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ABSTRACT

Due to many criticisms on the accounting treatment for profit equalisation reserve
(PER), Bank Negara Malaysia has issued a new ‘Profit Equalisation Reserve
Guidelines’ for Ilamic banks and financia institutions in Malaysia. Previousy
apportionment of the PER for both raabul mal and mudharib are expensed in the
profit and loss account. In the new PER Guidelines, only the rabbul mal’s portion is
expensed in the profit and loss account while the mudharib’s portion is reflected in the
statement of changes in equity. The new accounting treatment is affecting the profit
and loss account and will increase the profit before tax for the Islamic banks.
Therefore, this paper explores the implication on tax that may result from the new
PER accounting treatment. This paper analyses the annual reports of Islamic banks in
Maaysia to determine the change in PER disclosure before and after the
implementation of the new guidelines on PER. This paper observes changes in
accounting disclosure in the financial report of some Islamic banks beginning from
year 2012. Consequently, interviews with the relevant officers of the Lembaga Hasil
Dalam Negeri Malaysia (Inland Revenue Board of Malaysia- IRBM) are conducted to
gain inputs on the impact of the new PER Guidelines on taxation. The interviews
revealed that PER affected Islamic banks’ taxable income even before the new
Guidelines are implemented. After the new PER Guidelines have been introduced, tax
only affected the rabbul mal’s portion. As a result, adjustments to the taxable income
of the Islamic banks are made prior and after the implementation of the new PER
Guidelines, and this increases their tax payable. The findings also revea that not all
expenses that follow the statutory directives are allowable in the perspective of
taxation.

Keywords: Profit Equalisation Reserve, Mudharabah, Taxation



@ S all i)~ Y1 A g Jhalia) Jal e dalad) dadlead) e clatiny) Lis LS
Loale 3 Al Adld) il sall g & il dually sasal) gaa il <ol (5 MLl
LY o obaall 5 Jlll oy s ol WIS ) =L Y 4 g Jalia) ( danll (il
Oa e oad) oY A s by saaall dpga sl galaall Gy yiledll s # LY s B
O s coladl 8 o s Ay il FLOY) Glaa A LEAY oY) s JWd) oy
i baaall dpdaall dadledd)l Gla Ul 5 " Gpaabuall (8 ol il M (e 3 gandl 8 S
iy (A Y o gill Ay peall G FLY) e 2y siledlls ~LOY) Glaa e
by Luuladl dalleall e zan 8 Al il el e 40 il HEY) Caanll 385 038
Lo (b D) Calaall 4 gl Ul Lyl 48 5 500 38 Jlay Bl =l Y1 4 s
suaall Logan g1 {oalaal) 285 aayy U8 ZLad) LY dyud aldia) (8 il aaadl
& ot ) ) 3850 e Taadly el aila (g LY Ay Jhlgad
SR (55 edilhadl Les s, 2012 aladl b Jlall ) oy uladd) Lady)
2l e Aal 53,88 ALl e Jgeasdl (L alle Galae Zla0al) Gl Y1) ik se pe
) SRl a8 el dais g b pual) e Z LY &y gt s Y (e 20a gen 5
Al e Ay G jlaall Ay puall pualaldl Jaall e c il # L Y 4 s Jalia)
Gl daid i Ay peall (8 eelld aay 2l Y s Sl dygan sill galiall o e
O IS ald FLY) L LAY e w3s e e 2 Jlll Gy e s
aall 255 ey 5 8 Lelaat (g 0 Y LDl & sill 3 Ay puall el ) Jaall (g ol il
4l adall Aol ) gl pom 3 by =l W) A gt aliiaY) (e Buaall a5l

il puall ) shaia (B s = gansall 3 g8 Clgan 58 @it A G S ad Of Ll 38

Sl ) Ay jlmall ¢ LY A gast ol s 5l LS



APPROVAL PAGE

| certify that | have supervised and read this study and that in my opinion, it conforms
to acceptable standards of scholarly presentation and is fully adequate, in scope and
quality, as a dissertation for the degree of Master of Science in Islamic Banking and
Finance.

Sheila Nu Nu Htay
Supervisor

This research paper was submitted to the I[TUM Ingtitute of Islamic Banking and
Finance (I1BF) and is accepted as a partial fulfillment of the requirements for the
degree of Master of Sciencein Islamic Banking and Finance.

Ahamed Kameel B. Mydin Meera
Dean, [ITUM Institute of Islamic
Banking and Finance



DECLARATION

| hereby declare that this dissertation is the result of my own investigations, except
where otherwise stated. | aso declare that it has not been previously or concurrently

submitted as awhole for any other degrees at 11UM or other institutions.

NorizaEsa

SIgNature oo Date .o,



INTERNATIONAL ISLAMIC UNIVERSITY MALAY SIA

DECLARATION OF COPYRIGHT AND AFFIRMATION
OF FAIR USE OF UNPUBLISHED RESEARCH

Copyright © 2014 by Noriza binti Esa. All rights reserved.

EXPLORATORY STUDY ON THE IMPACT OF PROFIT EQUALISATION
RESERVE GUIDELINES ON ISLAMIC BANKS” TAXABLE INCOME

No part of this unpublished research may be reproduced, stored in a retrieval
system, or transmitted, in any form or by any means, electronic, mechanical,
photocopying, recording or otherwise without prior written permission of the
copyright holder except as provided below.

1. Any material contained in or derived from this unpublished research may
only be used by othersin their writing with due acknowledgement.

2. IIUM or itslibrary will have the right to make and transmit copies (print
or electronic) for institutional and academic purposes.

3. ThellUM library will have the right to make, storein aretrieval system

and supply copies of this unpublished research if requested by other
universities and research libraries.

Affirmed by Noriza binti Esa.

Signature Date

Vi




ACKNOWLEDGEMENTS

First and foremost, | am thankful to Allah SWT the most merciful for giving me the
blessing, will, good health and strength to complete this course and research paper.

My deepest gratitude goes to my supervisor, Dr Sheila Nu Nu Htay for her
supervision, encouragement, guidance and advice during the preparation of this
research paper. Thank you for being diligent in your work and patient with your
students. Thank you to the non academic staffs in UM Institute of 1slamic Banking
and Finance (I1iBF) for making completion of this research paper possible.

My specia appreciation goes to my employer, the Inland Revenue Board of Malaysia
(IRBM) for the sponsorship until the completion of my studies. Thank you for the
opportunity enabling me to embark in the wonderful journey of gaining priceless
knowledge during the whole learning process. Next, | would like to thank the IRBM
officers for participating and contributing information during my interviews.

To my wonderful friends | have befriended during the course, thank you for al the
encouragement, support and good memories.

Last but not least, | would like to thank my parents for their prayers and continuous
support for me to get through the tough times during this journey.

Vi



TABLE OF CONTENTS

N 01 = o SRRSO i
ADSIFACE IN ATBDIC ....eitiieee s ettt ettt eae e ens il
APPIOVEI PAJE.....ceeeieeieie ettt bttt b e e nne e iv
DECaralion PagE........ccuiiuiiieeiieieiesee ettt %
(@000)Y 40 0| >0 L= SR Vi
ACKNOWIEAGEMENLS......ccuie ettt e et e sre e s reesseeere e Vii
IS 0 1o =TSR X
CHAPTER ONE: INTRODUCTION ....ooiiiiiiieieiesie et 1
1.1 Problem SEaEMENE.........coieieeciee e e 5
1.2 ReSearCh ODJECLIVES... ..oceeiieiecee et 5
1.3 ReSearCh QUESHIONS.......c.ueeiiieciie ettt s re e e 6
1.4 SCOpe Of RESEAICN......cvieieceeceee e 6
1.5 Significance Of The SEUAY .......cooovieiiiiieee e 7
CHAPTER TWO: LITERATURE REVIEW ..o 9
2.1 Background SEUAY ........ccceceerieeiieiiesieeieseesie e s see e e te e s sae e enneeneesns 9
2.2 What Is Profit EQUalisation RESEIVE?........ccceeceeie e 14
2.3 Accounting FOr PER..........ooiiiiie et 16
2.4 Mudharabah Account And PER From Views Of The Standard Setters.......... 22
2.5 Criticisms On Mudharabah ANd PER...........cccooiiiinneeeee e 36
2.6 PER From The Views Of TaXation ...........ccoceverenenerienieenienie e 40
CHAPTER THREE: METHODOLOGY AND RESEARCH DESIGN ............... 46
3.1 Types Of Data COlECHION .......cocueieiieeieeeee e 46
3.2 Secondary Data COlECHION .........cceeieeieceeseerie et 46
3.3 Primary Data COlECHION .......c.coiuiiierieeieee et 47
CHAPTER FOUR: RESEARCH RESULTS.....ccoii it 48
4.1 Analysis Of Islamic Banks” Annual RepOrt .........ccevvevveieieece e 48
4.2 Interview With Inland Revenue Board Malaysia (IRBM) Officials............... 51
4.3 Comparison Of Accounting TreatMeNtS.........ccvecveeereereeieeseesee e seeseeseeseens 59
CHAPTER FIVE: CONCLUSION, LIMITATIONS, RECOMMENDATIONS
AND AREA FOR FUTURE RESEARCH .....ccoiiiece s 60
5.1 CONCIUSION ..ottt sttt s 60
5.2  Limitations, Recommendations, And Area For Future Research.............. 62
BIBLIOGRAPHY .ottt sttt s 64

viii



APPENDIX | oo s 70

APPENDIX T e e 72
APPENDIX T oo s 73
APPENDIX TV Lo 74
APPENDIX V .o s 75



LIST OF TABLES

Table No. Page No.

2.1  PER accounting treatment in the Income statement of an Islamic 17
bank

4.1  Practice of PER among Islamic banksin Maaysia 49

4.2  Comparison of the accounting treatment of PER before and after 59

BNM’s new Guidelines



CHAPTER ONE

INTRODUCTION

Islamic banking and finance began its appearance in Maaysia with the humble
introduction of Islamic Banking Act 1983 and the establishment of the first Islamic
bank in the country, Bank Issam Maaysia Berhad (BIMB). Over three decades,
Malaysia has journeyed to emerge as the leader in Islamic banking and finance.

Islamic banking has changed the nature of conventional banking where banks
are no longer just being intermediaries of allocating fund from surplus units to deficit
units but involved in various contracts where banks aso share the risks. In
conventional banking, banks transfer risks to customers but Islamic banking promotes
risks sharing.

One of the products of Islamic banks embracing risk sharing system is
mudharabah account. In a classic mudharabah contract, one partner will provide
capital (rabbul mal) and the other partner will provide labour (mudharib). In a
mudharabah investment or savings account, the depositors as rabbul mal contribute
the fund to be invested by the bank who acts as a mudharib. The profit derived from
the investment will be shared between rabbul mal and mudharib according to a pre-
agreed profit sharing ratio. Any losses will be borne by the rabbul mal unless thereis
negligence on the mudharib’s part and the bank will bear the loss.

In a mudharabah account, Islamic banks accept deposits from depositors and
invest them in a profit-sharing investment account (PSIA) (BNM/RH/GL007-11).
These depositors are grouped together and named investment account holders (IAH).

The IAH may choose either to deposit in a general investment account (GIA) or



specific investment account (SIA). In a SIA, the IAH specifies the terms on how the
investment should be invested. In contrast, the GIA account holders give discretion to
the rabbul mal to invest the fund appropriately.

In return, the IAHs will receive their share of the profit which should depend
on the performance of the investment of the fund. In Maaysia, the profit distribution
is regulated by the Central Bank of Malaysia or Bank Negara Malaysia (BNM) as a
standard measure to be followed by all Islamic financia institutions offering
mudharabah investment products (BNM/GP2-i).

In managing the mudharabah funds, the risks faced by the Islamic banks are
amplified because the Islamic banks’ structure and products are relatively new and
they have to compete with the conventional banks. Usually risks associated with
conventional banks and financial institutions are market risks, credit risks, operational
risks and liquidity risks. Islamic banks and financia institutions face the same risks
but they are also exposed to unique risks like shariah non-compliant risks and rate of
return risks.

The main difference of Islamic banking from the conventional is the interest
based system which grounded the conventiona financial and banking system. Unlike
conventional banking where return is quoted in interest rate fixed at point of
placement of deposit, Isamic banks may only provide indicative profit rate for
depositors. Providing a fixed profit rate at point of deposit placement will violate the
mudharabah principle. Profit rate will only be determined at the end of investment
period. This will increase the risk to mudharabah deposits as investment returns are
subjected to fluctuation of the investment of the mudharabah assets

(BNM/RH/GL008-12).



A study conducted by Chong and Liu (2009) found that change in interest rate
of conventional bank will cause the profit rate of Islamic banks and institutions to
follow suit but not vice versa. There is a direct relationship between changes in the
conventional interest rates and Islamic profit rate. However, changes in the profit rate
of Islamic banks will not cause a change in the interest rates of conventional banks.
The depositors of the Islamic banks will expect at par return to match the return from
conventional banks. Therefore, the profit distribution of the mudharabah account will
tend to match the conventional banks’ rate rather than to reflect on its own
performance.

Returns from investments fluctuate and Islamic banks need to do income
smoothing to match those from the conventional banks. Islamic banks face the risk of
bank run or massive withdrawal of fund from depositors if they fail to match the
return of conventional banks. This situation exposes the Islamic banks to another
unique risk known as displaced commercial risk (DCR) where they may have to
utilise shareholders’ fund to match the return of conventional banks to avoid massive
withdrawal of funds from their depositors. DCR exists in dua banking environment
where Islamic banks co-exist side by side with the conventional banking system.
(Toumi, Viviani, & Belkacem, 2010 & Sundarajan, 2008)

DCR is the effect of volatility in rate of return of the Islamic banks due to
varieties of tenure of banks’ investments. Lack of investment avenues for Islamic
investments also amplifies the risk of return. In Malaysia, to smoothen return
volatility, BNM has ruled out guidelines on how Islamic banks to manage DCR in the
Guidelines on the Recognition and Measurement of Profit Sharing Investment
Account (PSIA) as Risk Absorbent (BNM/RH/GL 007-11). The guidelines will help

to quantify the commercia risk borne by the Islamic banks and financia institutions.



To mitigate DCR, Islamic banks are allowed to appropriate a certain level of reserve
from the gross profit known as profit equalisation reserve (PER) to maintain a certain
level or return to the IAH. Monthly PER should be capped at 15% of total gross
income and accumulated PER should be maintained a maximum 30% of total
shareholders’ fund.

The creation of PER may resolve DCR faced by Islamic banks. However, PER
has been criticised as it deprives current |AHs from receiving their full profit
distribution. If they withdraw the mudharabah savings before PER was fully released,
they may not be getting their rightful share of the profit. In contrast, new mudharabah
depositors may be getting the unjust claim to the reserve due to the right timing of
deposit. Apart from that, PER was criticised from the accounting perspective as it fails
to meet the requirements of Malaysian accounting standards provision requirement of
the FRS 137 and definition of financial liability as per FRS 139. After many criticisms
made by accounting practitioners, BNM has introduced new guidelines to eliminate
ambiguitiesin the PER application.

The new Guidelines on Profit Equalisation Reserve (BNM/RH/GL 008-12)
will specify new mechanism for PER alongside its related regulatory requirements.
One of the main changes will be on the accounting treatment for PER apportionment
in the income statement and it will affect profit before tax. Consequently, changes in
the profit reported will affect taxable income. Therefore, this research is conducted to
explore whether indeed there is effect on taxable income as a result of the new

Guidelines on PER.



11 PROBLEM STATEMENT

PER is one of the techniques adopted by Islamic banks and financial institutions to
mitigate DCR. PER however inflicted many criticisms and disagreements on the
accounting treatments, governance and ethical aspects. BNM has introduced the new
Guidelines on Profit Equalisation Reserve (hereinafter referred as “the new
Guidelines”) delineating PER new accounting treatment for all Islamic banks and
financial institutions in Malaysia from the financia year 1 July 2011. The previous
and new accounting treatment will affect the income statement (will be used
interchangeably with profit and loss account).

Previously, both IAHs’ and Islamic banks’ apportionment of the PER was
expensed in the income statement. The new PER Guidelines will only have the IAHS’
portion expensed in the income statement. The Islamic banks’ portion will be shown
only in the statement of changes of equity which does not affect profit before tax.
These changes will affect taxable income for the Islamic banks because it involves
items in the income statement. It looks as if profit reported was lower prior to the new
Guidelines but will increase after the new Guidelines are implemented. Change in
reported profit will affect taxation. Therefore this research is conducted to see the

impact of the change of the new Guidelines on Islamic banks’ taxable profit.

12 RESEARCH OBJECTIVES

If based on the PER new Guidelines, it seems that the accounting changes made by
BNM will affect taxable profit. PER apportionment of the Islamic bank previously
recognised in the income statement can now only be shown in the statement of
changes in equity. The objective of this research is to explore whether there is an

impact on taxable income of Islamic banks due to the new changes of PER Guidelines



by BNM. Consequently, if there is effect on the taxable income, would the Inland
Revenue Board of Malaysia (IRBM) take necessary actions to amend the calculation

of taxable income of the Islamic banks.

13 RESEARCH QUESTIONS
This research is hoped to answer these questions,
1. DoesPER affect profitability?
2. How isthetreatment of PER from the taxation point of view?
3. Do the profitability and taxation of the Islamic banks affected after the
new PER Guidelines implemented by BNM?
4. If the new PER Guidelines affect profitability, does the change in taxable
income cause IRBM to review the calculation for taxable income for

Islamic banks adopting PER prior to the change?

14  SCOPE OF RESEARCH
The new Guidelines is applicable to al Islamic banks under the Islamic Banking Act
1983 (IBA), al banking institutions participating in the Islamic Banking Scheme
(IBS) or known as ‘Islamic windows’ licensed under Banking and Financia
Institutions Act 1989 (BAFIA) and development financial institutions prescribed
under the Development Financia Institutions Act 2002 (DFIA). For the purpose of
this research, the scope will be focussed only on Islamic banks registered under the
IBA 1983.

The scope of this research is to find out the effect of BNM’s new proposal on
treatment of PER on profitability of Islamic banks. Prior to the PER new Guidelines,

PER was expensed in the profit and loss account before arriving to the taxable



income. After the new BNM’s guidelines are in force, it is proposed that PER portion
of the Islamic bank is created by debiting the retained earnings in the statement of
changes in equity and no longer expensed in the profit and loss account. Financial
reports of 16 Islamic banks which adopted PER prior and after the new PER
Guidelines will be analysed to understand the effect of the change. Finally, interview
with the relevant IRBM officers will determine whether there is tax effect after

implementation of the new Guidelines.

15 SIGNIFICANCE OF THE STUDY

For regulator

One of the missions of the Inland Revenue Board of Maaysia (IRBM) is to provide
taxation services with quality and integrity towards promoting voluntary compliance.
The main objective is to create and implement a fair and effective tax management
system in Malaysia. The IRBM as the administrator of tax will conduct tax audit to
ensure businesses comply with the regulations set by the board. The outcome of this
study may assist the IRBM to specify additional audit criteria pertaining to the PER
mechanism among Islamic banks and financial institutions particularly after the new
PER Guidelines has been implemented.

PER has been criticised as being a hidden reserve for banks to reduce taxable
income. Literature reviews also highlighted lack of disclosure in Islamic banks’
financial report of detailed accounting policy and appropriation of PER both for
Isamic banks and the IAH. These may initiate misconduct or irresponsible
management of the PER. In addition, the new PER Guidelines allow the reserves to be
reinvested in low risk instruments or carries minimal risk to the PER. This will

increase the PER fund.



It is hoped that highlighted information and findings from this research will
value add IRBM’s existing audit focus on Islamic banks particularly concerning PER

issues.

For Researchers

Not many sources pertaining to taxation are available in Islamic finance and banking.
The outcome of this research is hoped to enrich existing taxation literatures
particularly on viability of PER and help propose solutions or aternatives to using

PER.



CHAPTER TWO

LITERATURE REVIEW

This section will give background information on the related areas instigating PER. It
will cover the discussion on mudharabah, income smoothing and displaced
commercia risk which initiated the beginning of PER. This section will also compare
the views on mudharabah and PER from various international and Malaysian
accounting standards setters and criticisms against them. Finaly this section will

highlight the views from taxation perspective on PER accounting treatment.

21 BACKGROUND STUDY

2.1.1 Mudharabah, income smoothing & displaced commercial risk
A mudharabah contract binds a capital provider (rabbul mal) and the entrepreneur
(mudharib) in a profit and loss sharing agreement. The rabbul mal will provide funds
and the mudharib will utilise the funds in investments and the proceeds or profit will
be divided in pre-agreed ratios. The mudharabah principle assert full loss bearing on
the rabbul mal’s account if the venture or investment is not fruitful unless it can be
proven that happens due to the negligence of the mudharib’s part. Therefore this
exposes both parties to various risks associated with a mudharabah contract. The
mudharib is exposed to losing time and effort, while the rabbul mal risks losing the
capital.

When entrusting Islamic financial institutions (IFls) to manage mudharabah

deposits, the mudharabah depositors will bear commercial risk on the assets financed



by their funds. The assets financed by the mudharabah funds are exposed to rate of
return risk caused by fluctuations of the market price of investments (Deumic, 2011).
This in turn will cause mismatching of actua asset yield and expected return on the
asset and may lead to displace commercial risk. On the other hand, mudharabah funds
used to fund financing may face credit risk if the borrower defaults on payments. This
may also affect the return on mudharabah funds.

Risks in Islamic banking are systemic in nature and one risk will trigger other
risks. Therefore, mudharib has fiduciary duty to manage the fund in the most prudent
policies to protect the interests of the depositors. Apart from disbursing the funds for
financing, the funds may be invested in short term, medium term, or long term
shariah-compliant money market, capital market instruments, commodity or even real
estate market. However, asthe Islamic financia industry is still developing and still in
its infancy stage in some countries, it is not easy to find shariah compliant avenues to
invest the mudharabah funds. If the availability of the instruments is limited in
supply, the IFls are exposed to liquidity problem.

IFIs need to balance liquidity of the balance sheet items to maintain
sustainability of the operation. An asset is liquid if it can be converted into cash or
cash equivalents without incurring large losses. Liquidity management of an IFI can
be internally induced from having sound financing and operational policies (S.S.Ali,
2012). Islamic banks need to transform short-term deposits into long-term financing.
Financing in the asset side is usually for long term but mudharabah deposits are
callable at anytime by the depositors. Whenever depositors need to withdraw their
money and the bank is unable to fulfil the demand, this will trigger liquidity risk.
Therefore it is necessary to carefully balance deposits and financing to maintain

cashflow of the Islamic bank. Ahmad,A.S, Mohammad,T.M, and Muhamad,L.S.

10



(2013) suggested Islamic banks to be selective in loan application policies to avoid
liquidity risk.

Liquidity risksin Islamic banking may also emanate from macro factors due to
lack of liquidity in the market and lack of access fund. Islamic money market is not
mature and lacks suitable shariah-compliant instruments (S.SAli, 2012). Managing
liquidity risks in IFIs can be challenging because no interest-based instruments should
be considered. This restricts IFIs” options and as a result, income generated from the
depositsis smaller than conventional banks.

Mudharabah deposits account for about 60% of total assets on average sample
of Islamic banks in 12 countries in the Middle East and South East Asia. Due to the
significant portion of the mudharabah deposits also known as profit sharing
investment account (PSIA) funding the Islamic banks, it needs specia investment
account management in contrast from the conventional (Archer, AbdeKarim, &
Sundarargjan, 2010).

Mudharabah deposit accounts usually comprised of two types of accounts
namely restricted investment accounts and unrestricted investment accounts. In
Malaysiait is known as specific investment accounts and general investment accounts

(BNM/RH/GL007-11).

2.1.1.1 Specific Investment Accounts —SIA (also known as restricted investment
accounts)

The financing and investment activities of the SIA accounts are specifically mandated
by the investment accounts holders (IAH). The IFIs are instructed to invest only in
certain type of investments with pre-agreed profit-sharing ratio and a percentage of the

management fee. SIA is usualy for a specified term and may extends over several

11



IFIs” accounting period. The IAH may withdraw before maturity but may have to
forego any undistributed profit. Accounting and Auditing Organisation for Islamic
Financia Institutions (AAOIFI) suggests reporting the SIA as an off-balance sheet

item.

2.1.1.2 General Investment Accounts —GIA (also known as unrestricted investment
accounts)

In GIA, the IFIs are given sole discretion by the depositors to invest the fund for a
management fee. The profit-sharing ratio is also pre-determined and the GIA fund
may be pooled with other IFIs’ fund as there no specific directions for investment

unlike the SIA. GIA isashariah compliant substitute of the conventional deposits.

As analysed by Chong & Liu (2009), they found evidence to suggest that
profit-sharing characteristic of the mudharabah contract only exist in theory. In
practice, mudharabah deposit rate is not really interest-free and closely linked with
the conventional deposit rates. Changes in conventional deposit rates cause Islamic
investment rates to change, but not vice versa. This behaviour is observed in
Maaysian Islamic banks particularly because Islamic banks co-exist with
conventional banks.

Mudharabah depositors may withdraw their funds whenever needed.
Behaviour of the depositors in Islamic banks depend whether they are motivated by
profit or religious beliefs. If they are based on religious beliefs, withdrawal will not
occur if the return of the Islamic bank is lower than the conventional. Many studies
have observed that mudharabah depositors are profit driven and are more sensitive

towards the return or profit received and may compare them with conventional banks’

12



return. As a result, they may withdraw their deposits if the return is lower than the
conventional rates (Toumi et a., 2010).

As quoted by Chong et al., (2009) BNM’s Governor, Tan Sri Zeti Akhtar Aziz
acknowledged in her keynote address on February 15, 2006 at the 2nd International
Conference on Islamic Banking in Kuala Lumpur that IFIs need to put greater
emphasis in managing their funds in most efficient and effective manner. This is to
avoid IFIs’ depositors shifting to conventional banks when the latter’s return is higher.
Thus, IFIs’ deposit rate is pegged to the conventional banks’ deposit rate. This is also
to better manage the liquidity and to retain fundsin the system.

The practice to peg Islamic banks’ deposit rate to conventional deposit rates is
done following regulatory requirement to avoid massive withdrawals and fund shifting
from Islamic banks to conventional banks. Such proactive measure is to prevent
systemic risk and to relieve competitive pressure off IFIs to maintain their market
share and manage liquidity (Archer et al, 2010). However, this puts pressure on the
IFls to maintain high profit rate for depositors although actua profit from investing
the fundsis low. Chong et a., (2009) highlighted this predicament in the case of Bank
Isam Malaysia Berhad in 2006. Albeit having reported loss of RM1.3 billion, the
bank was able to pay RM0.371 billion profit share to its depositors.

If asset return is not sufficient to pay depositors, to avoid massive withdrawals
by depositors, IFIs may have to use shareholders’ fund or their share as mudharib.
This act of transferring the risk of loss from investment which previously borne solely
by depositors to IFIs is aso known as displacement commercia risk. The IFls will
avoid this risk because this will impair their share of the profit and also shareholders’

fund.

13



To cushion the impact of displaced commercia risk (DCR), IFIs may resort to
income smoothing. There are two types of income smoothing: real and artificial
smoothing (Siti Masnah, Rosmawati, & Henny, 2013). Real smoothing involves direct
changes in the production to decrease income inconsistency while artificial smoothing
involves using accounting practices. Artificial smoothing is the prevalent exercise
among IFIs due to commercial pressure to maintain stable return to avoid massive
withdrawals of deposits. In some jurisdictions income smoothing is made obligatory
by the regulator to avoid depositors suffering loss on capital or impaired return
(Toumi et a., 2010). Thisis also to counter the impermissibility of giving guarantee
on mudharabah capital.

There are several income smoothing methods to mitigate DCR. AAOIFI
suggests the use of two type of reserves namely Profit Equalisation Reserve (PER)
and Investment Risk Reserve (IRR). Using IRR will cover the potential losses on
assets invested with IAH funds while PER can smooth fluctuation of return to 1AH
(Sundargjan, 2008). Therefore, only PER will serve to mitigate DCR but not IRR.
Besides PER and IRR, the IFIs may also utilise shareholders’ fund or forgo part or the

mudharib’s entire share of profit to stabilise the return to IAH.

22  WHAT ISPROFIT EQUALISATION RESERVE?

PER is a type of reserve suggested by Accounting and Auditing Organisation for
Isamic Financial Institutions (AAOIFI) to smoothen return to mudharabah
depositors. This reserve is apportioned from gross profit before allocating mudharib’s
share. This means, PER is an expense in the profit and loss account. It comprises of
both the IAH’s portion and the mudharib’s portion as part of the profit-sharing

arrangement. The PER is used to stabilise the profit payouts but not the profits

14



