CHAPTER TWO : AN OVERVIEW OF THE BANKING
INDUSTRY IN MALAYSIA AND BANKING RISKS Yv
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The banking is one of the important sector in any country. It actsw hine to move

2.1 Introduction

the economy. Both government, companies and households use g sector with the

ou th its, monetary

activities, corporate organizations (companies) use banking factlities to mana efh@'reed
03
for funds while households use banking sector fo Ing/investing their ,un'as and to
s b 4§
an

?Cusi g\ﬁew of the
ics are explained which

varying motives. In particular, government used ban

nl& th regards to the

governing laws and contracts e %yai g%

u&)h%ha, Tawarrug, Qard,

7]
Msharakah Mutanagisah). In tI& nd se’&'%_} oviéd.%v-v of the banking risks is
N
discussed which includes Erew, Ma’ket r / LS. y risk and Operational risk.
iew of

22 An Ove&

’ 'y
t

j§ dus%' Malaysia and Banking Risks.

i 'that EL&M licensed and regulated in Malaysia are

iﬁrg, ((_);)mercial banking, and money brokering. The
NN

str@re has grown through rationalization and
conﬂmdon to become less f ented. The Asian financial crisis of 1997 induces the
g?\an government to set up measures that regulate the banking system strictly.
&w ysian Central Bank, i.e. Bank Negara Malaysia (BNM), implemented the process
or merger and acquisition of all the local banking institutions in Malaysia to become

ten anchor banks. The process was completed in 2002. In order to ensure that local
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banks compete with international banks, the Malaysian government motivates banks to
implement the mergers further. Currently, the number of conventional com fal
banks in Malaysia stood at 25. (’}

The Malaysian International Islamic Financial Center (MIFC) Nnched in
August 2006. The main aims and objectives is to promote Islamic fiRc;in Malaysia
to be the international Islamic finance hub. Several incentive Mloped to create
an environment that is conducive to practice Islamic fin Ys:]e ses. To further
promotes advance Malaysia as a center for an international slwance, the

ed on th rﬁc@; of
- frfw pea{@ﬁablished
T

ere ar\e seventeen (Q)ﬂslamic banks
conducting business in Malaysia. Malw&vemmen WS @ n banks to have

100% participation in these banks' @5 \T ,<\
N
Malaysia lowered its e% grov&h forecast 1‘((1/@19 and pledged to keep

monetary policy accommo;:{\sive gll rs wei@w the trade-reliant economy.

promotional activities of MIFC have increasingly

foreigners in the Islamic financial system of

financial centers, Middles Eastand Asia. T

Gross domestic produ cted t‘(‘) incr s‘s'by@ percent to 4.8 percent in 2019,

with trade tensions low corp rices ng the most significant factors. The

international reg@f Ba a M@{ia increased to USD103.5 bhillion as of
#
velih

April 20109. serves | dg t@ into account the quarterly adjustment for
foreign ange revaluati fhangs?r he reserves position is sufficient to finance 7.7

morﬁ&retained imports an@};-times total short-term external debt. It should be
%t the BNM reduced the SRR from 3.5% to 3.00 effective from 16 November
. This policy is believed to increase the overall banks' liquidity in Malaysia (BNM

ress release, 2019).
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Table 2. 1 : List of the Islamic Commercial banks in Malaysia (2017)*

No Banks

Bank Islam Malaysia Berhad \z
Bank Muamalat Malaysia Berhad %
RHB Islamic Bank Berhad s

CIMB Islamic Bank Berhad

Kuwait Finance House (Malaysia) Berhad
Hong Leong Islamic Banking Berhad

Al Rajhi Banking & Investment- V
Corporation (Malaysia) Berhad

Affin Islamic Bank Berhad z

9 EONCAP Islamic Bank Berhad

10 Amislamic Bank Berhad ‘\d
11 Asian Finance Bank Berhad g Y'

12 Alliance Islamic Bank Berhad I .\C}
13 Maybank Islamic Berhad
’ X

14 Public Islamic Bank Berhad
15 HSBC Amanah Malaysia Berhad \

~N o o A WN P

16  Standard Chartered Saadiq B N Q\ é
17__OCBC Al-Amin Bank BK N .3

\k A,
Table 2. 2 : List of Conven ommerci nks in ﬁﬁaysia (2017)?
‘é 4 —

No Banks qa Q7

1 Affin Bank \ A"Q

2 Alliance Bank S

3 RHB Bank ,%

4 CIMBcankB ad ( Q,

5 Bank (Malaysia) Berh 2

6 Hong LeonggBanki rh («Q

7 In %and C ng%m ank gbiha (Malaysia) Berhad
8 Bank¥(M) Berhad

9 & Nov i <Q

10 Wkok ank
11 % of Nova S
J

12 Morgan Chase'Ba
13 aybank Ber

14 Publi

15 % HSB'E

16 Standard Charter

17 OCBC Bank B

Royal Bank of Scotland Berhad
United Overseas Bank (Malaysia) Bhd

\ India International Bank (Malaysia) Bhd
Citibank Berhad
Deutsche Bank (Malaysia) Bhd
Mizuho Bank (Malaysia) Berhad
3

! Data Elicited from Fitch Connect Database from 2000-2016
2 Data Elicited from Fitch Connect Database from 2000-2016
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24 Sumitomo Mitsui Banking Corporation Malaysia Bhd.
25 Bank of Tokyo-Mitsubishi UFJ (Malaysia) Berhad

2.3 Comparison Between Islamic and Conventional Banks. \i
Laws: : )

Islamic banking base its operations according to the principl ariah. The

objectives of the Shariah were clarified by Islamic jurists suchyas Imam al-Ghazali

amongst others as: faith; life; intellect; lineage; and, property li, 2008) and was
then applied in various contexts of a Muslims’ life including i ueanl\ati'?to human

relations (mu’amalat). Other studies have concluded that the gperatiens o @Tnic
O)

e

banks promote the realisation of an Islamic finan stem that s drawn fr@lslamic
N

} 4
law (see for example Igbal 1997; Zaher & Hassan'2001). %g\ ers, S@ﬂah permits

Islamic banks to operate business based @{rin 'olls:

of equality; (2) materiality or economic value; (3 W

risth ing or concept

tio&&pereby neither party

nor the transaction should be exploited (AR, Inancing @T*)activities that are banned
“ Q-

by the Quran (e.g., alcohol, p ucts, ' dditi&ﬁéﬂy, Shariah forbids Islamic

N
banks in business deali WYeﬁmen# of r a'(in ), gharar (speculative trading)
) as ;I

and maysir (gambling viti

ch a% ead g the conditions that may facilitate
@

economic exploit&ﬁ u@ofit (@]hton & Naughton 2000; Lewis 2007;
N
Hassan & Leﬂh@?; nd Ho a"u'l 2 . Conventional banks, on the other hand,

operate on%aﬂ-mad laws. Thei mary motivation is profits, and sometimes it
Ll ion Tl

takes t§ ention of‘gov rnr@fs to regulate unethical trading.
2.\ riah Contracts inhamic Banks

Every bank manages its liability and asset side separately, in conventional

Owks both asset and liability sides are governed by loan transactions. However, in

Islamic banks both liability (deposits and investments) and asset (financing) side of
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bank are governed through separate Shariah contracts. Islamic bank uses numerous
Shariah contracts for deposits, investments and financings .For deposits, Islami

are using gard and tawarruqg contracts and for investments, the contraCt are
wakalah and mudarabah. On the other hand, for the financings, IslamfAka mostly
use tawarrug, murabahah, ijarah and musharakah mutanagisah contracts.

Qard: \,

Qard is a contract of lending of money by a lender in this ¢ Mtrmers of Islamic

banks to a borrower (Islamic banks) where the latter isBeund t quuivaIent

A
replacement amount to the lender. This contract@& si‘s @amic
banks. \‘T

IS icable for d
P 4
Wakalah: \Y. 0\ \ é\v

Wakalah refers to a contract in which ty auwakkll) @rother party as the

agent (wakil) to perform a particu%sk, irﬁ@ ha m@'be delegated, either
N
%E i i @ for investments as the

voluntarily or with imposition . This contraet is

&
customer will appoint the @an' an agent @anage the funds and Islamic
banks will receive fee. ' 0’
’ 4 ¢ &
ety QO

Mudarabah: \

Mudarababh is agartnéeship i

and the othsmdes labo
ti

N
profit-s% 0 hét ?bbuhﬁl and mudarib. Under a mudarabah, any profit

gen from the capital is s@d while financial losses are borne by the rabbul mal.

% ah is the Shariah contract used for investment accounts in Islamic banks.
awarruq:
awarruq consists of two sale and purchase contracts for commodity. The first involves

the sale of a commodity by a seller to a purchaser on a deferred basis (murabahah
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contract). Subsequently, the purchaser of the first sale will sell the same commaodity to
a third party on a cash and spot basis. This tawarruqg can be used for both depow
financings in Islamic banks. Generally, commodities such as gold, silver,@ salt,
wheat and dates are not allowed in tawarruq transactions. The com modities

used are crude palm oil in Bursa Sug Al Sila in Malaysia and metal i@ London Metal

Exchange. \,
Murabahah: z l

Murabahah, also referred to as cost-plus financing, is Sha aWt used by
g

buyef ag tolth&(%ét and

on% be r@nized by

alrea‘jy I xisten@‘n.d owned by
the seller. The ownership of the asset waffectivel sfe@'*rrom the seller to

the purchaser. (’) \T ,<\
ljarah: % % 9 Qc}

e y
ljarah is an alternative to conven aI[ co tract@n has allowed ijarah contract
to fulfill the diﬁerent% the [:f ple. ‘gﬁ]aﬁs, people want to use and take
&

benefits from an %&T‘.‘gtheyr \ng able t‘q&wn the asset or might not be interested
ari

Islamic banks for financing structure in which the sel

markup of an asset. The asset traded in a mura

the Shariah, valuable, identifiable, deliver

to own it due t reasens: cone:nié( of ijarah give them a luxury to get the
¢

right of use sfo)taki t ngrst@/ an asset.. In other words, ijarah is a sale of
usufruc%k’
suﬂ&

u f an asset or the ser@tﬁat is rendered by an employee. Although, ijarah is

N
ice in'r Ipr con&nsation. The subject matter of the ijarah is the
a usufruct or service, but it is different from normal sale. It is because, in ijarah

lease) contract, only the possession and usufruct of an asset if transferred to the lessee,

hile the ownership remains with the lessor. Unlike the sale contract, whereas both
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ownership and usufruct are transferred from the seller to the buyer. ljarah contract is

used for the financing structure in Islamic banks. YV
Musharakah Mutanagisah: (’}

Musharakah refers to a joint enterprise which is formed for conduct iness, all
partners to this enterprise share profit as per agreed ratio and loss i&a?ed up to the
ratio of contribution. However, the type of musharakah used in Islamic banks as part of
the financings structure is musharakah mutanagisah. M h m'Jtanaqisah is a

contract of partnership between the two parties (custom nd Isla
whole part fﬁe.ﬁ-h?e'rty.
,aw' uyirxg}ﬁd selling
i ore n@gry that this
he @ﬂership contract.

'%ducts. Based on the

s), where
®

one party (in this case, the customer) gradually buy
The transaction starts with the formation of par

of the equity take place between the two W .

buying and selling agreement mus %pendent

Musharakah mutanagisah can be ied in ho%\in%ci
joint-ownership, the Islamic bar%we custome ontri@Qheir respective shares of

the capital required to acquire the rop’ accarding K%pre-determined ratio agreed
h

to between them at t inning of the c ntr‘ad\bhe Islamic bank then leases the

i f

’ 4 ¢ &
property (ijarah co t) to thi r whgndertakes to incrementally acquire the
full ownership aof the proper e Isler-éﬁf bank over an agreed period.

¢ :' C—)
2.4 ing Risk \(J
&y ¢ <>
Majorrisk

r banks in ude{:re@peraﬁonal, market, and liquidity risk. Since banks

a@aggosed to a variety ohsks, they have well-constructed risk management

Qras ructures and are required to follow government regulations. Regulators, such as

Bank Negara Malaysia (BNM), set the regulations to counteract risks and protect

depositors.
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2.4.1 Why Do the Risks for Banks Matter?

Due to the large size of some banks, over exposure to risk can cause bank f “W
impact millions of people. By understanding the risks posed to banks, go &T s can
set better regulations to encourage prudent management and decisi&dng. The
ability of a bank to manage risk also affects investors’ decisions. Even if a bank can

N\

generate large revenues, lack of risk management can lower due to losses on

loans. Value investors are more likely to invest in a bank t le t* provide profits

and is not at an excessive risk of losing money. .\d, &

,é\ | S
2.4.2 Credit Risk ? X
\OW =
Credit risk is the biggest risk for banks. %Ez Wnﬁn r ersﬁunterparties

fail to meet contractual obligations. r%ﬂple is“whe boré(«ers default on a

principal or interest payment of a I(ﬂ)[)efault% ron /éqrtgages, credit cards,

and fixed income securities. Fail meét obli qonaI@racts can also occur in

areas such as derivatives armara ded.{hhile banks cannot be fully
re ofithgir

protected from credit ri duez the na
. oy & . . .
exposure in severw. S|l é\d{t ioratigh ;in an industry or issuer is often
S -

unpredictable, b wer thei ure(J gh diversification. By doing so, during
i
a credit dowr(n) anks are Jike )s“&) be overexposed to a category with large
u \ey

losses. To | thei‘br k

@ess model, they can lower their

r can loan money to people with good credit

historie.\. transact with high-qt@%iw counterparties, or own collateral to back up the
N

o,
N
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2.4.3 Operational Risk

Operational risk is the risk of loss due to errors, interruptions, or damages@/
people, systems, or processes. The operational type of risk is low for sigpy iness

operations such as retail banking and asset management, and higher for operations such
as sales and trading. Losses that occur due to human error include zernal fraud or

mistakes made during transactions. An example is when a tel entally gives an

extra $50 bill to a customer. On a larger scale, fraud can thropgh breaching a

bank’s cybersecurity. It allows hackers to steal customer 1

rmaftion a Qney.from

the bank and blackmail the institutions for additio oney. In suc itdati.@)anks
lose capital and trust from customers. Damage t nk’ u can‘make it more
difficult to attract deposits or business in Wre ic bané\vs.harlah non-
compliance risk is part of the operatl %Sharlah n com;@me risk is the risk

of loss that arises from the failure Iamlc 30 with the Shariah rules

)

and principles determined by arlah rd 0 é' re@ﬁt body in the jurisdiction

K\

in which Islamic banks ope ami¢ Financ ISer s Board).
! \}
£
2.4.4 Market Risk (_}

k’s eﬁ{wmes in capital markets. It is due to the

“

¢
uity mar

Market risk m &urs
unpredictabllico}

Banks arg{ XpOfe if ey are,@\avlly involved in investing in capital markets or

rﬁ‘&llty prices, interest rates, and credit spreads.

sales trading. Commodity p‘r_rgg. also play a role because a bank may be invested in

that produce commodltles. As the value of the commodity changes, so does

alue of the company and the value of the investment. Changes in commaodity prices
e

caused by supply and demand shifts that are often hard to predict. So, to decrease
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market risk, diversification of investments is important. Other ways banks reduce their

investment include hedging their investments with other, inversely related invesvs.

2.45 Liquidity Risk :" )

Liquidity risk refers to the ability of a bank to access cash to meet f

Obligations include allowing customers to take out their dep e inability to
provide cash in a timely manner to customers can result i SWI effect. If a bank
delays providing cash for a few of their customer for ,other d@? may rush
to take out their deposits as they lose confidence in bank. This f 77 Iacw;X;the
bank’s ability to provide funds and leads to a bankéson‘st t banks fa@.hquidity
problems include over-reliance on short-term s&gof \3,\havin aVU\arance sheet

concentrated in illiquid assets, and @‘i
t-lia

d
customers. Mismanagement of a iabilit \d@? akcaao cause funding
difficulties. This occurs when a bﬁ%s m@ﬁ-ter @bﬁilities and not enough
short-term assets. Short-term N S aNr de,gg'rior short-term guaranteed
investment contracts ( sRat.the bz’wk n ﬁt(@ut to customers. If all or most

of a bank’s assets are in lmé Ioﬁ.réu investments, the bank may face a

mismatch in asset=hiability M@Regu@s exist to lessen liquidity problems.

They include @@hem t %l};ko enough liquid assets to survive for a period
of time @mut }h inflgW of gééaje funds.

3
A Summaryofthe@bter

@zrcial banks in Malaysia plays a vital role in the economy for two reasons; (i),

Oy act as a significant financial intermediation source and (ii), the bulk of the country’s

money stock is represented by their checkable deposit liabilities. At the end of 2019,

e ban on the part of

—

there were 42 commercial banks in Malaysia including 16 Islamic banks. The main
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differences between Islamic and conventional banks as explained above is with regards
to the laws they follow, the concept of money recognition, profit and loss ?ﬂg

aspects, and their relationship with the financial institutions. Islamic banks @mpl

with the Islamic sharia in all its dealings while conventional banks areﬂ*quired to

<

do so. Due to the nature of the banking business, various risks existedyvhich includes,
credit, operational, market and liquidity risk. Such risks could tbeyﬂded in totality;
ocr t

however, a certain mitigation procedure have been devel ime by regulators

and the banks management. \d
L
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