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Introduction

The money market is a place whereby medium and short-term instruments are being traded exclusive from the capital market, which dealt with long-term investment. An increase in the number of money market instruments in the Islamic money market increases Islamic bank’s exposure to wide range of risks. For example credit risk, operational risk, profit rate risk and liquidity risk.  The format of this paper is to explain on the nine Islamic money market instruments; determining the risk associated and how to mitigate the risk.   

1. Mudharabah Interbank Investment

In the interbank market much of the money is lent overnight, i.e., on a day-to-day basis, or at weekends for three days. However, quite a lot of money can also be borrowed for very short periods of time. The main item in the period money would be borrowed for one to three months. Banks may also borrow for seven days, fifteen days, or for almost any amount of time up to twelve months (Osman, 2001).

Daily normal banks operation will sometime make banks are in surplus and sometimes the banks are in deficit. Sometimes large bank will be in deficit and small bank will have surplus as the case of Italy (Osman, 2001).  Surplus must be invested and deficits must be financed to ensure that cash is not idle and adhering to the minimum reserve requirement. 

Banks with surplus money will invest in the interbank money while the banks with deficits will lend in the interbank market. Thus, the interbank money market enables domestic credit institutions to make available to others (mainly banks) their excess central bank balances or where necessary to borrow (or buy) such balances in order to add to their own liquidity on the basis of a narrow margins. 

However, this practice is clearly not sanctioned by Shari'ah rules because it is trading in balances (cash money) with central banks. Money from the Shari'ah point of view is not traded for money with an increase or on deferred payment. IBs having short-term excess liquidity would not adopt such techniques of finance based on trading in cash balances for interest.

Lending and borrowing on interest is prohibited but profit sharing is acceptable in Islam.  Therefore the Islamic Interbank use mudharabah concept and the instrument is name Mudharabah Interbank Investment (MII).  The process of the MII is illustrated below:
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Explanation

Banks with excess reserve can invest the excess reserve in the money interbank money market by investing the surplus to the deficit banks using mudharaba concept.  In this case the surplus banks will be the rabbu mal and the central bank will be the entrepreneur. The profit sharing ratio between the rabbu mal and the entrepreneur will be determined and for example a ratio of 70:30 is agreed.  The rabbu mal or the surplus banks will receive 70% profit while the central bank will receive 30%.  The profit rate is based on the benchmark from KLIBOR. The calculation of the profit is as follows:

Profit Formula = Principal X Profit Rate X Time X profit sharing ratio
                                                         36500 

Example:  


Principal = 1,000,000 


Profit rate: 6%


Time :3 days


Profit sharing ratio: 70:30

Profit to surplus bank:  = 1,000,000 X 6% X 3 X 0.7




    36500




 = 345.21 

Profit to central bank:  = 1,000,000 X 1.5% X 3 X 0.3




    36500




 = 147.95

Risk

Liquidity risk

The higher the interbank investment means that the bank has a higher excess reserve. Therefore a higher interbank investment instruments in the bank will increase the liquidity of the bank and therefore reducing the bank’s return.  

Profit rate risk

The banks having a higher interbank rate will be facing the profit rate risk because the instruments are profit rate sensitive and subject to re-pricing. If the rate sensitive assets are greater than the rate sensitive liabilities, the bank will have a positive gap.

RSA – RSL = Gap

If the RSA > RSL and the profit rate increase then the bank will benefit from higher income but if the profit rate decreases then the bank will be facing a loss since its cost is higher than its assets.    

How to Mitigate

The profit rate risk could be mitigated by setting the duration gap = 0. 

Dur gap = Dur asset – L/A (Dur liab) = 0

Operational Risk

One of the challenges in managing operational risk in Islamic banking is ensuring Shariah compliance.  This is to ensure that the parties involved in the Islamic contracts actually adhere to the Shariah requirements and guidelines.  

How to Mitigate

There must be standard operating procedures (SOP) and guidelines for the parties involved and a Shariah audit team must be formed in order to perform audit on the operational aspects of the Mudharabah Interbank Investment.

2. Islamic Interbank Cheque Clearing System

Islamic Interbank Cheque Clearing System is system, which clear the cheque deposits and withdrawals between the commercial banks.  The central bank of Malaysia is the intermediary in settling the net between the banks. 

The money market instruments are created when the participating banks are in deficits and surplus. The surplus will be invested by the central bank to the deficit banks.  For example lets assume only two banks in Malaysia.

Bank A and Bank B

If bank A customer Y pays a customer Z from Bank B with a cheque of RM100,000 for the purchase of a car.  The accounting treatment for the above transaction is as follows:

In Bank A account.





Dt customer Y






RM100,000

Kt Bank A account at IICCS




RM100,000

In Bank B account

Dt Bank A account at IICCS 




RM100,000

Kt Customer Z






RM100,000

Now the total amount for Bank A in IICCS is RM–100,000 and Bank B is RM100,000 due to the above transaction assuming that there is no prior deposits and the bank maintain a zero balance. The central bank will transfer the RM100,000 to Bank A to finance its deficit by using mudharabah contract.  The process is almost the same as MII.  

The following diagram could illustrate the process of the IICCS.

Coming Soon
3. Sale and Buy Back Assets

4. Accepted Bills – Islamic (AB-i)

5. Government Investment Issues

6. Islamic Treasury Bills

7. Cagamas Mudharabah Bond

