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ABSTRACT

This paper sought to identify the monetary policy transmission via the Investment
Account (IA) and how it has affected Islamic banks in Malaysia during the pre and
post introduction of Islamic Financial Service Act (IFSA) 2013. As the name implies,
IA is a type of account meant for investment purpose that bears a unique risk and
reward structure compared to interest rate (IR) based deposit account offered by
conventional banks. Such differences would eventually lead to a divergence between
rate of return (ROR) for IA and IR for conventional deposits. Notwithstanding that, it
is interesting to note that under dual banking system practiced in Malaysia, divergence
between ROR and IR would create arbitrage opportunity for customers in the banking
system and could lead to unintended volatility as the customers could easily switch
between 1A and IR based deposit. This could also diminish the effectiveness of the
monetary policy framework of the central bank. In this regard, this paper seeks to
examine how monetary policy stance by Bank Negara Malaysia (BNM) is transmitted
through the IA. The study employs the Autoregressive-Distributed Lag (ARDL)
techniques to measure the relationships between variables associated with 1A, ROR,
overnight policy rate (OPR), bond yield, economic output as well as inflation. The
period of the study is divided into three different periods which are the full period of
study from January 2007 until December 2018, period prior to IFSA introduction from
January 2007 to June 2013 and period post IFSA introduction from July 2015 to
December 2018. These periods coincide with the evolution of 1A which is structured
based on Mudharabah contract. The outcome of the ARDL estimates indicate that
monetary policy transmission via lA is observed for all three periods, mirroring the
scenario seen for similar transmission via interest based conventional deposits. This
suggest appropriate response towards monetary policy stance of BNM, exemplified
by the long and short-term relationship observed between IA and OPR, which is
essential in meeting the objective of the monetary policy implementation.
Nevertheless, continued monitoring of the development of Islamic finance, typically
on the introduction of unique products and services is required to assess the potential
impact on the suitability and the objective of monetary policy implementation.
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CHAPTER ONE

INTRODUCTION

1.1 INTRODUCTION AND BACKGROUND OF THE STUDY

Monetary policy and its implementation by central banks in general are intended to
influence the state of economy. In Malaysia, monetary policy is implemented with
preserving price stability and ensuring sustainable economic growth as the main
objective (BNM, 2017). To achieve such objective, Bank Negara Malaysia (BNM)
use the Overnight Policy Rate (OPR) as the indicator of monetary policy stance (BNM,
2004). With OPR as the primary reference rate, prices of financial instruments across
the yield curve are directly influenced by the movement of OPR before eventually
affecting real economic activity and inflation. Such process, mainly termed as
monetary policy transmission, thus describes how changes made by BNM on OPR as
the monetary policy indicator, flow through the financial markets, impacting the real
economy before finally influencing inflation. In this instance, interest rate for deposit
for example will increase whenever OPR is increased, effectively making it more
attractive for depositor to deposit their money in Malaysian banks. Meanwhile, interest
rate for loans will increase as well, hence making it more expensive for people to
borrow. The deposit and loans situation described above are example of the channels
for monetary policy transmission. Therefore, whenever BNM increases OPR to
moderate economic growth, loan will become more expensive. As a result, investment
spending declines, thereby causing aggregate demand to decrease. Hence output falls,

and ultimately inflation will reduce.



Under dual banking system implemented in Malaysia, these channels of
monetary policy transmission are available for both conventional and Islamic banks.
It is interesting to note although Islamic banks prohibit interest in their operation, they
are still able to channel similar impact as interest rate to the real economy. In Malaysia,
Shariah compliant monetary policy rate does not exist yet and as a matter of fact,
Islamic banks in Malaysia are largely guided and influenced by OPR in determining
their cost of funds and subsequent profit rate charged/ offered to customers/ investors?.
Although OPR is fundamentally an interest-based policy rate and theoretically, it may
not sound right for Islamic banks to be influenced by the OPR, given the inexistence
of Shariah compliant monetary policy rate and relatively small size of market
capitalisation, it has always been the case thus far. For now, such approach has proven
to be efficient from the monetary policy pass-through point of view with empirical
studies suggesting that pass-through impact remaining high and sizable from the OPR
to Islamic money market rates (Ooi, 2008). Sukmana and Kassim (2010), Kassim and
Majid (2009) and Majid and Hasin (2014) also support the idea that there is a strong
link between Islamic banks and monetary policy, with Islamic banks functioning as
conduit to channel the monetary policy impacts to the real economy. On the contrary,
there are also studies arguing that the benchmarking to OPR is inefficient for Islamic
banks in the sense that it does not tie up with the real economy and based on
productivity and profitability of assets which should be endogenously determined
unlike interest rate (Meera & Omar 2010).

While there are findings showing the effectiveness of Islamic bank as the

conduit for monetary policy transmission in Malaysia, such findings were mostly

L According to Islamic Pricing Benchmarking by ISRA researchers (2010), p.38, paragraph 1



based on the financing channel. In other words, the data used for these studies are
largely concentrated on the asset side of the Islamic banks, ignoring the presence of
Mudharabah based Investment Account (IA) which bears a unique risk and reward
profile on the liability side of the Islamic banks. This study thus seeks to measure how
IA structured using Mudharabah contract could influence the transmission of
monetary policy. The assessment is made by applying the appropriate regression
model to the data set which will determine whether the objective of monetary policy
by the BNM could be achieved or not using IA as the conduit. To the best of
researcher’s knowledge, this topic on evaluating the monetary policy transmission via
Mudharabah based 1A has yet to be explored, and in this regard, this study is expected
to contribute towards enriching the literature, not only concerning Islamic finance, but

also to deepen discussion in the area of monetary economics.

1.2 STATEMENT OF THE PROBLEM

There are currently an increasing number of studies on monetary policy transmission
in Malaysia. Paper by Tang (2006), Tai, Sek and Har (2012), and Khaw and Sivabalan
(2016) for example are amongst the notable one, examined among others the relative
strength of various channels for monetary policy transmission in Malaysia. There were
also studies looking specifically at the role of Islamic banks in the overall process of
monetary policy transmission in Malaysia (see for example, Sukmana and Kassim
(2010); Kassim and Majid (2009); and Majid and Hasin (2014)). These studies in
general proved that Islamic banks are the important conduit for channeling of
monetary policy impacts as the pass-through from policy rate to the respective
transmission channels remains high and sizeable. However, most of these studies tend

to focus on the lending channel associated with the asset side of the Islamic banks.



The coverage of these studies also is usually generalised through utilisation of average
industry data without taking into consideration on how specific underlying contract
use by Islamic banks to structure a product/ instrument could post different impact to
the monetary transmission process.

On the asset side of Islamic banks, the products are mostly structured using sale-
based contract (such as Murabahah and Bai Bithaman Ajil)?> which carries along
identical if not similar risk and reward profile to the conventional banks’ loan. In
contrast, Mudharabah contract is used as one of the underlying contracts on the
liability side® of Islamic banks in Malaysia. Based on its inherent profit sharing and
loss bearing feature, the Mudharabah contract is supposed to be unique and behave
differently from traditional lender-borrower relationship promulgated under the
conventional banking system. In this context, the rate of return (ROR) from any
investment structured based on Mudharabah contract theoretically is not directly
linked to the OPR. Rather it depends on the actual result/ performance of the
Mudharabah venture, which cannot be determined upfront unlike interest rate.
Notwithstanding that, in practice empirical evidence* suggested that the ROR from
Mudharabah investment account is still at par (if not similar) to the interest rates
offered through fixed deposit (FD) in conventional banks.

On the other hand, BNM has already started to implement contract based
regulatory framework with greater clarity to be accorded on the obligations and rights

of customers under the respective Shariah contracts. The Islamic Financial Services

2 Based on BNM Monthly Statistical Bulletin Table 1.18.2 on Financing by Concept for Islamic
Banking System for the month of December 2018, a sum of RM289.7 billion of financing is based on
BBA and Murabahah contract, equivalent to 54.1 percent of total Islamic banks financing. Financing
based on Mudharabah meanwhile only constitutes of 0.008 percent of total financing.

3 Also regarded as the deposit channel of monetary policy transmission.

4 See for example Dual Banking Systems and Interest Rate Risk for an Islamic Banks by Bacha,
Obiyathulla 1. (2004) and Islamic Pricing Benchmarking by ISRA researchers (2010).



Act 2013 (IFSA) and subsequent regulation issued by BNM ensure that the unique
characteristics and risk profiling of underlying Shariah contracts use to structure
product and instrument would be preserved. This is anticipated to post challenge to
the implementation of monetary policy, as different risk profiling under different
Shariah contracts, particularly Mudharabah contract may influence deviation from the
policy rate and affect the effectiveness of monetary policy transmission especially

via lA.

1.3 PURPOSE OF THE STUDY

This paper aims to study the transmission of monetary policy in Malaysia via IA. As
highlighted earlier, Mudharabah contract has a totally different risk and reward
structure embedded in it compared to the interest-based instruments. Hence
theoretically from monetary policy transmission point of view, the ROR may divert
from the intended result of monetary policy formulation and implementation.
However, in practice the scenario could be different. This could be due to management
of Displaced Commercial Risk (DCR) by Islamic banks, where due to competitive
reason, Islamic banks set aside their share of returns to ensure customer enjoy the sort
of remuneration that they could obtained when placing deposit in conventional banks.
Using data from BNM Highlights and Statistics (used to be known as Monthly
Statistical Bulletin), this study highlights the state of monetary policy transmission via
IA and factors that contribute to such transmission. Result of this study could justify
innovative approach and strategy for monetary policy formulation and implementation
in Malaysia.

In relation to the main objective above, this paper also discussed the IFSA

which came into force on 30 June 2013. The IFSA provides clarity on the treatment



of Mudharabah-based account as an investment account as opposed to the status of

deposit account it currently holds on the liability side of Islamic banks. This new

development is anticipated to change the way Mudharabah based-account is

structured on the liability side of Islamic banks, hence potentially influence the state

of monetary policy transmission under the dual banking system in Malaysia.

1.4 RESEARCH OBJECTIVES

With a general aim of understanding the overall monetary policy transmission via the

IA, the specific objectives of this study are:

1-

To investigate the existing state of monetary policy transmission via the
IA;

To analyse whether there is any difference between the state of monetary
policy transmission via IA, prior and post implementation of IFSA 2013;
and

To examine factors that affect monetary policy transmission via IA post
IFSA 2013 implementation, given treatment of Mudharabah-based

account as an A rather than deposit.

1.5 RESEARCH QUESTIONS

1-

Is cointegration or long-run relationship observes between IA and other
variables used in this study from the period of January 2007 until
December 2018?;

Is cointegration or long-run relationship observes between 1A and other

variables used in this study from the period of January 2007 until June



2013 (representing pre-IFSA period) and July 2015 until December
2018(representing post-IFSA period) respectively?
3- What contributes to the nature of relationship observes between IA and

OPR which represents the monetary policy indicators of BNM?

1.6 SIGNIFICANCE OF THE STUDY

Over the past decades there have been enormous changes to global and local financial
sectors including specific changes to Islamic banks in Malaysia. At the global front,
the balance of risks to growth and inflation in emerging and developed economies has
shifted frequently, necessitating continued reassessments of the stance of monetary
policy. In developed countries for example, interest rate was maintained at low and
even negative level to spur growth. There were also significant changes in the
government that rule these countries, bringing along changes to the economic and
fiscal policy respectively. Locally, significant changes among others include higher
integration with the global financial system, diversification of the domestic economy
and introduction of new laws, in particular the IFSA. Given these changes,
understanding the monetary policy transmission mechanism is imperative to ensure
successful conduct of monetary policy.

Result of this study could be significant inputs for BNM in the formulation and
implementation of monetary policy. As pointed out by Ooi (2008), BNM back then
did not see any different impact of different structure and returns under the Islamic
financial system towards the effectiveness of the monetary transmission, with pass-
through remaining high from policy rates to Islamic money market rate. However,
given the growing importance of the Islamic financial system, the implications for

monetary policy deserve careful study. As the risk and reward profiles inherent in



Mudharabah are different from those of Murabahah contract which is dominant on
the asset side of Islamic banks, it is important to determine whether the intended
objective of monetary policy formulation and implementation by BNM can be
achieved or not through the 1A. According to BNM, Mudharabah is a contract based
on fiduciary relationship. Under this principle, Mudharib or fund manager manages
the Mudharabah asset in trust and is not liable for the impairment of the asset except
for cases related to misconduct, negligence or breach of specified terms. Impairment
or loss in this case will be borne by the Rabbul Mal or capital provider. Under this
type of relationship, the theory suggested that there shouldn’t be any direct correlation
between interest rate and the ROR for Mudharabah as the ROR is derived from the
performance of asset invested using Mudharabah funds. If this hold true from
operational point of view, then there will challenges for BNM to formulate and achieve
the intended objective of monetary policy and the only way to confirm this is by
analysing the transmission of monetary policy via IA as oppose to looking at Islamic
bank financing or deposit channel on general basis.

In addition, this study intends to fill the gap on the literature related to the
monetary policy transmission in Malaysia. As explained earlier, although there were
increasing studies on monetary policy transmission in Malaysia, these studies
generally utilised average industry data, ignoring significant presence of Islamic
banking system that may behave differently from its conventional counterparts. For
empirical research made specifically or confined to Islamic banks in Malaysia, the
data are mostly driven by the asset side of Islamic banks, ignoring the significant
component of the Mudharabah based IA on the liability side. Based on data published
by BNM, on average prior to June 2013, Mudharabah based IA consists of around 40

percent of total Islamic liability in Malaysia. In June 2013, IFSA was legislated and



since then the market share of 1A over total Islamic deposit has deteriorated to around
13 percent of total liability based for Islamic banks. Despite such deterioration, it has
potential to grow further given growing interest from institutions and individuals.
Although in terms of percentage or market share, the importance of Mudharabah
based 1A has reduced, the quality of Mudharabah based IA as a distinct Islamic
banking product has improved tremendously. This is because the Mudharabah based
|A that we see in the market today is no longer a “mirror” of conventional fixed deposit
product. It is a unique product with different risk and reward profile. Hence for
research purposes, this fact need to be detailed out and presented in the correct manner.
The utilisation of average industry data without taking into consideration on how
specific underlying contract use by Islamic banks to structure a product/ instrument
could post different impact to the monetary transmission process may undermine the

outcome of the study.

1.7 LIMITATIONS OF THE STUDY

The study was confined to transmission via the 1A only. There are other Shariah
contracts structured on the liability side of Islamic banks that may not necessarily have
similar risk and reward element to conventional fixed deposit, such as Wakalah based
deposit/ investment which are not included in this study. This study was also confined
to Islamic banking practice in Malaysia, due to lack of reliable data for a globally
recognised and transparent dual banking system, other than Malaysia.

The study note that the introduction of IFSA could post significant impact to
the monetary policy transmission process. However, IFSA was only introduced
beginning June 2013 and grace period for compliance to IFSA were accorded.

Effectively compliance to IFSA especially with respect to the definition of deposit and



investment only started in July 2015. Hence from data perspective, it is rather limited,

especially for the analysis related to post IFSA period.

1.8 ORGANISATION OF THE STUDY

This study is organised as follows. Overall, the study aims at understanding the
monetary policy transmission via IA. Chapter 1 presented and discussed the
background of the study. It explained the objective of monetary policy in Malaysia
and how monetary policy is implemented by BNM through the relevant channels of
monetary policy transmission. Additionally, the statement of the problem was
discussed, anchored by observation that empirical studies on monetary policy
transmission via Islamic banks tend to focus on the lending channel associated with
the asset side of the Islamic banks, ignoring the significance of the Mudharabah based
IA on the liability side of Islamic banks. The significance of the study followed, with
the study is expected to contribute towards enriching the literature, not only
concerning Islamic finance, but also to deepen discussion in the area of monetary
economics. Finally, the limitations of the study were mentioned, followed by brief
definitions of the key terms in this study.

Chapter 2 presented the background of the banking sector, investment account,
IFSA and monetary policy. Key to the discussion is the structure of the banking system
in Malaysia, especially on the existence of dual banking system, where conventional
and Islamic banks operate in parallel. As Islamic banking developed over the years,
different type of product and was introduced. Some replicate the risk and reward
structure or profile of conventional product while there is also product designed based
on unique risk and reward profile of its underlying Shariah contract. 1A belongs in the

latter’s category. Hence in this chapter, overview of IA is given. In addition, there was
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also discussion on monetary policy in Malaysia with focus on objectives and
instruments use for monetary policy implementation. Based on these overview, one
can relate on how monetary policy implementation works to achieve its intended
objective and the contribution of 1A throughout the process.

Chapter 3 is divided into two sections. First, the chapter reviewed theoretical
literature on monetary policy transmission, focusing on concept of monetary policy
transmission particularly the IS-LM model and the traditional transmission channels.
The second part discussed about the empirical literatures related to the study, with
focus on monetary policy transmission within a dual banking system like Indonesia
and Malaysia. Methodology and outcome of the empirical studies were also presented
and discussed to a certain extend.

Chapter 4 discussed the methodology adopted for the study as well as the data
analysis. Various methods of investigation, including pre-test were included to
determine the monetary policy transmission via IA.

Chapter 5 presented the results of various test and estimations as well as
analysis for the findings while Chapter 6 concluded the research by summarising the
outcome of the study and provided impact analysis to the existing policy as well as

recommendations. This chapter also suggested future direction for the research.

1.9 DEFINITIONS OF TERMS

Overnight Policy Rate

The overnight policy rate (OPR) is an overnight interest rate set by BNM used for
monetary policy direction. It is the target rate for the day-to-day liquidity operations
of the BNM. In Malaysia, changes in the OPR trigger a chain of events that affect the

base lending rate, short-term interest rates, fixed deposit rate, foreign exchange rates,
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