contract of financing is under qard hassan (interest-free loan) and ar rahnu (collateral), in the form of jewellery pledged to the bank.

• The facility is for the short term, up to six months, and the financing margin is up to 60%-70% of the value of the jewellery. The customer will use the cash from the facility to fulfill their personal or business requirements.

• Some Islamic banks have set up a specific counter or premises for ar rahn services.

Financial Services

Apart from financing, savings and investment products, retail banks provide other financial services related to facilitating transactions and managing risks, outlined below:

i. Electronic banking products

• Internet banking

• Phone banking auto-pay (for salary payment)

• Direct debit

• Inter-bank Giro (IBG)

• Automated Teller Machine (ATM)

• Malaysian Electronic Point of Sale (MEPS) cash & e-debit

• Fund transfer e.g. telegraphic transfer, FOT, Western Union

ii. Remittances

• Bank draft

• Banker’s cheque

• Telegraphic transfer (TT)

• Foreign exchange (Forex)

iii. Takaful Products

• Fire, house owner Takaful

• Takaful mortgage plan (TMP/MRTA)

• Motor Takaful

• Personal accident Takaful

• Group credit Takaful

• Public liability Takaful

iv. Financial Services Technology (FINTECH)

• Finance and Investment

• Payment Infrastructure

• Operation and Risk Management

• Customer Interface

• Data Security

Some Islamic banks also offer wealth management products to individual customers. Islamic wealth management products and services may cover aspects of wealth management in the following areas:

• Investments and wealth accumulation, by offering a variety of banking and investments-based products

• Retirement and retirement income, through various retirement planning and pension schemes

• Wealth and lifestyle protection, through various Takaful with investment-linked products

• Transfer of wealth through estate planning, creation of Trust and Inheritance

• Other main areas such as hibah trust, writing of will trust, creation of waqf and its equivalents

TOPIC 3.2 BUSINESS BANKING

Business banking refers to a division involved in providing financing facilities for business sectors. The business sectors under this division can be segmented into the following:

Commercial Banking

This department is responsible for capturing business customers including SMEs. The SME market is the second largest market after consumer market. Although the risk profile of this market is higher, the profit margin for financing is better as compared to the corporate sector. Nevertheless, this business sector is fairly challenging as the bank must have a skilled credit officer to properly assess and manage risks from the SMEs’ business.

Corporate Banking

The target market of this division includes corporations and the government sector. Most of the corporations are listed in the stock markets. As for government institutions, this includes government bodies and Government-Linked Companies (GLC). The opportunities from within the government sector is supported by their active involvement in various infrastructure projects and strategic industries. As the market for this division is large and established institutions, the risk profile for is lower (compared to SMEs) which results in a lower profit margin for financing.

Companies normally have several subsidiaries and affiliate companies. Therefore, the amount of financing required for each company may be substantial. If the amount goes beyond the single customer limit of the bank, the financing requirement may be arranged through a club deal or syndication amongst a few banks. Hence, it is important for the credit officer in this department to have experience and knowledge in the industries, as well as project financial management skills.

Amongst the financing facilities offered by the business banking divisions are:

• Fixed asset financing for capital expenditure such as factory and commercial building, machinery, equipment etc.

• Project financing for construction of a project.

• Working capital financing for purchase of raw or construction materials, payment of overheads and general administrative expenses, and financing for receivables.

• Trade financing facility for export and import activity.

For the corporate and government sectors, sometimes a unique financial requirement will be addressed through tailor-made financial structuring to fulfil their financial needs.

TOPIC 3.3 INVESTMENT BANKING

The Islamic banking licence issued by BNM allows Islamic banks to offer investment banking services as well. The scope of Islamic investment banking includes the following areas:

i. Mergers and Acquisitions (M&A)

• Buy-side and sell-side advisory

• Mergers and acquisitions

• Takeovers

• Joint ventures

• Divestitures

• Management buy-outs

• Leveraged buy-outs and reverse take-overs

ii. Financial advisory

Provide expert guidance on general corporate matters, including capital management, listing transfers and dual listing, corporate valuations, corporate rationalisation and restructuring, employee stock options and incentive plans and general financial advice. Investment banking services also include advice on regulatory matters such as listing guidelines and requirements in a broad range of markets.

iii. Equity capital markets

Structuring and arranging requirements for equity capital in primary and secondary market transactions, including the issuance of Initial Public Offerings (IPOs), pre-IPO equity fund raising, placements, block trades, top-up placements, rights issues and private investment in public enterprises.

iv. Debt capital markets

Investment banking services may also include assisting government and corporate clients to raise funds through financing and sukuk (Islamic bond) issuances. The department must develop expertise the area of sukuk markets, syndicated financing markets, commercial papers, medium-term notes programme, Islamic capital markets, convertible sukuk, asset-backed securities, derivatives and structured finance markets.

TOPIC 3.4: SME BANKING

SME banking is when the unit or department is focusing on providing financing facilities and services to small and medium enterprise (SME). SME forms major part of real economy in a country including Malaysia. SME banking has been growing fastest in emerging markets together with the growth of the SME.

Why are special financing services provided for SME?

SMEs are corporations which could not be served through normal business banking which products are developed to cater huge financing facilities. SME are one sector of industry that lacks access to financial products and services. SME is defined as registered business with less than 250 employees (International Finance Corporation, 2010).

SME are mostly family owned corporation or partnership firm operating in various business such as manufacturing, food and beverages, trading and services industry. SME usually needs financial facilities because they lack the cash flow to make investment, and the capital requirement to grow. On top of that, SME also requires services such as money transaction facilities through the internet to facilitate their sale and purchase and deposit facilities.

However, usually SMEs could not meet the requirement of adequate financial records, contractual cost, and collateral. Therefore, SME banking was established to provide services to cater to the requirement for SME businesses. Below are the main services which are provided to facilitate the SME in managing their finance and grow their business:

• Financing facilities

Financing facilities for SME are almost the same for normal business banking products such as commodity murabaha, salam, istisna’, ijara, musharakah and mudarabah. However, most Islamic banks only offer murabaha product which is debt-based financing. This is because other types of financing such as musharakah or mudarabah involve risk sharing issues. What’s important for SME banking is to manage the risk in providing financing facilities to SME.

• Advisory services

SME would need help in producing reliable financial plans and selecting appropriate financial facilities for their business. These advisory services can help the SME to improve their business. SME banking would provide such services by guiding the client in understanding the financing facilities available for their corporation.

• Deposit and saving products

Deposit and saving products provide business with basic financial management tools to assist the SME to organise the revenue and savings. In the current banking system, all saving accounts of corporations would be linked to internet banking services which enable the SME to track their flow of income for the corporation.

• Investment products

Beside than the SME main business, they would also require some investment plan and services where they can obtain earning on excess capital.

TOPIC 3.5: Trade Finance

Trade finance refers to monetary activities related to commerce and international trade which include issuance of letter of credit, insurance or takaful and export credit. The trade finance centre functions as the gatekeeper in ensuring proper implementation of all trade finance facilities that has been approved to customer of the bank either at Commercial or at Corporate Banking Department. The Centre will be attending to and monitoring the operations including technical aspect of trade financing facilities and services rendered to the customer.

CHAPTER SUMMARY


To develop an understanding of banking operations, it is important to understand the banks’ market segments, the size of these segments, products offered, differing risk profiles, costs incurred and expertise needed. This chapter has deliberated the important market segments of Islamic banking which includes consumer individual, retail business, commercial and SME market as well as corporate and government sector. The segmentation is important for the bank to focus the area of business in capturing the specific market segment according to the respective business strategy.

The consumer (or individual) segment contributes the biggest customer base in the area of deposits, investment account and financing facilities. Business banking covers commercial customers, of which SME are an important customer base, albeit with a higher risk profile. Meanwhile, the corporate and government sectors provide higher volume of financing asset. Investment banking caters for niche market especially in the area of capital market.



TEST YOUR UNDERSTANDING

1. Which of the following is not part of Investment Accounts as defined under IFSA 2013?

A. General Investment Account

B. Hibah Investment Account

C. Investment Account Platform

D. Special Investment Account

5. Which of the following is best to define business banking?

A. Business banking is where investment related services are offered to business customers.

B. Business banking is the division focusing on providing financing and services to small and medium enterprises.

C. Business banking refers to a division involved in providing financing facilities for business sectors

D. Business banking refers to a division involved in providing facilities for government sector only

6. Which of the following is the type of Islamic contract that normally applies to a current account or savings account?

A. Mudarabah

B. Qard Hassan

C. Ijarah

D. Murabahah

7. What is the most common type of contract applied for vehicle financing?

A. Wakalah-Mudarabah contract

B. Ijarah-Wakalah contract

C. Musyarakah thumma al bai’ contract

D. Ijarah thumma al-bai’ contract

8. Which of the following situations would be most suitable to apply Al-Rahn type of financing?

A. Car financing

B. Capital financing for public company

C. Capital financing for small trader

D. House financing
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CHAPTER 4
ISLAMIC BANKS AND CUSTOMER
RELATIONSHIPS



CHAPTER OVERVIEW


Banks and customers form a business relationship, as products and services offered by the bank are subscribed by the customers. To determine the scope and type of responsibility for each party, it is vital for the bank to identify the type of relationship it will be based on. This is determined through the (1) type of customer and (2) underlying contract applied in the product and services. Both parties will need to fulfil their responsibilities as reflected in the contract.



TOPIC 4.1 CONVENTIONAL BANKS AND CUSTOMER RELATIONSHIPS

The type of customer will determine the nature of the bank-customer relationship. In general, customers can be categorised into the following;

i) Deposit account customer

ii) Investment account customer

iii) Financing / loan account customer

Customers can subscribe to more than one type of product. For example, a deposit account customer may also have an investment account and a consumer financing account (such as home financing) with the same bank. A corporate client may subscribe to deposit and investment accounts, in addition to a financing facility. Therefore, one customer may have multiple relationships with the bank.

The following are examples of the type of bank and customer relationships:

• Debtor and creditor

• Pledger and pledgee

• Licensor and licensee

• Bailor and bailee

• Hypothecator and hypothecate

• Trustee and beneficiary

• Agent and principal

• Advisor and client

• Other miscellaneous relationships

(KALYAN CITY LIFE: Gaurav Akrani. Date: 4/06/2012. Label: Banking)

In general, customer relationships under conventional banks are in the form of lender and borrower, as most of the underlying contracts applied in deposit, investment and loan products are under loan contracts. Therefore, the relationship is fairly straightforward and easy to manage.

TOPIC 4.2 ISLAMIC BANKS AND CUSTOMER RELATIONSHIPS

The relationship between the bank and the customer with regards to deposit-taking differs between conventional banking and Islamic banking. In conventional banking, the relationship established between is governed by a creditor-debtor relationship. This is based on the decision of the legal case of Foley v Hill [1848] by House of Lords in United Kingdom. As a creditor, the bank may use the money deposited to provide loans to its customers, and the depositor is entitled to a return in the form of interest. In lending activities, the bank may charge interest on the money borrowed by the customer.

The practice in Islamic banks is different with regard to the relationship between the bank and the customer. In terms of deposit-taking, the relationship will depend on the Shariah contracts or principles that are applied in savings account, current account, term deposit, etc. Current accounts and savings accounts are collectively normally referred to as CASA. Similarly, in financing activities, the relationship between the bank and the customer is different from that of the conventional banks. The common financing products offered by Islamic banks are either sale-based, lease-based or equity-based which entail different income types.

Types of Relationships in Islamic and Conventional Banking

Deposit Accounts

Deposit accounts, consisting of savings or current accounts, offered by Islamic bank may use (1) wadi’ah yad damanah, (2) qard hassan or (3) tawarruq. As the term suggests, wadi’ah yad damanah is a savings / deposit with guarantee. Thus, the relationship in this contract is based on trustee and beneficiary, where the bank acts as the trustee to the money deposited by customers. As for accounts under the qard hassan (benevolent loan) contract, the relationship will be based on debtor and creditor, where the customer’s deposit is recognised as loan given to the bank. The bank is therefore responsible to make repayments to the customer within a specified time. In term deposit accounts which apply the tawarruq or commodity murabahah contract, the relationship is between buyer (bank) and seller (account holder), on deferred payment with profit margin.

Investment Accounts

Given its investment feature, investment accounts in Islamic banks may apply the principles of mudarabah, musharakah or wakalah. If the investment account applies the mudarabah contract, the relationship will be between the mudarib and the rabbul mal. The bank becomes a manager (mudarib) and the customer, as the investor, becomes the owner of the fund (rabbul mal). If the investment account is arranged under musharakah contract, the relationship between both parties will be as partners or shareholders. For investment accounts under the wakalah contract, the customer appoints the bank as an agent to manage their funds, and pays the bank an agency fee.

Financing Products

Each product may have its unique or specific contract utilised based on the needs, requirements and types of financing offered. The bank approves the customer’s application for financing facilities, based on eligibility criteria. The bank and customer relationship is established based on the type of facility and underlying Shariah contract. The type of relationship can be summarized as listed below:

a. Fixed asset financing

• Seller and buyer with (2) debtor-creditor relationship (under BBA or murabahah contract)

• Lessee and lessor relationship (under ijarah or lease contract)

• Diminishing Partnership (under Musharakah Mutanaqisah)

b. Contract or project financing

• Seller and buyer, with (2) debtor-creditor relationship (under istisna’, salam or murabahah contract)

c. Working capital financing

• (1) Seller and buyer, with (2) debtor-creditor relationship (under murabahah or tawarruq contract for purchase of raw / construction materials

• (1) Seller and buyer, with (2) debtor-creditor relationship (under ad dayn contract for financing of debt / receivables)

• (1) Seller and buyer, with (2) debtor-creditor relationship (under commodity murabahah for financing of overhead and general administrative expenses

• If the bank and customer agree to finance the business under the mudarabah contract, the cash capital provided by the bank can be used on a wider scope. Thus, the facility is able to fulfil a wider range of financial requirements by the customer in operating his business. The relationship between bank and customer will be established as investor and entrepreneur relationship.

Table 4.1: Summary of Bank-Customer Relationship




	Contract
	Relationship



	Sales contract on deferred payment
	Debtor and creditor



	Lease (ijarah) contract
	Lease and lessor



	Profit sharing (mudarabah) contract
	Manager / entrepreneur (mudarib) and the owner of the fund (rabbul mal)



	Partnership (musharakah) contract
	Joint ownership / joint venture





TOPIC 4.3 MONEY LAUNDERING AND COUNTER FINANCING TERRORISM

The Anti-Money Laundering and Counter Financing of Terrorism (AML/CFT) guidelines require reporting institutions such as Islamic banks to screen deposits and transactions in determining that these are:

1. not sourced from illegal activities (money laundering)

2. not used to finance terrorists’ activities


Definition of money laundering6:

Money laundering is defined as the process of converting money / property, which is derived from illegal activities to give it a legitimate appearance. Examples of illegal activities:

• Drug trafficking

• Prostitution

• Smuggling

• Kidnapping for ransom

• Bribery

• Get-rich quick schemes

• Human trafficking



The act of money laundering is to legalise illicit money through legal and valid transactions. The standard procedure of money laundering begins with opening a deposit account with a bank, and conducting transactions as means to facilitate money laundering activities. There are also cases whereby accounts are opened or registered under false name. These are the areas that need further attention by a financial institution.

There are 3 stages in money laundering:

1. Placement: The physical disposal of cash proceeds derived from illegal activities are channelled to the bank. The cash will be saved in the bank account.

2. Layering: The illicit cash proceeds will be separated from their original sources through transactions that disguise the audit trail and provide anonymity. For example:

a. to purchase an investment instrument

b. to purchase an asset with a low financing margin say 30:70 or 50:50 ratios

c. to transfer the money to other parties

d. to use the money as a capital for their business

3. Integration: With the above process, the laundered proceeds (money) will be integrated into the economy as normal funds - meaning that, the fund has already become legal.

What is terrorism financing?

1. Terrorism financing generally refers to carrying out transactions involving funds that may or may not be owned by terrorists, and are intended to be used to fund acts of terrorism.

2. The focus is determining the sources or uses of the funds, which may have been derived from legitimate sources. For example, a customer of a financial institution may use the money in his account to finance the activity of terrorism by transferring the funds.

Money Laundering vs Terrorism Financing

Table 4.2: Money Laundering vs Terrorism Financing




	
	MONEY LAUNDERING
	TERRORISM FINANCING



	Motivation
	For profit
	To support an ideology / fostering instability



	Focus
	Source of funds
	Uses of funds



	Sources of the funds
	Illegal (derived from crime)
	Both legal (legitimate business, donation, sponsorship) and illegal



	Financial system
	Formal
	Informal / underground





Regulation Governing Anti-Money Laundering and Financing Terrorism in Malaysia

The Anti-Money Laundering, Anti-Terrorism Financing and Proceeds of Unlawful Activities Act 2001 (AMLA) governs any matters concerning money laundering and terrorism financing. Financial Institutions including Islamic banks are subject to the Standard Guidelines on Anti-Money Laundering and Counter Terrorism (AML/CFT) as well as Sectorial Guidelines 1 under UPW/GP1. The guidelines are applicable to the reporting institutions, including branches and subsidiaries outside Malaysia carrying out any activity listed in the First Schedule of the AMLATFA7. The Sectoral Guidelines 1 are applicable to products and services offered by both conventional and Islamic banks.

The purpose of the Sectoral Guidelines 1 is to provide guidance and minimum standards on AML/CFT measures, to support the reporting institution in developing its own:

i. Internal policies

ii. Procedures

iii. Controls

Customer Acceptance Policy

The Customer Acceptance Policy (CAP) is a policy which reporting institutions abide by in matters relating to the establishment of business relationships with customers. Under the guidelines, the reporting institutions must implement a CAP which includes, among others:

a. Risk profiling

RI should review and update its customers’ profiles regularly especially when there are changes in their employment or nature of business.

Factors to consider:

i. The origin of the customer and business location

ii. The background or profile of customer

iii. The nature of the business

iv. The structure of ownership (for a corporate customer)

v. Any other information suggesting that the customer poses a risk

b. Customer Due Diligence (CDD)

Refers to the extent of information required from the reporting institutions’ customer at the identification stage, which maybe based on the following:

i. Money laundering and terrorism financing risks associated with the customer, based on his background and suspicious circumstances in which the transaction was conducted

ii. Types or forms of transactions undertaken that are suspicious in nature and requires verification

iii. Transactions involving new types of services, products or new technology

iv. Types of customers – whether they are accountholders, non-accountholders, and entities that they represent

Reporting institutions must ensure that prior to the launch of any new products or services, or engagement of new technology, controls to combat money laundering and terrorism financing practices are in place to address any risks that these new products, services, or technology may pose.

When to conduct Customer Due Diligence?

i. Upon establishing business relationship:

ii. Opening of account

iii. Application for financing

Customer Due Diligence is required for the following Threshold Amount:

Table 4.3: Due Diligence Threshold Amount




	Type of Transaction
	Threshold Amount



	Bureau de Change
	RM20,000 and above



	Occasional transactions e.g. by non-accountholder
	RM50,000 and above



	Wire transfer
	RM3,000 and above



	Cash transactions
	RM25,000 and above



	Suspicious transactions
	Any amount





Typical features of a high-risk customer:

i. Non-resident

ii. High risk business / occupation (e.g. cash-based business)

iii. Residential address falls under high-risk area

iv. Match against negative list

v. High net-worth individual (initial deposit of RM3 million)

vi. Foreign politically-exposed person

vii. Complex legal arrangement (e.g. trust, nominee)

In the case of a high risk customer, additional measures will be taken such as carrying out enhanced due diligence (EDD) and transaction due diligence (TDD), which involves transactions exceeding or equivalent to the threshold amount or suspicious transactions for any amount.

Red Flag Indicators:


The following criteria of transactions will be classified as Red Flag indicators:

i. Donations to and from overseas offices

ii. Utilisation of multiple accounts to collect funds and channel to foreign beneficiaries

iii. Sudden increase in the frequency and amount of transactions

iv. Programme objectives and expenditures that do not match

v. Lack of contributions from local donors



Know Your Customer (KYC) Procedures

Know Your Customer procedures are a key function in assessing and monitoring customer risk in order to comply with the AML/CFT laws. KYC procedures are followed by a financial institution to:

i. Establish customer identity

ii. Understand the nature of the customer’s activities (primary goal is to ensure that the source of the customer’s funds is legitimate)

iii. Assess money laundering risks associated with the customer for purposes of monitoring the customer’s activities

KYC is normally carried out at the following stage:

i. On-boarding stage: for new customers

ii. Throughout business relationship: for existing customers, for example if any modification is made to the customer’s account

iii. At point of transaction

KYC may also be carried out on non-account holders approaching the bank for high value one-off transactions.

Money Laundering Offences

Table 4.4: Money Laundering Offences




	OFFENCES
	PENALTY



	Any reporting institution which contravenes subsection (1) or (2) commits an offence and shall on conviction
	Be liable to a fine not exceeding RM1 million or to imprisonment for a term not exceeding one year or to both.



	Offence of money laundering 4 (1) Any person who—
(a) engages in, or attempts to engage in; or,
(b) abets the commission of money laundering, commits an offence and shall on conviction
	Be liable to a fine not exceeding RM5 million or to imprisonment for a term not exceeding five years or to both.



	Section 44 (1) Subject to section 50, where an enforcement agency, having the power to enforce the law under which a serious offence is committed, has reasonable grounds to suspect that an offence under subsection 4(1) or a terrorism financing offence has been, is being or is about to be committed by any person,
	it may issue an order freezing any property of that person or any terrorist property, as the case may be, wherever the property may be, or in his possession, under his control or due from any source to him.,



	Section 22(2)
Failure of the Bank to comply in whole or in part with any obligations in the Act
	BNM can take appropriate enforcement action, including obtaining Court order against any / all of the officers /employees of the Bank



	Section 22(4)
Failure an employee to comply with the Act
	Fine not exceeding RM100,000 / imprisonment not exceeding 6 months or to both



	Section 86
Failure an employee to comply the provision of the Act, if no penalty is expressly provided for the offence
	Fine not exceeding RM250,000





TOPIC 4.4 PERSONAL DATA PROTECTION ACT 2010 (PDPA)

The PDPA was enforceable in Malaysia on 15 November 2013. Under the PDPA, the Personal Data Protection Order 2013 was established, which requires certain classes of data users to register with the Personal Data Protection Commissioner. These data users are from various industries.

The PDPA empowers the data owner, whereby the Act prohibits data users from collecting and processing a data owners’ personal data without his or her consent. Disclosing or making its data available to any third party without the consent of data owners is also prohibited. Data users are required to inform data owners on the purpose of its data collection, any information on any relevant third party who may have access to the data, and the choices that data owners have on the usage of the data.

The Act also requires data users to put in place adequate security and indemnity measures to prevent the theft, misuse, unauthorised access, accidental disclosure, alteration or destruction of data under their care.

Financial Intelligence Unit (FIU)

In August 2001, the Financial Intelligence Unit (FIU) was established in BNM with mission to formulate and implement AML/CFT laws and measures to deter and detect financial crimes by gathering and sharing financial intelligence nationwide and to co-operate with other countries in the global fight against money laundering and serious crimes.

The FIU’s work is supported by the Financial Intelligence System (FINS). The FINS is a reporting system that is developed to cater for submission of Suspicious Transaction Reports (STRs) from the reporting institutions. Its main purpose is to establish an effective information management in the FIU.

When any of the reporting institutions’ employees suspect or have reason to suspect that the transaction or attempted transaction involves proceeds from an unlawful activity, or the customer is involved in money laundering or terrorism financing, a report needs to be made to start an investigation on this matter.

Core Partner of Financial Intelligence Unit (FIU)
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Figure 4.1: Core Partner of Financial Intelligence Unit

CHAPTER SUMMARY


This chapter has discussed the important relationship between banks and customers, based on products and services offered by the banks. The underlying Shariah contract of the products will determine the type of relationship between banks and customers. Both parties need to observe their right and responsibilities to ensure that the relationship will be beneficial to them.

The chapter also discussed the Anti Money Laundering and Counter Terrorism Act 2001 (AML/CTF), which defines money laundering and terrorism financing, and the procedures and actions that banks need to undertake to prevent these offences. There are requirements for banks, such as to put in place internal control systems and conducting customer due diligence as a measures in identifying and reporting customers who may be involved in these activities.

Another important aspect of the bank-customer relationship is personal data. The Personal Data Protection Order 2013 requires certain class of data users to register with the Personal Data Protection Commissioner. These data users are from various industries. The Act prohibits data users from collecting and processing, disclosing or making its data available to any third party a data owners’ personal without his or her consent.



TEST YOUR UNDERSTANDING

1. Which of the statements below is TRUE on the importance of the bank and customer relationship?

A. Allows the bank to impose any type of charges to customer

B. The customer has a special right to get approval when apply for a financing facility

C. To determine the rights of both parties between bank and customer

D. Certain types of relationship will allow the bank to provide a special treatment / services for the customer

2. The Shariah contract will determine the type of relationship between bank and customer. Which of the following is NOT TRUE?

A. Ijarah contract – relationship between lease and lessor

B. Musharakah contract - relationship between entrepreneur (mudarib) and rabbul mal

C. Murabahah contract - relationship between seller and buyer

D. Wakalah contract - relationship between principal and agent

3. Money laundering is defined as the process of converting money / property, which is derived from illegal activities to give it a legitimate appearance. In this context which of the following is classified under the category of illegal activities:

A. Money from crowd funding

B. Money transfer from non-Shariah compliant transactions

C. Money from bribery and get-rich quick schemes

D. Money transmitted through fintech

4. Based on the stages of money laundering, the physical disposal of proceeds derived from illegal activities is called:

A. Deposit

B. Placement

C. Layering

D. Integration

5. Which of the following criteria is NOT TRUE with regard to differences between money laundering and financing terrorism activities?

A. The motivation for money laundering is to enjoy profits, but terrorism financing is for ideological goals.

B. The focus of money laundering activity is the utilisation of the fund, but for terrorism financing the focus is the sources of the funds.

C. The sources of the fund for money laundering are illegal (derived from crime), but for terrorism financing the sources are either legal (legitimate business, donation, sponsorship) and illegal.

D. The financial system for money laundering is formal, but for terrorism financing it is Informal / underground.


Short Case Study:

A property development company (PDC) plan to construct a new project for a mixed development comprises of single and double story terrace houses, affordable apartments, shop houses and public facility such as allocating area for a primary school, community centre, club house and a masjid. Total development value amounted to RM300 million exclusive of school building which the budget will be from Ministry of Education. PDC require RM100 million capital and have approached Insany Islamic Bank (IISB) to obtained financing facility to meet their capital requirements. IISB has approved for a bridging financing facility under musharakah contract and PDC has accepted the offer for RM100 million amount of facility.

Based on the above scenario, answer the following question;

i) Explain type of relationship between bank and PDC in the above business deal

ii) In general, what are the right of both parties in the above relationship?

iii) Based on the right of the bank under the above relationship, can the IISB charge profit to the PDC for the facility provided in case if the project incurring loss.

Short Case Study: Points to consider

(i) The financing involves musharakah contract on property development. Hence you need to consider number of different contractual agreement which may be engineered to come under the financing terms. You will also need to identify the role, rights and responsibilities of the contractual parties between the bank and customer from musharakah perspective and the other contract may be relevant for the agreement

(ii) Once you have identified the contractual agreements in place identify the rights and responsibilities of bank and customer in the different contracts they have agreed upon

(iii) If you had understood correctly all the roles of each parties, you then can identify whether under which role does the profit falls into and whether the profit is allowed in the scenario given.
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CHAPTER 5
METHODS, PROCEDURES AND
PROCESSES IN BANKING OPERATIONS



CHAPTER OVERVIEW


The roles of Islamic banks worldwide are quite similar, in which they are accepting Islamic deposits in various forms, provide financing to the individuals and business sectors and provision of other financial services that are allowable by the central bank or the monetary authority in the country. Examples of the law governing the operations of Islamic banks is that of the Malaysian Islamic Financial Services Act 2013 (IFSA 2013) in Malaysia. IFSA 2013 provides for the regulation and supervision of Islamic financial institutions, payment systems and other relevant entities, and the oversight of the Islamic money market and Islamic foreign exchange market to promote financial stability and compliance with Shariah and for related, consequential or incidental matters. One of the main roles of Islamic banks addressed in the Act, is to accept deposits and investment to be utilised for financing activities. Financing activities are the main source of income that will be shared between the bank and the depositors according to the respective Shariah contracts and principles. This chapter will further discuss banking operations with respect to deposits, investment and financing.



TOPIC 5.1 OPERATIONS OF DEPOSIT AND INVESTMENT ACCOUNTS

Savings Accounts

As discussed in Chapter 3, the modus operandi of conventional and Islamic banks are fairly similar in managing savings accounts, with the main difference arising from the utilisation of Shariah-compliance contracts.

Generally, the purpose of saving money in banks are for safe-keeping, convenience in conducting transactions and to gain returns on the deposits. Muslim customers with awareness of Islamic principles may see a Shariah-compliant way of saving – in particular, to avoid riba or earning interest on their deposits. The use of the various Shariah contracts and principles in operating savings accounts (e.g. wadi’ah yad damanah, qard and tawarruq) enables the bank to use the money without contravening the terms of the contract between the bank and the customer. Since savings accounts are categorised as demand deposits, the depositer may withdraw the balance at any time, and the banks have a duty to guarantee the refund of all balances. While the banks are entitled to all the profits generated depositors’ funds, the banks may offer returns to depositors, at their discretion.

Besides the use of common Shariah contracts and principles above, several Islamic banks in Malaysia and Pakistan (e.g. Meezan Bank), offer savings accounts using the mudarabah contract. The treatment under mudarabah is different as the funds collected will be pooled and used for financing facilities that may apply the various Shariah contracts such as murabahah, ijarah, istisna and diminishing musharakah. Before the commencement of the deposit account, the bank and the customer/investor have to agree on the profit-sharing ratio. In the case of Meezan Bank, the deposits can be made in various currencies such as Pakistan Rupee, US Dollar, Euro and British Pound.

1. Opening of Savings Accounts

Most Islamic banks only offers savings accounts to individuals, or joint-accounts (usually with a family member or spouse). Business entities are not eligible to open savings accounts. However, non-profit establishments such as clubs, associations, societies, foundations, and trusts are allowed to open savings accounts, subject to conditions imposed by the banks. There are also many categories of savings accounts with special features and different names which are normally offered by Islamic banks to attract certain groups of customers.

Now, let us look at some of the features of basic savings accounts which are offered by Islamic banks in Malaysia such as Bank Islam Berhad and Maybank Islamic Bank Berhad as tabulated below:

Table 5.1: Sample Features of Savings Accounts in Malaysian Islamic Banks




	Item
	Bank Islam
	Maybank Islamic



	Minimum opening amount
	RM100
	RM1 for trust/minor/ student/monthly instalment accounts and rm250 for adults.



	Minimum balance
	RM10
	RM10



	Age Requirements
	Open to all, 13 years and above
	For minors aged 18 and below, and adults.



	Type of Account
	• Individual account: Aged 13 and above

• Trust: Children under 13 (opened by a parent or legal guardian)

• Account for legal purpose: Opened by legal firm for their clients

	• Individual account: Any age

• Trust: Children under 12 (opened by a parent or legal guardian)

• Minor: Children below 18 with identification card

• Clubs, organisations, societies, recognised by Maybank




	Shariah Contract
	Qard
	Qard



	Benefits
	• Monthly hibah at the bank’s discretion

• Savings book

• Bankcard facilities

• Salary crediting & sweeping facility

• Standing instruction

• Other facilities: Bill payment, online banking

• TAB mobile banking

	• May at its discretion pay hibah(gift) to the depositors

• Over the counter service at any Maybank / MIB branch

• ATM access and cashless shopping

• Kawanku Phone Banking access

• Earn Treats Points with Maybankard Visa Debit

• Online banking




	Electronic Banking Facilities
	• ATM

○ Cash withdrawal

○ Fund transfer

○ Statement request

○ Bills payments

○ Zakat payment

○ Deposit to & withdrawal from Tabung Haji

○ Contribution to charities

○ Internet banking

○ MEPS cash enquiry

• Tab Mobile banking-i

• e-Debit (Payment of purchase using PIN)

• MEPS cash (e-Purse in Bankcard)

	• ATM

○ Cash withdrawal

○ Fund transfer

○ Statement request

○ Bills payments

○ Zakat payment

○ Deposit to & withdrawal from Tabung Haji

○ Internet banking

○ MEPS cash enquiry

• e-Debit (Payment of purchase using PIN)




	Maximum daily ATM Withdrawal
	Maximum RM5,000 or 5 transactions, whichever comes first
	Maximum RM5,000



	Protection by PIDM
	Eligible
	Eligible





Source: Bank Islam and Maybank websites (as at January 2019)

From Table 5.1, most of the features for Islamic savings accounts are quite similar between the two major banks. The differences in the features may be attributed to marketing strategies, or variances in ICT support systems.

Now, let us look at the procedure for opening of a basic savings account.

Table 5.2: Sample of Required Documents and Fees for Savings Accounts in Malaysian Islamic Banks




	Item
	Bank Islam
	Maybank Islamic



	Required Documents
	• Original identity card for Malaysians and passports for foreigners

	• Original identity card for Malaysians and passports for foreigners


Secondary supporting documents:
• Valid Passport (if identity card is produced as a primary document)

• Valid driving licence

• Utility bills (e.g. water / electricity / telephone bills, Quit Rent, Assessment Notice) in the name and address of the customer opening the account

• Letter of employment

• Credit card




	Fees and Charges
	• Replacement of ATM/bankcard: RM12

• Any account which is closed within 3 months of account opening will be charged at RM21.20 per account

• Cash withdrawal at ATM owned by other Financial Institution under MEPS will be charged RM1 per transaction

• Annual ATM charge: The application will be processed as usual where a charge of RM8.48 will be imposed

	• Replacement of ATM/bankcard: RM12

• Replacement of lost savings passbook: RM15 (inclusive of stamp duty)

• Replacement of savings passbook due to poor handling: RM10

• Early closure of account within 3 months of account opening: RM20

• Cash withdrawals at ATM facilities owned by other banks (MEPS charges): RM1






Source: Bank Islam and Maybank websites (as at January 2019)

To verify the identity card, the practice in Malaysia is as follows:

• The identity card (MyKad) will be scanned via biometric card (MyKad) reader and it will be printed out for records. If it is unreadable, the application will be rejected.

• Similarly, the verification of other identification documents such as MyTentera/MyPR must be done via the biometric card reader.

• Any verification of signature must be made against signature specimen, and this must be physically sighted before the account is opened.

• All joint account holders and partners shall sign the application form.

• Photocopies to be stamped “Original Copy Sighted”. Photocopied identity cards be marked with the phrase “For Bank ABC Use Only”.

• Data maintenance is enhanced through printouts and reports.

• To comply with due diligence and the Shariah principles and recitation of aqad (if necessary).

• Rules & regulations to be printed, handed over and explained to customer; and to be acknowledged by customer.

• To inform the applicant on the Perbadanan Insurans Deposit Malaysia (PIDM) cover (if applicable)

Foreigners may open savings accounts at local islamic banks. they are classified as “external accounts”. An external account may encompass the following customers:

• Non-resident

• Resident fund managers, nominee companies, trust companies or legal firms to maintain funds belonging to non-resident

• Non-resident husband, jointly with his resident wife

• Resident, jointly with non-resident

• Non-resident guardian, jointly with resident minor

• Non-resident who operates an account in trust for a resident who is not a minor

• Resident who operates an account in trust for a non-resident who is not a minor

A non-resident is defined as:

• Any person other than resident

• An overseas branch / overseas subsidiary / regional office / sales office / representative office of a resident company

• Embassies, consulates, high commissions, supranational, or international organisations

• A Malaysian citizen who has obtained PR (permanent resident) status of a territory outside Malaysia, and is residing outside Malaysia

To distinguish between resident and non-resident accounts, banks are to stamp “EXTERNAL ACCOUNT” and to indicate “Country of Origin” on the application form and specimen card.

The insurance or Takaful cover for deposits placed with Islamic banks are managed by the PIDM. This insurance/Takaful cover came into effect in September 2005. It protects depositors, whether individuals or businesses against a member bank failure. The maximum limit of coverage is RM250,000 per depositor, per member institution. Coverage includes the principal amount and the interest return, and there will be separate coverage for conventional and Islamic deposits. In addition, deposits in different member banks are protected separately. The type of deposits which are eligible for protection include inter-alia current accounts, savings accounts, fixed or term deposits, joint accounts, trust accounts and foreign currency deposits.

Another important aspect of account opening that has to be observed is the avoidance of money that is obtained through illegal sources. For this purpose, the Malaysian government has enacted a law called Anti-Money Laundering, Anti-Terrorism Financing and Proceeds of Unlawful Activities Act 2001 or AMLATFPUA as discussed in Chapter 4.

All Islamic banks must also be prudent in accepting depositors and their funds. There must be in place Customer Acceptance Policy (CAP) that covers the important aspects such as risk profiling and proper conduct of customer due diligence (CDD). For high-risk customers, the bank should conduct a more rigorous CDD, to check on the source of funds as well as the purpose of the transactions, and to report any suspicious transactions.

2. Closure of Savings Account

Saving accounts are closed when the customer informs the bank of the closure, and subsequently withdraws the full balance in the account. Normally, a minimum service charge of RM10 (or available balance, whichever is lower) is imposed on the customer if the account closed within 3 months from the opening date. The bank may auto-close dormant savings accounts with low balances (e.g. RM20 and below), after giving due notice to the customer. This is to avoid the bank from maintaining dormant accounts which do not bring benefits to either party.


Current Accounts

Current accounts are commonly offered by Islamic commercial banks. Current accounts are not offered by non-bank financial institutions, such as development financial institutions. Generally, current accounts are offered to individuals, businesses or organisations which need to make regular payments to their clients or suppliers. One distinct feature that separates current accounts from savings accounts is the ability to issue cheques. In addition, there is no passbook provided by the bank. All transactions in the account are recorded digitally, and account statements are usually made available monthly to the account holders. Most banks publish the monthly statement through their online portal, for convenience and cost savings. If the account holder wants to have hard copy statement, they may request from the bank at a fee or print from the online portal.


1. Shariah Contracts Used in Current Accounts

Islamic banks use a variety of Shariah contracts to operate current accounts. Among the common Shariah contracts used are wadi’ah yad damanah and qard. Some Islamic banks offer current accounts under the mudarabah contract. Despite the different contracts used, the features of the account are generally quite similar. The difference arises in the returns from the deposit placements. Under the contracts of wadi’ah yad damanah and qard, the returns to the account holders are at the discretion of the bank in the form of a gift (hibah). For a mudarabah-based current account, the bank will provide returns based on the pre-agreed profit-sharing ratio. Amongst the Islamic banks in Malaysia that offer mudarabah current accounts are Maybank Islamic Bank and Bank Islam (as at January 2019). Since the mudarabah current account is categorised as an investment account, the bank would normally allocate the funds in a home or fixed asset financing portfolio, which are normally of good quality and generate stable profits.


2. Opening, Maintenance and Closing of Current Account

The process for the opening of current account is quite similar to that of a savings account. For individuals (whether single or joint accounts), the procedure is similar, including the procedure for external accounts. As for business entities, the documents required are slightly different.

Table 5.3 summarises the features of basic current accounts offered by Islamic banks in Malaysia:

Table 5.3: Common Basic Features of Islamic Current Account for Business Entities




	Eligibility
	• Malaysian business entities

• Non Resident-Controlled Company (NRCC)




	Document and information required
	• Certificate of registration

• Usual forms of business on shareholdings and business categories

• Memorandum and articles of association

• Other relevant information

• Searches




	Minimum opening balance
	• Between RM1,000 to RM2,000




	Minimum services
	• Cheque and cash deposit

• ATM and over-the-counter (OTC) withdrawals

• Fund transfers

• Utility bill payment facilities




	Internet banking
	• Fund transfer facility

• Online bill payment facilities within the Bank

• Account enquiries including account balances/summary, account statement and transaction history




	Benefits
	• Minimal / no service charge will be imposed

• The convenience of printing mini-statements via ATM machines

• Unlimited withdrawals can be made at the home branch

• Outstation withdrawals can be made by personal account holders

• The bank may at its discretion pay hibah to the account holders depending on the Shariah contract used

• Availability of cash line or Islamic overdraft facility to account holders (depending on eligibility)






Usually, an introducer is required by the bank to open a current account. The introducer must be an existing current account holder with the bank. However, there are exceptions to the rule depending on the circumstances.

For a Private Limited Company, the bank typically requires a Board of Directors’ resolution authorising the opening of account with the bank branch. In addition, the bank may require confirmation by the company secretary when there are abnormal conditions in the resolution. For example, a resolution that says that only one signatory is has been appointed to operate the account.

Another important procedure is the “stop payment” instruction for the cheques already issued, in which case it needs to be verified and attended to promptly to avoid any untoward implications.

To close a current account, the unused cheques need to be returned and destroyed by the Bank for security reasons. It is also a common practice to screen the applicant. The search includes among others CTOS Credit Tip-off Service (CTOS), Dishonoured Cheque Information System (DCHEQS), Companies Commission of Malaysia (CCM or SSM), Registrar of Societies and Cooperatives, and the bank’s internal blacklist.

3. Cheque Issuance and Clearance

One of the advantages of current accounts over other types of accounts is the use of cheques. A cheque is not a legal tender like currency notes and coins, but it is widely accepted as means of payment. In Malaysia, cheques are used for settlement purposes in accordance with the law that governs the use of cheques, namely the Bills of Exchange Act 1949 (BOE). A specimen signature in image form needs to be sent to the SPICK Centre upon the account opening. Then, a cheque book that consists of a fixed number of cheque leaves will be issued to the account holder, except for designated account without cheque book issuance such as escrow account8.

Cheques are covered under Section 3(1) of the Act, a Bill of Exchange is:

• an unconditional order

• in writing

• addressed by one person to another (drawee)

• signed by the person giving the order (drawer)

• requiring the person to whom it is addressed to pay on demand or at a fixed determinable future time (date)

• a sum certain in money (amount)

• to the order of a specified person or to bearer (payee)

A sample of a cheque issued by a bank in Malaysia is given in the figure below:
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Figure 5.1: Sample of Cheque

The above sample shows that the minimum required information in a cheque as states in the Bills of Exchange Act 1949. A drawer is the person (account holder) that issues the cheque. A drawee is the bank whom the cheque is addressed (paying banker) and a payee is the person (beneficiary) to whom the cheque is made payable to. The bank’s duty is to:

• receive money and to collect cheques for their customers’ account

• honour cheques drawn on the bank; provided the cheques are drawn in proper form, the account has sufficient funds; and there are no legal proceedings against the customer

• ensure customers’ particulars and their accounts are kept in the strictest confidence (Duty of Secrecy/Confidentiality)

On the other hand, the customer’s duties are to:

• exercise reasonable care in drawing cheques (Macmillan’s Duty), based on the London Joint Stock Bank Ltd. v. Macmillan (1918-19) All ER Rep 30 case

• disclose forgeries if he is aware of it (Greenwood’s Duty), based on Greenwood v Martin’s Bank Ltd HL ([1933] AC 51

• ensure there are sufficient funds in the account to pay the issued cheque

The collecting bank, namely the bank at which the cheque is banked into, also has a duty to:

• speedily clear all cheques collected

• ensure the cheque is allocated to the rightful party

• promptly inform customer of all returned cheques

Lastly, the paying bank has the following duties with regard to the cheque issued by the drawee:

• to honour (pay) the customer’s cheque if:

• it is presented within banking hours

• it is drawn in proper form

• the account has sufficient funds

• there is no legal cause not to pay

• to ensure dishonoured cheques are promptly returned

• to ensure authorized instructions are carried out on a timely basis such as stop payment, change of address, etc.

The paying bank has the right not to honour the cheque that has been issued by its customer in following circumstances:

• Countermand (revocation) of payment

• Notice of customer’s death

• Mental incapacity / insanity of customer

• Bankruptcy of customer

A cheque that has been issued cannot be returned without a valid reason. The cheque can only be returned under the following reasons:

Technical reasons

• Signature differs

• Drawers signature required

• Post-dated

• Stale / out of date (cheque dated more than 6 months)

• Payee’s name required

• Amount in words and figure differs

Insufficient funds

• Refer to Drawer (RD): Insufficient balance in the account

• Effects Not Clear (ENC): Insufficient balance but with cheque float pending clearance

• Exceed Arrangement (EA): Account with overdraft or cashline facility, but the cheques’ amount exceeding the drawing limit

• Not Arranged For (NAF): Overdraft or cashline facility has expired or has been recalled

4. DCHEQS and eSPICK

There are two systems that are employed for cheque management in Malaysia. One is DCHEQS and the other is eSPICK. Effective 15 June 2005, the BNM’s “Biro Maklumat Cek” (Cheque Information Bureau) Guidelines was replaced by the Dishonoured Cheque Information System (DCHEQS) Guidelines. DCHEQS is a system developed and maintained by BNM to collect, process, store and generate information related to dishonoured cheques. Dishonoured cheques are cheques returned unpaid by the drawee bank, due to insufficient funds in the account. Every dishonoured cheque is reported to the BNM Credit Bureau. A current account will be closed by the bank after the issuance of four dishonoured cheques due to insufficient funds within a period of twelve months. Accounts under the same name or entity at other branches of the same bank will be closed accordingly, and details of closed account are reported to BNM Credit Bureau. Nevertheless, the account closed at a particular bank will not affect other accounts maintained by the same customer at other banks.

eSPICK was implemented in 1997. It is the National Automated Cheque Clearance Information System or “Sistem Penjelasan Informasi Cek Kebangsaan Secara Elektronik”. It is a designated clearing system owned and operated by MyClear (Malaysian Electronic Clearing Corporation Sdn. Bhd.) to clear cheques and other clearing instruments through truncation. under cheque truncation, the image of physical cheque is scanned and sent for clearing. The physical cheques remain with the collecting bank. eSPICK is a paperless cheque clearing process, and clearing of cheques is either through image and data truncation or data conversion. The cheque images and clearing data are stored in the Central Image Archive (CIA) for two years. Thereafter, they are kept offline and will be retrieved manually by MyClear, which owns eSPICK. Figure 5.2 is a flowchart depicting the cheque clearance process through eSPICK:
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Figure 5.2: Flowchart of Cheque Clearance via eSPICK

Remittance is the transfer of money from one person to another, either locally or internationally. Banks, including Islamic banks, provide remittances services. The transfer of money can be made through bank branches or performed online. Our discussion focuses remittances that are made at the bank. Generally, the most common instruments used are as follows:

• Cashier order (CO)

• Banker’s cheque (BC)

• Demand draft (DD)

• Telegraphic transfer (TT)

• Interbank GIRO (IBG)

Before the growth of online banking or electronic banking, customers used the above instruments to transfer money. Nowadays, the usage of these instruments has declined significantly. However, these instruments are still being used by those who do not have access to online or electronic facilities. Businesses may use this service for a number of reasons, including risk mitigation. Cashier orders, banker’s cheques and interbank GIRO are used only for local domestic remittances. Demand drafts and telegraphic transfers can be used both for local and foreign transfer. The instruments can be made payable either in local or foreign currencies, depending on the customer’s requirement.

There is a standard procedure that the bank will follow for the issuance of these instruments, outlined as below:

• The application process starts by when the customer submits the remittance application form (the form contains information that are useful such as name of applicant, beneficiary, address, amount and place for the payment to be made)

• The bank then verifies of the information against customer’s identification documents

• The customer may pay via cash, house cheque, or debiting their current or savings account, with complete letter of instruction (if necessary)

• The bank and customer agree on the currency to be used

• The customer pays the fees, service charge and stamp duty (the fees may vary from bank to bank, but stamp duty is standard)

• The bank prints the remittance instrument (other than telegraphic transfer and interbank GIRO) and hands this to the customer

The process of remittance is illustrated in the figure below:
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Figure 5.3: Application of Remittance Instrument Flowchart

Once the customer has received the instrument, he will forward it to the beneficiary. If the beneficiary is a local, he may present the instrument for encashment either at the issuing bank branch, or he can bank-in the instrument into his account (savings or current), and to wait for its clearance. If the beneficiary is overseas, clearance of the instrument will be made through the issuing bank’s correspondence bank in the foreign country. Remittance instruments have a validity date, which is usually six months. If it is not cashed after the validity date, it will be treated as dormant. After 12 months from the issuance date, the instrument can be placed under “unclaimed money”, which in Malaysia is subjected to Unclaimed Moneys Acts 1965. If the instrument is still within the validity period, the customer may cancel his application, and will be refunded through a ‘repurchase’ process.

Term Deposits

Term deposits are a relatively new instrument in Islamic banks, compared to other deposit or investment accounts. In Malaysia, the use of this deposit type became common after the introduction of IFSA 2013. Under IFSA, it is required that investment account deposits be separated from regular deposits, due to different risk levels. As such, investment accounts under the mudarabah contract are no longer covered by PIDM’s deposit guarantee. Hence, depositors who are more risk-averse will opt for term deposits, which are covered by PIDM. Following this, Islamic banks may modify their deposit-taking structure to include risk-free medium- and long-term deposits, in place of the mudarabah investment account, which led to the introduction of term deposits. Term deposits usually apply the tawarruq or commodity murabahah concept. Ever since the introduction of term deposits following IFSA 2013, the volume has increased significantly over the past few years, and it has become the major contributor to Islamic banks customers’ deposit. Common nomenclature used to describe term deposits include Fixed Term Account-i (FTA-i) by Bank Muamalat Malaysia, Islamic Term Deposit-i (AITD-i) by Affin Islamic Bank and Islamic Fixed Deposit-I (IFD-i) by Maybank Islamic9.

1. Common Features of Term Deposits

Term deposits are placed by the customer with the bank for a specific period. During the tenor of the deposit, the depositor cannot be withdraw the fund, as it is part of the aqad. However, in case there is an urgent need to uplift (or withdraw) the deposit, the depositor will not get a return as pre-agreed. This is to protect the bank’s interests, as the bank might have used the deposit for financing or other activities, which may not be easily liquidated. Among the common features of term deposits as practised by Islamic banks in Malaysia are tabulated below:

Table 5.4: Common features of term deposits in Malaysia




	Feature
	Description



	Tenure
	Minimum: One month
Maximum: 60 months
(Can be in multiples of 1 month)
Some banks offer a minimum of one day for corporates, and up to one year



	Who can apply
	Open to:
• Individuals aged 18 and above

• Joint account holders

• Business enterprises

• Associations, clubs, societies, organisations

• Trustees

• Foreigners

• Professionals

• Government and corporate funds




	Placement amount
	Retail:
• Tenor of one month

• Minimum RM1,000 tenor of 3 months or more

• Minimum between RM500 to 1,000

Corporate:
• RM100,000




	Benefits
	• Higher returns compared to savings account

• Capital is guaranteed

• Free personal accident Takaful cover and other related benefits

• Acceptance as collateral for financing

• Flexibility of tenure and profit payment options

• Insured by PIDM for up to RM250,000

• Premature withdrawal is allowed subject to certain conditions

• Brokerage fee absorbed by the bank

• Auto renewal flexibility

• Etc.




	Shariah contract
	Wakalah and tawarruq





2. Opening of Term Deposit Accounts

To open a term deposit account, the customer may approach the bank by providing basic information. For individuals, the information required are quite similar to that needed to open savings accounts. For businesses and other entities, the information required is almost similar for opening of current accounts.

Investment Accounts

In the preceding sections, we discussed mainly about low-risk accounts with deposit guarantees. Investment accounts represent a deposit with a higher risk, but with potentially better returns. It is a common practice worldwide that investment account applies the mudarabah contract, carries higher risks compared to wadi’ah or qard contracts. The contract is between two parties, a capital owner (rabbul mal) and an investment manager (mudarib). If there is a profit gained from the use of funds, it will be distributed between the two parties in accordance with the profit-sharing ratio (PSR) that has been agreed upon at the time of the contract. In case of loss, it will be borne by the customer (the investment account holder) and the bank. The bank will also incur losses in the form of opportunity cost, where the bank has spent time and expertise for the investment, without gaining any profits. The bank, as investment manager cannot guarantee either the capital or the profit generated except for in the case of a violation of the agreement or negligence. Figure 5.4 illustrates the mudarabah investment account:
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Figure 5.4: Mudarabah Investment Account Flowchart

There are generally two types of investment accounts offered by Islamic banks:

• The General Investment Account (GIA), also known as Unrestricted Investment Account (URIA)

• The Special Investment Account (SIA) or also known as Restricted Investment Account (RIA)

The difference between the two is principally in the condition of the investment activities that the bank can be involved in. At the present, the PSR may vary depend on the tenor of the of the investment placement. Usually, the longer the tenor, the higher the ratio for the customer (investment account holder). In general, the average PSR offered by Malaysian Islamic banks for the GIA is around 70:30 in the customer’s favour, while for the SIA the ratio in favour of the customer is relatively higher. The offered PSR may also change from time to time, but it cannot be changed during a specific tenor that has been agreed upon.

Opening of Investment Account

The opening of the investment account is subject to the conditions and requirements of the Islamic banks. Both the investment account holder and the bank have to agree to the terms and conditions. The information required by the bank for the opening of investment account is quite similar for opening of the other types of account as discussed in the preceding sections. For investment accounts, the common features are as follows:

• Placement amount

• Authorisation by the investment account holder to the bank for withdrawals, renewals, early upliftment, etc.

• Mode of deposit e.g. cash, cheque or any other instruments

• Premature withdrawal

• Renewal instructions: principal and profit or principal only, etc.

• Lost, stolen, destroyed or worn out of investment certificate

• Account in joint names

• Bank charges and how the charges are paid

• Freezing of investment account due to legal or other reasons

• Change of information update

• Limitation of bank’s liability

• Right of set off

• Right of bank for closure of account

• Right of bank to decline transactions, etc.

• Disclosure of customer information

• Management of dormant account

• Compliance with regulatory requirements

TOPIC 5.2 FINANCING OPERATIONS

Once deposits and investments from customers are received, the bank will make use of the funds in accordance with the conditions that have been agreed upon. The banks need to utilise the money so that they can provide returns to the depositors and investors, and at the same time would be able to generate profits. A key part of this operation is the provision of financing to the deficit units. It is quite similar to the practice of conventional banks that provide loans and advances, but there are differences in the contracts that are applied (compared to the conventional banking practice that depends on interest). Now, let’s look at financing operations in Islamic banks.

There are several key steps in the financing operations of Islamic banks. It can be summarised as in the figure below:
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Figure 5.5: Process Flow for Financing Activities

The financing process flow is starts from marketing and prospecting and ends at full payment by the customer, at which point the bank may generate profits or incur losses. The process is depicted in the figure below:
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Figure 5.6: Typical Financing Process

• The financing process normally begins with marketing efforts to acquire potential customer or with customer approaching the bank to enquire on financing facilities.

• The bank will require the customer to provide sufficient relevant information and documents to enable the bank to effectively evaluate his creditworthiness. This evaluation may be done manually or via a credit scoring software, followed by the decision on whether to approve or reject the customer’s application.

• The two parties may negotiate on the amount, rate and tenure. Once finalised, the bank makes its decisions through either its committee, individual or joint decision.

• Once the application has been approved, the necessary financing documentation will be prepared to ensure that all the terms and conditions of utilisation of the facility will be met by the customer.

• After the funds are disbursed and the facility is being utilised, the bank will administer and supervise the financing account, until the financing has been fully paid to the bank.

• In case the customer is unable to make the payments on time, the bank may provide assistance to the customer, subject to certain conditions. Otherwise, the bank may have to opt for recovery through other means including litigation process, liquidation of assets, invocation of guarantee, etc. At the end of the process, the bank may either make profit or incur a loss.

Financing Assessment

An important process in financing is the evaluation of the financing application, or better known as the due diligence process. The process comprises both qualitative and quantitative assessment of all the relevant information or data. Whether the evaluation is on consumer or business financing, the general process is similar, but the tools and mechanism of assessment would differ, in which case the latter is much more rigorous, in line with the risks involved. The following figure shows the credit or financing decision tree that is commonly practised in banking
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Source: Adapted from the Hong Kong Institute of Bankers

Figure 5.7: Credit or Financing Decision Tree

As seen above, the evaluation process starts with an opportunity assessment that starts with prospecting of potential new customers, and the identification of the business opportunities. The next step is conducting a preliminary analysis including a preliminary screening, as well as identifying the reasons for the financing required, and whether it is genuine. At this early stage, the bank has to be selective so that it will not waste time on customers who may not be bankable. After this stage, the bank will conduct a more rigorous analysis that focuses on the customer’s capability to pay back the bank. During this process, the bank will study the customer’s business and the condition of the industry they operate in.

The bank will also look at all the financial information of the customer. If the customer is an individual fixed income earner, the bank will look at the customer’s regular income and other sources. If his income is irregular, then the bank would look at all the sources of income and the bank has to determine whether the sources can be substantiated before it approves the facility. On the hand, for a business customer, the bank will study the performance and financial health of the business by evaluating the balance sheet, income statement, cash flow statement, financial projections and other relevant information. Once the bank is satisfied and the relevant risks are mitigated, the bank will then approve the facility based on the appropriate terms and conditions. The bank will continually monitor the payment to prevent losses. In conducting the above process, the bank normally applies the financing principles of the 5Cs that consist of Character, Capital, Capacity, Condition and Collateral or any other relevant principles.

Compliance to Shariah and Legal Aspects

The financing evaluation process of Islamic banks fairly similar to the practices in conventional banking. However, Shariah-compliance is only applicable to Islamic banks. Among the operational areas where Shariah-compliance is of importance:

• The financing products and services offered to the customers

• The Shariah and legal requirements in the financing documentation

• The assurance that the operational aspects of the financing facility are Shariah-compliant

Before an Islamic bank can offer financing facilities to the public, all products have to go through a stringent product development process. Amongst the steps are idea generation, converting the idea into a product and commercialisation of the product. All these steps must satisfy the Shariah requirements other than the normal standard requirements. These steps are discussed in more detail in the CPIF Study Text: “Structuring Products” at the Proficient level.

Once the products are offered to the public, the bank must also ensure that the financing approval process, disbursement of funds and utilisation of the facility are supported by legal documentation that comply with Shariah requirements. After this stage, the bank will have to assure that the financing facility is operated in the manner that that complies with the Shariah requirements, including the accounting aspect, usage of the facility, security aspects, etc. If there is any incidence of Shariah non-compliance, the bank will have to rectify the issue so as not to affect its rights to the income arising from the financing facility.

Security for Financing

When Islamic financing facilities such as murabahah, tawarruq, istisna’, al-ijarah thumma al-bay, and diminishing musharakah are extended to customers, exposure to the bank is inevitably exposed to credit risk. To minimise risks associated with credit products, financial institutions including Islamic banks will usually require some form of security or collateral, as well as other credit support such as a guarantee and insurance / Takaful cover to safeguard their interests. These safeguards are critical in event of a default by the counterparty in repaying the debt. The safeguards will act as a recourse for recovery of the customer’s indebtedness.

A financing facility is secured when an adequate value of an asset is pledged to the bank as security. This will depend on the financier’s policy requirements in classifying whether the financing facility is secured or unsecured. Generally, financing facilities that provide security or collateral value equal or more than the financing amount will be classified as secured. It is usually measured by LTV (Loan to Value) / FTV (Financing to Value). Financing facilities that do not have any collateral, or with a value less than the financing amount, will usually be considered as unsecured, or partially secured. This may vary from bank to bank.

The security requirements of an Islamic bank are examined in light of the existing regulatory and legal framework for conventional bank loans. These frameworks are applicable since the characteristics of Islamic instruments are similar to conventional instruments, as far as regulatory and legal parameters are concerned. For example, the risk-weight for Islamic home financing is the same as those for conventional mortgages. Hence, when an Islamic bank requires the counterparty to support a credit financing facility such as BBA, AITAB, tawarruq, salam and istisna’, the security requirement can be similar to conventional practices.

In Islam, the aspect of security or collateral taking comes under the Shariah contract of rahn which means pledge. This is based on the following Quranic verse:

“If you are on a journey and cannot find a scribe, a pledge with possession (may serve the purpose). And if one of you deposits a thing on trust with another, let the trustee (faithfully) discharge his trust, and let him fear his Lord. Conceal not evidence; for whoever conceals it-his heart is tainted with sin. And Allah knows all that you do”.
(Surah Al-Baqarah: 283)

Assets that can be considered as security are categorised into two, namely:

• Physical or tangible assets (e.g. land, building, machinery and inventory)

• Financial assets (e.g. public listed stocks / shares, term deposit certificate, investment account certificate and cash)

For an asset to be considered as a good security, we have to look at the attributes which include:

• Marketability

• Measurability

• Stability

• Transferability

• Speed of realizing security value

• Enforceability

• Free from encumbrances

Importantly, not all assets satisfy the above conditions simultaneously. The bank will have to assess the most suitable security for the type and amount of financing. This involves an assessment of the risk profile of the customer. Usually, a customer with lower risks will be afforded lower security requirements, compared to customer presenting higher risks. For example, in home financing, the most common and appropriate security is the house itself. Similarly, if a financing facility is used to purchase a machine (including its installation costs), the security would be the machine itself. Conversely, in trade financing for importation of goods from another country, the bank may require the importer to place cash deposits or a short-term asset to cover its risk.

The various types of assets used as security will require different types of security documentation. The terminologies used in security documentation may vary from one jurisdiction to another. The relevant laws governing each type of security may also vary, including the requirements for the security document to be registered at the relevant registries. Examples of assets and the type of documentation is illustrated in the table below:

Table 5.5: Types of Assets and Required Security Documentation




	Asset
	Security Documentation



	Land
	Legal charge or mortgage



	Building
	Legal charge or mortgage



	Machinery
	Fixed charge



	Stocks/ Inventories
	Floating charge



	Vehicles
	Charge or pledge



	Cash
	Memorandum of deposits / pledge



	Public-listed stocks/shares
	Memorandum of deposits / pledge



	Term or fixed deposit
	Memorandum of deposits



	Property without title
	Deed of Assignment





While having a security protects its interests, the bank must also follow the proper procedures before it can enforce its rights on the security. For example, the bank’s right to a recourse may be subject to the event of a default. From this point, the bank will proceed with the recovery process which may include the liquidation of the property or the disposal of public-listed stocks / shares.

CHAPTER SUMMARY


This chapter explores the methods, procedures and processes involved in Islamic banking operations, particularly the operations on the liabilities side (deposit-taking) and on the assets side (provision of financing). Among others, it illustrates the opening, closing and administration of the various types of deposit and investment accounts such as savings accounts, current accounts, term deposit accounts, etc. The discussion includes a comparison of the similarities and differences between the operations of an Islamic bank and a conventional bank. The chapter also illustrates Islamic banks’ procedures and processes in providing financing to potential and existing clients. This includes the overall financing process, the assessment process, as well as the collateral requirements for the different types of financing facilities. Upon completing this chapter, students should be able to appreciate the basic processes and procedures involved in the most important daily activities in the bank.



TEST YOUR UNDERSTANDING

1. The most appropriate deposit type that meets the customer’s transactional purpose is:

A. Savings account

B. Current account

C. Term or fixed deposit

D. None of the above

2. The activity that will most likely use the customer’s deposits is:

A. Treasury

B. Financing

C. Investment

D. None of the above

3. The relationship between the bank and the customer in a murabahah financing is:

A. Lessor - lessee

B. Principal - agent

C. Seller - buyer

D. Partner - partner

4. Mr. Ali would like to keep money in the bank mainly for safety reasons. The most appropriate account that the bank will offer is a:

A. Savings account

B. Current account

C. Term or fixed deposit

D. None of the above

5. In a cheque issued by the account holder, the person who benefits from it is the:

A. Payee

B. Drawer

C. Drawee

D. None of the above
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CHAPTER 6
VALUE-BASED INTERMEDIATION &
BANKING TECHNOLOGY



CHAPTER OVERVIEW


In line with several initiatives to bring Islamic finance to a higher level, the Central Bank of Malaysia or Bank Negara Malaysia (BNM) announced the Value-based Intermediation (VBI) initiative in 2017. The main aim of the initiative is to encourage the Islamic financial services industry to attain a higher sustainable growth. VBI focuses on the delivery of the outcomes of practices, conduct and offerings of Shariah that cultivate positive and sustainable impact to the economy, community as well as the environment. This chapter also discusses on how banks leverage on information technology (IT) to serve several purposes in their banking system and digital banking. The evolution of IT systems in Islamic finance has allowed Islamic banks to remain competitive in the global banking industry.



TOPIC 6.1 THE EMERGENCE OF VALUE-BASED INTERMEDIATION

In 2017, BNM announced the Value-based Intermediation (VBI) initiative with the purpose of supporting the sustainable growth of the Islamic financial services industry. VBI is expected to enhance the industry’s role as an intermediary, i.e. to better facilitate entrepreneurship, community well-being, sustainable environment and economic growth, without compromising on shareholders’ returns.

BNM envisions VBI as an important initiative for the Islamic financial services industry, placing equal emphasis on economic value creation and ethical values. Among the first VBI-related initiatives taken by BNM was to form the VBI Community of Practitioners, with the aim of achieving sustainable economic growth driven by ethical values. The first nine participating Islamic banking institutions include Bank Islam Malaysia, Bank Muamalat Malaysia, Maybank Islamic Bank, CIMB Islamic Bank, HSBC Amanah Bank, AmBank Islamic Bank, Alliance Islamic Bank, Standard Chartered Saadiq Bank and Agrobank Malaysia.

In March 2018, BNM put forward a strategic paper titled “Value-based Intermediation: Strengthening the Roles and Impact of Islamic Finance”. The strategic paper was written in collaboration with the founding members1 and upon consultation with key stakeholders. The strategic paper consists of four parts, namely:

1. Unlocking the full potential of Islamic finance

2. Realigning focus towards creating greater socio-economic impact

3. Defining the common underpinning thrusts of VBI

4. Creating an enabling environment for adoption of VBI

Unlocking the Full Potential of Islamic Finance

This part of the paper started with an assessment of the progress and development of the global Islamic finance industry. Overall, the industry recorded solid growth in the last two decades, offering Shariah-compliant financial products and services in fifty Muslim and non-Muslim jurisdictions. Industry growth was supported by comprehensive market infrastructure with robust regulatory framework, and dynamic market participants. Importantly, industry operations were underpinned by Shariah-compliant practices.

The ecosystem is depicted in Figure 6.1 below:
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Source: Value-based Intermediation: Strengthening the Roles and Impact of Islamic Finance (BNM, 2018)

Figure 6.1: Evolution of an ecosystem that ensures Shariah compliance in Malaysia

As the market matures, the growth rate of the Islamic finance industry has naturally slowed down, and thus it is necessary to explore new opportunities. There is a need to broaden product offerings, as presently the main focus of the financial products is to comply with Shariah requirements. Going forward, it is important for the industry to evolve towards delivering value propositions, not just to serve its customers, but also to support socio-economic development.

Realigning Focus Towards Creating Greater Socio-Economic Impact

Under this strategic direction, VBI should promote a more holistic observation of Shariah, expanding from basic compliance to achieving broader intended outcomes. In particular, the industry should increase efforts to enhance the well-being of society through the preservation of wealth, faith, lives, posterity and intellect. The three components of VBI are:

1. Offerings and market segment: To introduce of innovative products and services that create greater impact to the existing market segment, and the focus on high-impact areas e.g. new growth areas and underserved segments.

2. Practices: To improve existing banking practices, which includes impact-based assessments that will support the optimal allocation of resources to productive economic activities, and; impact-focused disclosures on customers’ details (such as purpose, location and results) to enhance public confidence in the industry.

3. Collaboration: To enhance the collaboration with strategic partners beyond the financial community (e.g. NGOs, societies and government), to leverage on specific skills and infrastructure that these organisations may offer.

Defining the Common Underpinning Thrusts of VBI

The strategy paper on VBI emphasises on collaboration between the industry players and its stakeholders. Banks do not operate in isolation - productivity may be affected by, for example, omissions of actions by their stakeholders. Thus, it is important for banks to ensure that the intent, strategy and performance of its operations are in line with VBI strategies.

The four basic underpinning thrusts that serve as a guidance are:

• Entrepreneurial mindset: Banks are to be more involved in entrepreneurial development by providing financing, advisory support and creating the necessary infrastructure and business networking. This can be measured by, for example, the share of financing disbursed to the growth sectors and the number of first-time banking customers (a measure of financial inclusion).

• Community empowerment: Banks may provide financial solutions to create positive socio-economic impact via the effective distribution of wealth. For example, microfinancing solutions for the underserved markets or offering scholarships. This can be measured by the number of innovative products launched or the number of community-based projects.

• Good self-governance: Banks must develop organisational discipline and ensure meaningful participation of all stakeholders in their governance framework. This involves mainly two areas:

− Inclusive governance, by improving engagement of its stakeholders (e.g. customers and investors), apart from the shareholders.

− Self-governance, whereby the bank should embed self-discipline within its operations and practices so as to ensure greater accountability and integrity. This can be measured, for instance, by assessing the trend of internal fraud cases and compliance to global standards.

• Best conduct: Banks must adopt practices to improve product offerings, as well as processes and treatments towards the stakeholders. Among the best conducts are continuous improvement, provision of efficient services, more transparent transactions and freedom of contract. Potential performance measures include the number of customers’ and employees’ complaints, enhanced level of transparency and the quality of after-sales service.

Creating an Enabling Environment for the Adoption of VBI

Under this approach, Islamic banks should communicate with BNM on their commitment and timeline for the implementation of VBI strategies. BNM, as the regulator, will support the banks in creating the enabling environment by nurturing potential industry champions, encouraging Islamic banks to enhance disclosure, developing strategic collaborations with the relevant parties and developing the VBI scorecard as measurement tool. The purposes of the VBI scorecard are:

• Self-assessment tool

• Strategic planning

• Effective communication

As part of the enabling environment, the regulator will also develop effective networking through:

• The establishment of the Community of Practitioners (CoP)

• Strategic collaborations with established value-based communities, key partners and stakeholders

TOPIC 6.2 APPLICATION OF VBI PRACTICES IN ISLAMIC BANKS IN MALAYSIA

Although the concept of VBI is still relatively new in Malaysia, Islamic banks have already undertaken several initiatives that are in line with the spirit of VBI. Examples below:

Bank Islam Malaysia Berhad

Bank Islam Malaysia Berhad (BIMB) provides a platform for greater innovation in its products and services offerings. In January 2018, BIMB’s subsidiary, BIMB Investment Management Berhad with its partner, Arabesque Asset Management Holdings Ltd., UK launched the BIMB-Arabesque Asia Pacific Shariah-ESG Equity Funds. This is the first Asia Pacific Big Data and Fintech Fund in Malaysia. This fund is a Shariah and Environmental, Social and Governance (ESG) compliant fund, which invests in Asia Pacific listed companies using financial technology and Big Data analytics. The base currency for the fund is Ringgit Malaysia, under the category of equity funds, with a minimum initial investment of RM500 and USD500.

The objective of the investment is to achieve capital appreciation in the medium- to long-term (three years or more). The fund invests in Shariah-compliant equities (up to 98% of the fund’s Net Asset Value or NAV) that are listed in the Asia Pacific, where the regulatory authorities are the ordinary or associate members of the International Organisation of Securities Commission (IOSCO). The fund presents investors with the opportunity to invest in a diversified portfolio of Shariah-compliant equities that are integrated with the United Nation Global Compact (UNGC), ESG and fundamental analysis. It also offers long-term capital appreciation opportunities. This effort has led to BIMB winning the Best ESG Islamic Bank Award (The Asset Triple A), the first for Asia, acknowledging their contribution towards societal development, positive management of the environment and greater transparency.

Maybank Islamic Bank Berhad

In December 2017, Maybank Islamic Bank Berhad (MIB) launched a new innovative product called Houzkey. Houzkey is the first bank-initiated rent-to-own (RTO) house financing scheme using the Shariah contract of Ijarah (lease). The scheme was made available from 15 January 2018. The application for Houzkey scheme is via a digital platform, which means that application and submission of supporting documents are done online. Under the RTO scheme, the customer will rent a property with an option to purchase it at a later period. The pilot launch of the RTO scheme was confined to several prominent developers, targeting properties priced under RM1 million, and buyers whose monthly household income is not less than RM5,000. The customer can secure home ownership by paying an affordable monthly rental, and is able to avoid the high initial costs.

In addition, the Houzkey scheme creates an opportunity for the customer to earn capital appreciation through a cash-out option, and the option to purchase the property at a pre-determined price at a later stage. The customer will be subject to a flat rental payment for the first five years. After this rental period, the customer may either (1) purchase the property at a locked-in rate, (2) continue renting with a 2% annual rental step-up, or (3) terminate the agreement with no further obligations.

To encourage take-up of the RTO scheme, the government grants a 100% stamp duty exemption on the sale and purchase agreement to successful applicants. This new scheme has an important socio-economic impact in line with VBI, and that is by encouraging home ownership. Besides supporting the national agenda on house ownership, this initiative may encourage other Islamic banks to offer similar that are in line with VBI.

Bank Muamalat Malaysia Berhad

In 2014, Bank Muamalat Malaysia Berhad (BMMB) had introduced a cash waqf scheme through a collaboration with Perbadanan Wakaf Selangor (PWS) or the Wakaf Corporation of Selangor, known as Wakaf Selangor Muamalat (WSM). The objective of WSM was to accumulate funds and distribute these into key socio-economic development areas, namely healthcare and education. The contributors are from the bank’s Muslim customers, who want to contribute to the waqf funds. The scheme is also available for non-Muslims. So far, the funds from the scheme have been utilised for the following purposes:

• The development of educational institutions such as maahad tahfiz, universities, etc.

• The development of health infrastructures such as hospitals, clinics, etc.

• Investment of the waqf funds

The scheme has been successful in achieving its goals, and BMMB has launched similar scheme in two other states, namely Negeri Sembilan and Kelantan. The scheme structure in the two states are almost similar to the one in Selangor.

TOPIC 6.3 THE IMPORTANCE OF TECHNOLOGY IN ISLAMIC BANKING OPERATIONS AND IT INNOVATIONS

Information Technology (IT) is an increasingly important competitive advantage in the banking industry. Banks leverage on IT for various purposes:

• To process large volume of transactions

• To carry out cost- saving measures

• To provide effective delivery channels

• To support information-based decision making

Many banks use IT to distinguish themselves from competitors, so as to quickly seize opportunities in the market. In general, Islamic banks lag their conventional counterparts in IT infrastructure and development, thus presenting an opportunity for improvement and future growth. As Islamic banks growth in terms of size and diversify their products, their IT needs become increasingly sophisticated. For example, to handle larger data volumes and to increase cost savings. IT systems in Islamic finance have evolved as follows:

• Pure Islamic IT System: Services by small and localised IT solution providers. The system caters only to Islamic financial services and is thus a fully Shariah-compliant system.

• Customised Islamic IT Banking System: The IT system serving the conventional arm of the bank is adapted to meet the unique needs of Islamic banking services. An advantage to this approach is the more advanced research and development invested in the system, as the conventional arm is usually more well-established. As such, many Islamic banks and windows have taken this approach. However, doubts may arise on the Shariah-compliance of the system since it is adapted from the conventional side with minor tweaks.

• Hybrid Islamic IT Banking System: The Islamic banks or windows may combine the pure Islamic system and customised Islamic banking system. Among others, banks may use the conventional Customer Relationship Management (CRM) solutions, and integrate this with Islamic deposits and financing solutions. Through this hybrid system, information on the customers can be used to cross-sell products and services.

In line with the global banking industry, the Islamic banking sector is also leveraging heavily on IT, to remain competitive and to create new growth opportunities. As the industry matures, it is increasingly important to generate sustainable growth going forward.

Information Technology in Banking

• Islamic Core Banking System

The Core Banking System (CBS) is the application suite which manages the bank’s entire banking operations. The CBS facilitates various business lines, with the objective of providing fast and effective banking services. The system allows the day-to-day processing of all banking transactions that include posting transactions, performing deposit accounting, clearing payments, financing account transactions, collateral management, etc. Its efficiency is important to ensure speedy and accurate real-time transactions processing. The CBS may differ from one bank to another, depending on the operational requirements and strategic needs. An example of the core banking system is illustrated in Figure 6.2:
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Source: Adapted from Khir, Gupta and Shanmugam (2008)

Figure 6.2: Sample of Core Banking System

Basically, the CBS comprises the enterprise application interface, core modules and data warehouse. It helps the banks to roll out products speedily, as well as comply with regulations. It allows the integration of third-party systems through open interfaces. The new generation solution also supports end-to-end business operation integration bank-wide. Critical information is stored in the Management Information System (MIS), Customer Information System (CIS), Financing Information System (FIS), General Ledger (GL), etc. These systems can generate reports for management and for submission to the regulators or relevant authorities.

• Digital Banking

Banking products and services may be provided through traditional banking or through digital platforms, better known as “digital banking”. Traditional banking services are provided through physical delivery channels such as bank branches, requiring banking personnel to handle the transactions. This mode of banking is still relevant for selected market segments. Nevertheless, digital banking represents an important and growing delivery channel, using technology to deliver products and services efficiently.

One of the earliest forms of digital banking was the introduction of ATMs and cards in the 1960s. By the 1990s, banks started offering basic online banking services and these services have evolved into the modern digital banking commonly practised today. The growth of smartphones and tablets have spurred more demand for digital banking services.

However, several challenges arise for banks. Banks need to embrace the latest technologies at all functional levels, as well on all service delivery platforms. The online service delivery platform must be cohesive, to ensure consistency in services delivered at the branch, head office, ATMs and other delivery channels. Much of the discussion on digital banking focuses on the “front office” or customer service aspect. The middle- and back-end services are also heavily digitised for efficiency purposes. A more robust IT architecture is preferred by banks, to replace manual back-office processes and procedures. These functions may include product development, treasury, marketing, customer relationship and risk management.

Advantages of Digital Banking to Banks and Customers

As the customer base becomes increasingly IT savvy, it is essential for banks to “go digital” to expand market size and enhance relationships with existing customers. Among the benefits of digital banking to the banks are:

• Efficiency: A digitised banking system allows for a higher volume of interactions between the banks and the customers.

• Cost savings: Through automation of functions, reduction of redundancies, as well as synergies that can be obtained through more access to qualitative data and faster response time to market changes.

• Increased competitiveness: With a broader customer base and the ability to foster closer relationships, digital banking is essential – especially in light on competition from non-bank fintech companies.

• Greater agility: Digital banking allows banks to react more quickly to changes in the market.

• Enhanced security: Banks are exposed to security threats by hackers. The right technology allows banks to facilitate more secure transactions and to protect customer data.

On the other hand, customers also stand to benefit from digitised and automated banking:

• More choices: Customers may switch banks more easily (e.g. to benefit from a better profit rate or to subscribe to more value-added services) as they are less restricted by physical documentation or manual approvals.

• Convenience: Online transactions reduce the need to visit physical bank branches. Selected financing applications can also be done online, e.g. Maybank’s Houzkey scheme.

• Cost savings: Banks may pass on some of the cost savings from digitising their services to their customers.

Potential Enablers and Technologies in Banking Services

The bank may want to adopt any of the following enablers and technologies that could change the way the customers consume the products and services. Some of the enablers are already made available in other industries.

• BaaS: One of the possible enablers is adopting banking as a service (BaaS). Under BaaS the bank and its systems can be treated as a middleware, over which products are developed and sold. Middleware is a software that bridges the operating system or database with other applications. A third party may be allowed to use the core banking systems to enable it to develop new products and services.

• White label banking: Another enabler is known as “white label banking”, where a service provider does not have to develop its own product from scratch in order to market and distribute it. One example is a co-branded credit card. What the provider has to do is just to put its brand on the card, and may add some other features. This may be classified as strategic partnership between the parties involved.

• BaaP: The bank may also treat banking as a platform (BaaP). In this case, a third-party developer may connect to a bank’s core banking systems using an open Application Programming Interface (API) and use the bank’s data and information to come up with a new product, or modify an existing product.

• Cloud: Lastly, the bank may use cloud-based infrastructure to improve costs savings, i.e. in lieu of spending on a massive server.

Non-bank Digital Banking Competition

One of the major competitions of the banks now are fintech companies or players. Fintech companies are financial technology firms which are based on computer systems that facilitate banking and other financial services. It is foreseen that this type of companies will continue to provide competition to the banks through disruptive innovations. Examples of fintech companies providing financial services are10:

• TagPay: A software company that developed a Digital Banking System

• Lending Club: The largest global peer-to-peer lending platform

• Commonbond: A marketplace for low-cost student loans

• Kabbage: A firm that provides small business funding

• Personetics: Artificial intelligence-powered personalisation for digital banking

Fintech companies are typically quite agile, given their operations are underpinned by robust and increasingly sophisticated technology. Banks consider these players as direct competitors, especially in the areas of payment systems or funds transfers. Nevertheless, there are synergies to be formed between banks and fintech, for the benefit of customers. Banks may foster partnerships with fintech players to leverage on their technology, specialised services and to improve access to a new customer base. Since banks are the owners of important and extensive data on customers, risk management and products, the two parties can work together to optimise product creation, distribution as well as maintenance.

CHAPTER SUMMARY


This chapter highlighted two main areas that are increasingly crucial to the growth of Islamic banks not only in Malaysia and globally. The first section discusses the Value-based Intermediation (VBI) initiative, driven by BNM and to be implemented by Islamic financial institutions. The initiatives were first promoted to the VBI Community of Practitioners, with the aim to achieve sustainable economy driven by ethical values. The chapter also explains on the several VBI initiatives recently undertaken by several banks.

The second part of the chapter describe the importance of the use of technology and innovations in banking in general and Islamic banking in particular. As banks (both Islamic and conventional) are facing stiff competition among themselves as well as from other financial services providers, including fintech companies. The chapter highlights the different types of IT system available in the market as well as the advantages of digital banking to both the bank and customers.



TEST YOUR UNDERSTANDING

1. All of the following are components of VBI, EXCEPT:

A. Introduction of innovative products and services

B. Improvement in banking practices that lead to optimal allocation of resources

C. Provision of interest-free loans to businesses, irrespective of their financial standing

D. Collaboration with strategic partners to create wider opportunity and knowledge

2. Which of the following is not an underpinning thrust of VBI?

A. Entrepreneurial mindset of banks

B. Community empowerment

C. Welfare of low-income groups

D. Good self-governance

3. Recent VBI initiatives undertaken by Islamic banks in Malaysia include the following, EXCEPT:

A. The launch of Shariah ESG equity funds

B. The introduction of cash waqf schemes

C. The introduction of rent-to-own (RTO) home financing schemes

D. Sponsorship of Shariah-compliant entertainment programmes

4. The most relevant needs for Information Technology (IT) by banks include all of the following, EXCEPT:

A. To process a large volume of transactions

B. To facilitate bank personnel to browse the internet

C. To carry out cost-saving measures

D. To provide effective delivery channels

5. Which one of the following non-bank digital players provide small business funding?

A. Tagpay

B. Lending Club

C. Kabbage

D. Commonbond
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CHAPTER 7
INTRODUCTION TO RISK



CHAPTER OVERVIEW


Both Islamic and conventional banks must undertake and manage risks in order to be profitable. Banks utilise deposits funds to provide financing facilities – an operation which involves a fair amount of due diligence prior to the approval of the facilities, and the subsequent utilisation of funds. Nevertheless, banks still face the risk of financing default, which is referred to as “credit risk”. Banks also face the risk of changes in the cost of funds and foreign exchange rates, which are classified as “market risk”. Besides that, the bank may face liquidity risk, where at times they will experience shortage of liquidity, despite undertaking steps to manage liquidity. Since daily operations depend on both human capital and technology, banks are also exposed to various operational risks. In addition, Islamic banks are face Shariah non-compliance risk operation. It is crucial for finance professionals to understand these risks, as well as the policies and processes involved in managing risks. This chapter discusses risk management issues briefly, and the discussion will be continued at the Chartered level.



TOPIC 7.1 WHAT IS RISK MANAGEMENT?

Key features of risk management:

• A process of defining all inherent risk and residual risk that an identity/ corporate faces

• The establishment of a framework for identifying, assessing, treating, reporting, monitoring and reviewing risks

• Managing risks through the “PLOC” process (Plan, Lead, Organise, Control)

• To increase shareholder value and to comply with regulations, SOPs, etc.

Key ideas in risk management are as follows:

• The purpose of risk management is not eliminate all risks

• The elimination of risks would also eliminate the “rewards” or “opportunities”

• Thus, it is important to manage risks

Banks’ main activities involve committing funds for a period of time in order to derive returns. Risk is an integral part of the business. As Islamic banking is a relatively new segment compared to conventional banking, risks inherent in the instruments may not be as well-established. In general, Islamic banks face the following risks:

• Risks similar to that faced by conventional banks

• Risks that are unique due to Islamic banking, related to Shariah-compliance

Similar to any business, banks face both uncertainties and risks. Uncertainty refers an unawareness of the potential outcome, hence making it difficult to quantify and decide on the next course of action. Risk, on the other hand, is where one can assign objective or subjective probabilities to the potential outcome - thus allowing quantification or measurement. Risks can be controlled by applying available knowledge, but in uncertainty it is unknown, random and cannot be predicted.

Businesses may reduce risks (defensive), or take advantage of the opportunities offered by risk-taking (proactive). Risk management is about using the risks to the organisation’s advantages, and is an integral part of corporate culture and strategy.

TOPIC 7.2 THE CONCEPT OF ENTERPRISE RISK MANAGEMENT (ERM)

What is Enterprise Risk Management?

The holistic approach to risk management is referred to as ERM.

In 2004, the Committee of Sponsoring Organizations of Treadway Commission (COSO) had defined ERM as follows:


“ERM is a process, effected by an entity’s board of directors, management, and other personnel, applied in strategy netting and across the enterprise, designed to identify potential events that may affect the entity, and manage risk to be within its risk appetite, to provide reasonable assurance regarding the achievement of entity objectives.”



The above definition can be summarised as follows:

• The Board of Directors (BOD) is to be involved in ERM

• To include ERM as a component of corporate’s strategy

• Involves identifying potential adverse events

• Identify corporate risk appetite and manage the risks

• Help a corporation to achieve its objectives (be part of strategic planning and execution)

There are two approaches in ERM, namely bottom-up and top-down. Bottom-up involves assessing the different types of risk borne by the respective business units, and aggregating these risks. The top-down approach entails defining the overall corporate risk appetite, and then defining risk limits for the respective business units. Corporations should apply both approaches. The aim is for management to ensure that the risks taken are in line with the defined risk appetite.

An important part of ERM is to identify key exposures from the existing operations, or from any proposed strategic investments. This involves visualising various scenarios for stress testing. The use of historical data is important e.g. the impact of recession on the business, etc. Businesses may change their strategies or risk appetite in order for them to survive in the long term. E.g. banks needs high capital outlay, hence banks may have to re-strategise by undertaking shadow banking, which includes money market funds, mortgage companies, securitisation vehicles etc. Shadow banking is relatively less regulated, and as such they can offer more competitive services.

Once a corporate strategy has been defined, the strategic risk management function should assess the following:

• What assumptions have been made?

• What could go wrong?

• What will the competitors do?

• How will the customers react?

• How could the strategies be impacted by adverse external factors?

It is important for the corporation to have a good risk culture. It means that risks are considered in relation to potential rewards, and the overall risk appetite of the corporations. Once a particular risk has been identified, any of the following actions can be taken:

• Avoid: Exit the business / investment

• Reduce: Take action to reduce the probability of the adverse event or minimise its impact

• Adjust: Modify plans to reduce the risk

• Share or insure: Transfer or share a portion of the risk

• Accept: Take no action (on the identified risk)

What is important is that the identified risk is properly considered, and not ignored. Whatever action is taken it must be consistent with the corporation’s risk appetite.

TOPIC 7.3 RISK MANAGEMENT FROM SHARIAH PERSPECTIVE

What is risk in Islam?

Risk is an event that might impede an organisation’s ability to fulfil its present and future objectives. This includes shortcomings or failures to capitalise on opportunities. Risk represent both a hazard and an opportunity. Managing risks involves both qualitative and quantitative skills.

The legitimacy of risk management in Islam may be based on the following verse in the Quran:


“Further he said: “O my children! Do not enter the capital of Egypt by one gate but go into it by different gates. However, know it well that I cannot ward off you Allah’s will for none other than He has nay authority whatsoever. In Him I have and all who want to rely upon anyone should put their trust in Him alone.”
(Surah Yusuf Verse: 67)



Hadith from Prophet Muhammad (pbuh):


The Prophet (pbuh) once asked a Bedouin who has left his camel untied, “Why do you not tie your camel?” The Bedouin answered “I put my trust in God.” The Prophet PBUH then said, “Tie up your camel first then put your trust in God.”



Referring to the above Quranic verse and the hadith, the Islamic approach to risk management is firstly, to control the causes of risk and then leave the final outcome to the will of God. There must be an effort to minimise the risk. Broadly, there are two ways of managing risks. One method is to transfer the risk as practised in conventional banking. The other approach is risk-sharing, which is strongly encouraged in Islam and thus should be practised by Islamic banks.

It is important to differentiate between the commercial aspect and the Shariah aspect of business and financial activities. The commercial aspect is universal and applicable to both conventional banking and Islamic banking. The Shariah aspect is only relevant or applicable to Islamic banking. For example, risk management is applicable to all, but for certain risks may be unique Islamic banks only.
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Figure 7.1: Shariah Compliance and Commercial Performance Compared

As outlines in Figure 7.1, while both the Islamic and conventional banks have to consider the various aspects of commercial performance, the Islamic banks must also ensure compliance to the Shariah requirements. These include assessing the validity of the various contracts applied, profit and loss determination in investment accounts, zakat payment and Shariah screening of business or investment activities.

Islam promotes the welfare of the community. The principles of Maqasid emphasise on taking precautions to safeguard the present and the future. The Maqasid al-Shariah or objective of Shariah is to preserve the well-being of humans, and to prevent from any harm in this world and the hereafter. Shariah injunctions are designed to protect the fundamental needs of human life. Though risks are undesirable on their own, they are necessary to create wealth and value. From an Islamic perspective, economic activities are not judged by the inherent risks, but by whether the risks add value and / or wealth. There are three types of risks: essential, prohibited and permitted.

Three types of risk form the Islamic perspective:

• Essential risks: Inherent in all business transactions, are deemed necessary and must be undertaken to reap the rewards. The two common legal maxims applied are:

− Al-ghurm bil ghurm: the detriment is as a return for the benefit (Majelle Art.87)

− Al-kharaj bil daman: the benefit of a thing is a return for the liability for loss from that thing (Majelle Art.85)

• Prohibited risks: A form of excessive gharar (uncertainty), represents a hazard and may also imply ignorance, cheating or fraud.

− Relates to ambiguity or ignorance of either the terms of the contract, or on the object of the contract.

− Activities leading to evil and unjustified consumption of people’s wealth.

• Permissible risks: Risks other than the above two categories. Examples are operational risk, liquidity risk, etc. They can either be accepted or avoided.

TOPIC 7.4 OVERVIEW OF TYPES OF RISKS & RISKS THAT ARE UNIQUE TO ISLAMIC BANKS

On the surface, Islamic banks operate in a similar manner to their conventional counterparts. Both types of banks face the same risks. However, there are major differences due to the unique nature of the contracts used in Islamic banks. E.g. there are many Shariah contracts applied in deposit-taking and in the provision of financing. In conventional banking, the common contract used in both activities is a loan or lending contract - which is interest-based and thus, prohibited in Islam.

Broadly, there are four common risks that are faced by all banks, including Islamic banks. In addition, there are four unique risks that are only applicable to Islamic banks. These are depicted in the figures below:
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Figure 7.2: Types of Risks faced by Islamic Banks
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Figure 7.3: Types of Risks faced by Banks

Common Risks in Banks

Table 7.1: Definition and Examples of Common Bank Risks




	Types of Risks
	Definition
	Example



	Credit Risk
	− The risk that a change in the credit quality of a counterparty will affect the value of a security or portfolio.

− Or a risk due to uncertainties in the customer’s or counterparty’s ability to meet its obligations, or failure to perform according to the terms and conditions of the credit-related contract.

	A business customer of an Islamic bank who could not pay back the bank for a working capital facility given due to business failure. Or an individual consumer who defaulted on the payment of a home financing due to sudden unemployment.



	Market Risk
	− Loss due to unfavourable movements in market prices.

− Technically, market risk is defined as the risk of losses in on- and off-balance sheet positions, arising from movements in market prices. I.e. a change in price of equity instruments, commodities, fixed-income securities or currencies.

	The bank provides a fixed rate financing to a consumer for the duration of the financing. However, unfavourable market rate movements will have impacts on the bank’s income.

The bank purchases short term marketable securities at a certain price but changes in the market price may impact its income.



	Liquidity Risk
	− A potential loss arising from the bank’s inability to meet their obligations or to fund increases in assets as they fall due without incurring unacceptable costs or losses11.

− Or, a potential loss arising from the inability of an entity to trade as a result of the absence of counterparties.

− Or the inability of an entity to finance the funding/cash flow requirements of the trading.

	The bank has a long term financing commitment. However, there is a large withdrawal from business depositors, leading a liquidity shortage. The bank could only get liquidity from the money market, at a high cost. This will have impact on the customer income and stability.



	Operational Risk
	− The risk of loss resulting from the inadequacy or failure of internal processes (e.g. people and systems), or from external risks12.

− The risk of losses resulting from inadequate of failed internal processes, people and systems or from external events, which includes legal risk and Shariah compliance risk, but excludes strategic and reputational risk13.

	The bank purchases marketable securities which is later found to be Shariah non-compliant. There could be an impact on the bank’s income. The bank provided financing to a business customer. It was later found that there was a collaboration between the customer and a bank staff in hiding critical information, that may lead to a loss to the bank.
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Figure 7.4: Liquidity Issues Faced by Banks
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Figure 7.5: Operational Risks Faced by Banks

Operational risks may arise from:

• Inaccurate processing

• Poor record-keeping

• System failures

• Lack of compliance with regulations and standards

If operating costs are higher-than-projected, the bank’s net income will be directly affected.

Shariah Non-Compliance Risk

The Islamic Financial Service Board (IFSB) defines Shariah risk as risks arising from the failure to comply with Shariah rules, as determined by the Shariah Board of the bank or the regulatory authorities of the jurisdiction. The potential loss to the bank arises from the cost of litigations, as a result of the contract being invalid. In addition, the bank will face penalties, purification costs and reputation risk. Shariah risk can be avoided by considering:

• Aqad (contract) requirements

• Financial reporting requirements

• Legal documentation requirements

• Maqasid al-Shariah requirements

The impact of Shariah non-compliance can be summarised as follows:
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Figure 7.6: Implications of Shariah Non-Compliance

Examples of non-compliance are as follows:

• Losses arising from money paid by Islamic banks to customers, when contracts were found invalid in favour of customers.

• Favouring form over substance.

• Lack of consistency between contracts and legal documentation.

• E.g. A sale with no transfer of ownership title.

• Sale without warranties

Shariah risk is the potential loss to the Islamic bank arising from cost of civil actions carried or absorbed by the bank from lawsuits by customers. The cost of the civil actions may include:

• Compensation and damages paid to customers

• Returning profits collected from the Islamic facility

• Cost of court proceedings

• Reputational risk

Rate of Return Risk

Rate of Return (RoR) risk is the potential loss as a result of using the market rate as a benchmark to determine the RoR on deposit and ]the financing rate. In the absence of an Islamic market benchmark, Islamic banks now use conventional market interest rate to price their financial instruments. RoR is the profit generated from deposits or investment. The RoR risk refers to the potential impact on the Islamic bank’s net income or market value of equity, arising from changes in the market rate of return.

According to the IFSB, RoR risk is uncertainty in returns earned by Islamic banks on their assets. The uncertainty can cause a divergence from the expectations that investment account holders have on the liabilities side (of the bank’s balance sheet). As conventional banks operate on interest-based fixed income securities and deposits, the uncertainty is lower. On the other hand, Islamic banks offer a mix of mark-up based and equity-based investments, hence the uncertainty is higher. The return on deposits for conventional banks is predetermined, while the return on deposits in Islamic bank is anticipated but not guaranteed.

I.e., an Islamic bank may expect to earn 5% on its assets, which will be partially passed on to the investors-depositors. However, if market rates increase to 6%, the investors-depositors may expect a higher return. There is potential risk that the depositors-investors will withdraw their funds.

Displaced Commercial Risk

Displaced Commercial Risk (DCR) arises from RoR risk. Islamic banks face withdrawal risk when there are uncertainties in the RoR for the deposit-investment of their customers. To avoid this risk, banks may use the Profit Equalisation Reserve (PER) approach in order to stabilise the return streams. Through the PER, the income for a period of six months can be smoothened, hence avoiding the withdrawal. However, Malaysian Islamic banks have stopped the use of PER when the new IFSA 2013 took effect. Islamic banks in some other countries still use PER, where co-mingling of funds is still allowed.

For example, in deposit-taking where the expected rate of return is more than the realised rate of return, customers may switch from Islamic deposits to conventional deposits. To prevent deposit migration, Islamic banks may use its own reserves to top up the deficit between the expected and realised returns. As such, the total profit of the banks decline.

[image: ]

Figure 7.7: The Impact of Rate of Return Risk

Business Risk

In conventional banking, theoretically there is no business risk, as the bank is not directly involved in their client’s business. This is because their relationship is that of lender-borrower. In Islamic banks, there are many Shariah contracts applied in the relationship between the bank and the customer. E.g. in musharakah financing, the bank and the customers are partners by virtue of their participation in capital contribution. The bank has the right to be active in the management of the business / project, or it may opt not to be involved. However, the bank will still face business risk as it has to share the risk with the partner. Furthermore, there is not much recourse on the customer in the case of losses.

Key Element of Effective Risk Management

The important steps and processes in risk management is outlined as follows:

• Compliance

− Ensure all regulatory demands are met, including the full definition and documentation of the acceptance of risks within the organisation, and scrutinisation of any models used

− The BOD to determine the level of risks in line with strategy and performance goals

− The BOD must challenge the management on resource availability (human capital and technology)

• Responsibility

− Important to know who owns, takes and control risks in the bank

− Owner: the BOD

− Risk takers: responsible business units

− Risk management: plays the independent role of influencing and controlling the risk

• Governance

− The BOD needs to clearly define the risk governance responsibilities

− The BOD members to engage in broader set of risk priorities

• Risk tolerance

− Individual risk managers understood risk tolerance and risk appetite of risk owners

− Risk tolerance set by the BOD based on evaluation and available capital as well as required liquidity

− Risk appetite is then clearly defined to assess where capital is best invested to maximize shareholders’ value.

− The BOD’s role to be clarified, well-informed definitions developed and communicated to external stakeholders

• Incentives

− Clear metrics to measure success

− Financial bonus is vital (but not the only factor)

• Independence

− Risk managers to detail how the day-to-day risk control process will work to ensure independence

TOPIC 7.5 RISK GOVERNANCE STRUCTURE AND PRACTICES

Generally, the corporate governance arrangement of Islamic banks (IB) are modeled along the conventional corporation. However, there are two sets of issues that need treatment:

a) the need to assure stakeholders that IB activities comply with the precepts of Islamic jurisprudence

b) the stakeholders’ need to be comforted i.e. IB will promote their financial interest by being efficient, stable and trustworthy providers of financial services.

Corporate governance model in Islam derives from the understanding of three principles of Islam:

• Recognition of the property rights of individual, legal entities and the community

• Significance of contractual obligations among economic agents (explicit and implicit)

• The design of incentive systems to enforce Shariah rules and preserve social order

All Islamic banks have an internal Shariah board or committee, with the exception of a few countries. Many countries have a Shariah advisory council at national level. In principle, Shariah boards are responsible for five main areas:

• Certification of permissible financial instruments through fatwas (rulings)

• Verification of transactions’ compliance with issued the fatwas

• The calculation and payment of zakat

• Disposal of non-Shariah earnings

• Advise on the distribution of income or expenses among bank’s shareholders and investment account holders

The effective functioning of internal Shariah boards hinges on several corporate governance issues:

• Independence of Shariah boards from the management

• Confidentiality issue: Among the competing banks

• Competencies: Shariah board members to be knowledgeable in both Islamic laws, and commercial, banking and accounting practices

• Consistency of judgement: Across Islamic banks, over time, or across jurisdictions within the same Islamic bank

• Disclosure of all information relating to Shariah advisory

The following diagrams (Figures 7.8, 7.9 and 7.10) are examples of governance structures in Islamic banks in Malaysia. Despite some differences, the basic risk management structure is well-covered and be under the responsibilities of both the BOD and the management.
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Figure 7.8: Sample of a Governance Structure in Bank
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Source: Bank Islam Malaysia Berhad Website

Figure 7.9: Example of a Governance Structure in Islamic Bank 1
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Source: Bank Muamalat Malaysia Berhad Website

Figure 7.10: Example of a Governance Structure in Islamic Bank 2

TOPIC 7.6 OVERVIEW OF THE RISK MANAGEMENT PROCESS

The risk management process is not restricted to a specific division of the Islamic banking operation such as the risk management department. It is embedded in all operations and levels, including the front, middle or back office. The oversight function of the BOD places risk management as a top priority in ensuring that earnings and capital are protected against potential losses arising from both systematic and unsystematic events. The risk management process entails anticipating and analysing risks, determining options in avoiding or managing these risks and then finding an efficient way to execute the preferred option.
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Figure 7.11: Steps in Risk Management Process
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Figure 7.12: The Risk Management Process

Table 7.2: Examples on Activities in Risk Management Process




	Risk identification
	• Loan / financing origination

• Credit / Financing Committee




	Risk measurement
	• Risk models

• Expected Loss (EL), Unexpected Loss (UL), Value at Risk (VaR)




	Risk mitigation
	• Avoid, transfer, accept or share of risks

• Collaterals, swaps




	Risk Reporting and Monitoring
	• State of asset quality

• Impaired Assets (NPL / NPF), default, recovery
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Figure 7.13: Steps in Risk Management Process and Their Corresponding Examples

TOPIC 7.7 RISK MANAGEMENT FRAMEWORK, GUIDELINE AND POLICIES FOR ISLAMIC BANKS

[image: ]

Figure 7.14: Risk Management Framework
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Figure 7.15: Risk Management Framework vis-à-vis Bank’s Performance

The first line of defence is the business units. Each unit must operate in accordance with risk policies and delegated mandates, and has its own independent functions. The units are responsible for having adequate skills, operating procedures, systems and controls in place to comply with policies, and to exercise sound risk management. The second line of defence is represented by a group risk management division that monitors whether business units adhere to the policies. In addition, the Internal audit division examines accounting, audit and security issues.

Three Lines of Defence
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Figure 7.16: Three Lines of Defence in Risk Management Framework

Islamic banks’ credit policies establish the framework for making investment and financing decisions, importantly, reflect the institutions’ tolerance towards risk. Any significant deviation from these policies should be reported to senior management and the BOD so that corrective measures can be taken. Among important areas that should be given consideration are:

• Type of credit facilities, type of collateral security, types of borrowers / customer, geographical sectors

• Stringent and formalised credit evaluation / appraisal process, administration and documentation

• Credit approval authority at various levels

• Clear guidelines for each of the various types of credit, such as financing, overdraft, mortgages, leases etc.

• Concentration limits

• Credit pricing

TOPIC 7.8 RISK APPETITE

Risk appetite is an expression of the maximum level of residual risk that the bank / company (herein referred to as “group”) is prepared to accept to deliver its business objectives. The BOD establishes the group’s parameters for risk appetite by:

• Providing strategic leadership and guidance

• Reviewing and approving annual budgets and forecasts, under normal and stressed conditions

• Regularly reviewing and monitoring the group’s performance in relation to risk through quarterly board reports

The Board delegates the determination of risk appetite to Group Risk and Capital Management Committee (GRCMC) and ensures that it is in line with the group strategy and desired balance between risk and reward. Group Risk Oversight Committee (GROC) recommends to both the GRCMC and the Board the level of appetite for the group. The group’s risk appetite statements are defined by 5 broad metrics:

• Headline earnings

• Liquidity

• Regulatory capital

• Economic capital

• Target debt rating

These metrics are converted into tolerance levels and limits through analysis of the risks that impact them.

CHAPTER SUMMARY


In order for the bank to be well managed and all possible risks are being identified, measured and managed the bank have to ensure that all the necessary governance, the operational policy and procedures, the risk management framework are in place. The banks have to be concerned with the impacts of non-compliance as this will have an impact on its capital and long-term survival. The bank’s Board of Directors as well as senior management members have to be responsible in overseeing the day-to-day running of the banks to ensure that the stakeholders’ welfare and rights are taken care of.



TEST YOUR UNDERSTANDING

1. Which of the following is NOT true about risk management principles?

A. Mitigate risk

B. Identify risk

C. Eliminate risk

D. Measure risk

2. Which of the following statements is FALSE?

A. Banks face both uncertainties and risks in running the business

B. Risk can be controlled by applying available knowledge

C. Uncertainty is known and can be predicted

D. Risk relates to cases when objective and subjective probabilities can be assigned to potential outcome

3. Which of the following Objectives of Shariah (Maqasid Shariah) is most relevant to taking of Takaful or insurance cover for a property financed by the bank?

A. Protection of life

B. Protection of property

C. Protection of intellect

D. Protection of progeny

4. Which of the following risks is applicable to a fraud case involved in granting a business financing facility?

A. Market risk

B. Credit risk

C. Liquidity risk

D. Operational risk

5. All of the following are the financial impacts of Shariah non-compliance, EXCEPT:

A. Capital adequacy ratio of the bank

B. Loss of income

C. Invalidation of contract (aqad)

D. May cause impediment from Allah’s blessing


Case Study

Ikhtiar Bank Limited (IBL) is a newly established Islamic bank, spin-off from a conventional commercial bank, Choice Bank Limited (CBL). It operated as a window under CBL and was quite successful. It started with only three branches with its head office and main branch at a town centre that is close to a river confluence. The bank location is in an area that is prone to flash floods, as the city has 180 rainy days per year. The bank’s head office occupied the ground to third floor of the rented building, and the place was chosen due to its strategic location and proximity to public transport.

Since the bank was new, it did not have an automated operating system to support its financing activities. IBL relied on manual operations and documentation, e.g. accounting ledgers and other documents. However, IBL operated an automated system for its deposit-taking, courtesy of CBL. Following a massive flood, the ground floor of the bank office was affected, destroying the important documents.

Questions:

1. Was it right for IBL management to locate its main office in the said area?

2. What could have been done by the bank to ensure that the documents are stored in a proper area?

3. Is it a good idea to open a bank without a complete supporting system in place? State your justifications.

4. Under which type of risk does the above incidence fall?




GLOSSARY

Al-Rahn Islamic pawn-brooking

Al-Dayn Debt

Aqad Contract

Fatwa A ruling given by authorised person or institution in regards to Islamic matters

Hibah Gift; transfer of a certain property without any consideration during the lifetime of the donor.

Ijarah Leasing; sale of usufruct of an asset.

Istisna Contract of exchange for manufactured goods, allowing cash payment in advance for a future delivery of the goods.

Mudarabah Partnership where one or more partners invested the capital and the other partner(s)provide the entrepreneurship.

Murabahah Cost-plus-profit or mark-up sale where the seller discloses the cost and the profit to the buyer.

Musharakah Partnership or joint venture with loss and profit sharing.

Tawarruq An arrangement consisting two sales and purchase contracts used to seek liquidity. The first involves the sale of an asset by a seller to a purchaser on a deferred basis. Subsequently, this purchaser will sell the same asset to a third party on a spot basis.

Wakalah A contract of agency in which one party appoints another party to perform a certain task on its behalf, usually for payment of a fee of commission.

Waqf A voluntary, permanent, irrevocable dedication of a portion of ones’ wealth – in cash or kind – to God. Once a waqf, it never gets gifted, inherited, or sold. The corpus of the waqf always remains intact. The fruits of the waqf may be utilised for any shariah compliant purpose.

Wadi’ah Yad Damanah Guaranteed savings

Qard hassan Loan given without charging any additional (interest) for the re-payment
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1Section 28(1) of the Islamic Financial Services Act 2013.

2This module considers mainly the case of Malaysia. Candidates from other jurisdictions should also study the system in their respective countries.

3Insurance and Takaful operators are also regulated by BNM.

4Refer to BNM website for the current list of Islamic banks in Malaysia http://www.bnm.gov.my/index.php?ch=li&cat=islamic&type=IB&fund=0&cu=0.

5http://www.bankrakyat.com.my/c/about/corporate/legacy-3

6The term “money laundering” is said to originate from Mafia ownership of Laundromats in the United States. Gangsters there were earning huge sums in cash from extortion, prostitution, gambling and bootleg liquor.

7http://www.bnm.gov.my/documents/act/en_amlatfa.pdf (page 53)

8A financial instrument or an asset is held by a third party on behalf of two other parties that are in the process of completing a transaction.

9Information as at January 2019.

10Information as at January 2019.

11Islamic Financial Services Board (IFSB) definition (2018)

12Basel II

13CAFIB (2007)
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