CHAPTER ONE
INTRODUCTION TO THE RESEARCH

1.1 Introduction s )

Banks serve as engines and key supporters of the economic grow a country.
Hence, the poor performance of banks negatively affects th ole economy. To

avoid such effect, financial reforms have focused on the e y of the banking

sector. Athanasoglou et al. (2008) indicate that a pr:@ ing'sector is highly

capable of withstanding negative shocks and st ng t inaneial system.

received i/much¥at ent‘iong?om

g the prafitability oéb?nks §

aced{ nkingggctor and
a

the risks that are associated with crises, opeq{ss’ nd globatkization. E\T

1.2 The Research Problem \T
& N
The liberalization of the Isla ng industry afd tké\&;?obal financial crisis has

elicited research on the determinanis ofjt abilit@ Malaysian Islamic banks.

The liberalization of %;ic ba.g stfgims to develop Malaysia into a
Islami

hub for internatio ic M acti\{t}/s,. This liberalization has greatly

changed the stru@we Lmi nking,§}tem, which has driven foreign Islamic

Therefore, the determinants of bank profitability h

the academic field and the financial markets.

essential to overcome the major challenges th

ing

banks into M Mto perate~side-b @ with their domestic counterparts. As a
result, Malaysian slamic bank of)'er@in a highly competitive local industry. The
success ign Islamic banks ca@so help enhance the reputation of Malaysia as
an intérpational center for IsIam.Lc%Tnancial activities. Tables (1.3) and (1.4) clearly
sh oreign Islamic ban ffer from low returns, which threatens their survival

in dustry. A significant variance is also found in the profit rates of foreign and
stic Islamic banks in Malaysia, in which domestic Islamic banks have achieved
h profit rates whereas foreign Islamic banks have achieved low to negative profit

rates.



Table 1.1 Return on equity of Malaysian domestic Islamic banks
2010)

(2008, 2009, and

Names of banks 2008 2009 g

Bank Islam Malaysia Berhad 0.0053 0.0285 1
Bank Muamalat Malaysia Berhad 0.0135 0.0196 _{%2211
RHB Islamic Bank Berhad 0.0339 0.047. 0.0157
Hong Leong Islamic Banking Berhad 0.0239 0.0318 0.0211
CIMB Islamic Bank Berhad 0.0261 OM 0.0703
Amislamic Bank Berhad 0.0360 514 0.0188
Affin Islamic Bank Berhad 0.032 0 '

EONCAP Islamic Bank Berhad 0.0301 0.004
Alliance Islamic Bank Berhad 0.
Maybank Islamic Berhad
Public Islamic Bank Berhad

0.0235
7 0.0163

556 ' 0
44

Table 1.2 Return on equity of Malaysi oret%ls b&r@

(2008, 2009, and

2010

2010) (,) b Fa
Names of banks o ﬂU‘U’ ' c;2‘(’)09
Kuwait Finance House (Malx‘ﬂ: EerhWﬁB (2‘,&'-0.0155
Al Rajhi Banking (Malaysia) Berhad 0.019@ 0.0133
Asian Finance Bank Beérha ’ ;0@ 0.0049
HSBC Amanah Ma|a%rhad\.‘ £00191  0.0282
Standard Charter Niq Befha é./0153 -0.0022

OCBC AI-Am% Ber ) &-0.0086 0.0765

-3 Iy

-0.0043
0.0337
-0.0543
0.0317
0.0267
0.0088

)

Q2 [ 3¢
The libefalization of mMc bal'ﬂ%g system can negatively affect the efficiency of

Malaystan Islamic banks as the Ye-rate in a highly competitive industry. These banks
mw ce their profitabiliMith their efficiency. Tables (1.3) and (1.4) clearly

at domestic Islamic banks are, on average, more efficient than foreign Islamic

S

s. The performance of a bank depends on the opportunities and threats that it

es, both of which originate from the external and internal environments of the

bank. Therefore, the influencing factors of the efficiency of banks must also be

investigated to help improve their performance.



Table 1.3 Technical efficiency of Malaysian domestic Islamic banks (2008, 2009,

and 2010)
Names of banks 2008 2009 2

Bank Islam Malaysia Berhad 0.66531 0.86171 0. 4
Bank Muamalat Malaysia Berhad 0.65446 0.70930@2637
RHB Islamic Bank Berhad 0.86342 0.76637 .90626
Hong Leong Islamic Banking Berhad 0.81632 0. 7697 0.90719
CIMB Islamic Bank Berhad 0.62623 0.72048
Amislamic Bank Berhad 0.92648 0.87779
Affin Islamic Bank Berhad 0.59473 7' 0.65440
EONCAP Islamic Bank Berhad 0.7893 0.746 O 83232

O 6

Alliance Islamic Bank Berhad
Maybank Islamic Berhad 1.08000
Public Islamic Bank Berhad ‘FM?
Y, )

Table 1.4 Technical efficiency of M sgn foreign
‘)

Names of banks 4 "2009 2010
Kuwait Finance House (Malaysi had ¢ 0. @ 88337 0.84580
Al Rajhi Banking (Malaysm)N OOZQ 0.81205 0.81679
Asian Finance Bank B rha ’ 0.42619 0.52275
HSBC Amanah Mala rhad uj‘.o 8§ 0.83705 0.81770
Standard Chartered®Saadiq Be‘ 6.29671 0.47185 0.79911
OCBC Al-Ami erh [{Q .90427 0.68924 0.89085

N 3
Previous @ve indic d?erta@fferences in the profitability or efficiency of
banks t perate sam rket. Sufian (2006) finds that the efficiency of
fore%a ic banks is lower ig@ﬁ]pared to their domestic counterparts in Malaysia
fr to 2004. Tahir et\b (2010) observe that from 2000 to 2006, Malaysian

‘@lc commercial banks are relatively more efficient than foreign banks.
rences in the structure, characteristics, and the internal and external influencing

ﬁtors of foreign and domestic banks can also lead to variations in their performance
(Elyor, 2009). The performance of these banks can be analyzed to confirm if such

difference exists and to identify what causes such difference. This analysis can help



devise methods on improving the performance of the Malaysian Islamic banks and can
assist in developing a regulatory framework for the entry of foreign Islamic baw

the country. \

The 2008 global financial crisis has changed the way Islamic b c@wate in

Malaysia. The performance of banks can also be affected by th es in their

environmental and economic conditions (Muda, 1993). Thereforg, mw

can result in a sub-optimal performance of a bank. However, %n\iénd Noor (2011)
te

nomic shock

confirm that the 2008 global financial crisis is negatively to the profitability of

78 Islamic banks in 25 countries. \d
3

In 1998, the gross domestic product (GDP) growth alaysia was r?aileg:)h the

Asian financial crisis that originated from Thai n the Ias quarter of 2008, the
economic shock caused by the global financ SIS n Malaysia as its
exports, industrial outputs, investments, a co senti ents aII declined.

As a result, the GDP growth of & in thesfo @er of 2008 was
significantly lower at 0.1% as compare g& in the preceding

the%
three quarters (Bank Negara Mal nual % 0 ’\\
& 4 Qc?

Figure (1.1) GDP growth mNK ia fM? t&fﬁ/ZOlO.
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12

.08

.04 |

.00

_ 04 |

-.08

P R e S - A - T i
& & & F &I & F SIS F SIS S

v
eDepartment of Statistics, Malaysia

The GDP growth in Malaysia contributes to the development of its banking sector.

Consistent GDP growth during a particular period enables business units to respond to



the demand for goods and services. Economic cycles that result from the lending and
borrowing activities show the contributions of real GDP to the developmen
banking sector (Yu and Gan, 2010). As domestic economic activities slow“own, the

financial

overall loan applications in the country begins to decline. Loan app &95 have
stalled for both the business and household sectors. Therefore, Mal

institutions are severely affected by the financial crisis (Khoon and A?Nui, 2010).

of the profitability of Malaysian Islamic banks. Studyi

This study aims to shed light on the importance of internal a dmal determinants
th%rofitability of these

banks is important to strengthen their risk manageme able the Islamic banking

system, to absorb financial shocks, and to improve their Sarvivability ‘iagCompetitive

markets. This study also suggests some policies t n protect and he@) the
Islamic banking industry and improve the profitabilitysof these bank \z~

Y' Y
1.3 The Research Questions \% Q\ &

The study seeks to answer the folloxcl%questio \Y ,<\
R A

1- What are the determin@e itability 0f I@ysian Islamic banks?
Is

2- Are these Malaysi ed.@the 2008 global financial

ic
crisis in terms gfthei rofitabi,ty? [ 0
3- Can significant differences &6 nd %the determinants of profitability

between deand fl)l’el lamic s in Malaysia?
¥ g
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1 \Research Objectives

@i study seeks to fulfill the following objectives:

1- To identify the variables that affect the profitability of Malaysian Islamic
banks.



2- To examine the effect of the 2008 global financial crisis on the profitability of

Malaysian Islamic banks
3- To identify the differences between domestic and foreign Islami nz in
Malaysia in terms of the determinants of their profitability. \

4- To investigate if the efficiency of Malaysian Islamic banks is determined by

=
o

1.5 The Research Motivation and Contribution '

the profitability variables.

The importance of bank profitability at the micro and the“macr IM&&H ted
the attention of researchers, academics, bank d bank r @atory
authorities. Many studies on the determinants of th rofltahrll 0 anks’ﬁtrave been
published over the recent years. However, only ew of tudies a\ze-focused on
the performance of Islamic banks, partic ern tﬁfe 2 globakfinancial crisis.
The widespread effect of such crisis N%es the in atu@lﬁ‘ its effect on the
Malaysian Islamic banking sector. entlfyl g t :}%gf the profitability of

Malaysian Islamic banks can stre he‘{l managem these banks and help
protect and develop the Isla klng [ s a w@% to cushion the financial

shock. This study also inve te he of t; e of the Islamic bank on its
profitability. ’ (

% o’ujf &
In conclusion, the I Ilzatlori ankin G.ndustry and the global financial crisis
challenges the M c banks by@ldly changing their environment, which

subsequently f their profl ?ﬁty efficiency. These effects motivate this
i the nts @e profitability of and the effects of the global

'an Isla&: banks.
Th\% aims to contrlbute*tcc?(he extant literature by examining the effects of the

nancial crisis on the profitability of Malaysian Islamic banks. Moreover, this

eign Islamic banks in Malaysia in terms of the determinants of their profitability.

9!%
0 fills the research gap by identifying the differences between domestic and



This study fills another research gap by investigating if the efficiency of Malaysian
Islamic banks is determined by the profitability variables. This study:

meaningful suggestions for decision makers in devising strategies to | the
performance and efficiency of Malaysian Islamic banks. :
1.6 The Research Organization \)

The study is divided into six chapters and the overview of c te' is as follows:

Chapter One: Introduction to the Research - This chapter discuss e.re ch
problem, research questions, research objectives research oﬂv and

contribution.

Chapter Two: An Overview of Islamie,Ba in IaysmSFhls chapter

introduces an overview for why Is %nﬁing, inifion Cz.]slamlc banking,

history and development of Islamlc bank |n ala sIa_[Q anking financing

N

modes in Malaysia.
N,
? o ")
X i
Chapter Three: Literature his r dIS s the theoretical literature

on bank’s profitability, (Yma i Pt bility, previous studies on
determinants of Islam roﬁ‘t‘ 1lit W& studies on the determinants of

ility,@éwous studies on determinants of

Islamic and comm 1a1 fi
conventional ba ta ility, ious ies related to the impact of financial
crises on b erformanc gviQ {)udles on profitability and efficiency
difference do est\%j ‘ForU banks, previous studies on the relationship
between roﬁt?n thd eff@cy, previous studies on banks’ efficiency and
summ e previous'stu

Four Research Methodology - This chapter describes the research method
d in this study. It explains the sample of the study, sources of data, software
d, variables of study, measure of the variables, estimation model and method of

tudy, data analysis structure (pooled and panel data), regression analysis.



Chapter Five: Results and Discussion - This chapter discusses the findings of the
determinants of Islamic bank’s profitability using the return on assets and r
equity as dependent variable, tests the differences and provides the findings4a, light of

i
the determinants of profitability between domestic and foreign Islamic S@ also

discusses the findings with regards to the determinants of Islamic ba ciency in

Malaysia. T

Chapter Six: Summary and Conclusions - This chapter s MS the study and
provides the conclusion for the research objectives. hRs chapter states the
implications of the study, limitation of the study a ommengdations

or future
research. . Y.

TS
4 i



