CHAPTER I

INTRODUCTION Y.
&
Y-

In general, risks are among the most important elements iang business.

1.1 Introduction

This is because risks are uncertain future events that influen hZChiivement of a

bank’s objectives — strategic, operational and financial thy wct the

sti o'n.;@x.e
pe%m and
affeg banking

&

business but will affect the whole perform& the bank ood@( management

comprises the process of identifying, %g, mmhg @trolling the risks
o e

associated with a bank’s activities ellec, RQ09). #‘fe@'departments within a

AN

bank are generally responsible fovwitori,g a anq@ a given set of risks. For
? (

example, the operations depaltmelt is resp Q‘fw ¢ aspects of operational risk,

NN @
while the credit departi MCO t‘table ICn

isk.
In addition @b
co tional banks because Islamic banks offer

different typesgdt, rk congbdre
Yv

different ty contract that are e with Shariah rules and principles (Khan &

o]

%

|
Tt cQquirements of Shariah are exposed to

Ahmed, 2 ’ Hence, regarding the dissimilarities in nature between different types

of b pproach, it will make this study particularly valuable to explore the

practices of different types of banking system in credit evaluation process.



In general, different types of banks play important roles as financial
intermediaries in providing credit to individuals and for business purposes due to the
capital needs of the customers (Santha Vaithilingam et al., 2006; Rose & Hudgins,
2012). The capital needs have increased the rivalry among business e@l
obtaining credit (loans), which has transformed the structure that financi wtions
face today (Gomez & Ponce, 2013). For conventional banks approa e reason for
the rivalry for credit in the financial market is due to the con “?;:t financial
activities only, which means the relationship between the legder d orrower (Hullet,
2011). Thus, the funding costs increased so that the r%cr oses put
downward pressure on the interest charges (riba) over cost of ppank ?ds Ng.en

2011; Choudhry, 2012). Y'

Y'
be se it not only

Islar@ ethic for halal

In contrast, the Islamic banks approtwore

concerns the financial activities but als somal a

economic contribution. This is bec ] o e?- rég"mancmg as interest
q
charges (riba) are prohibited m Mor€ m ﬁ’aa profit using Shariah-
: NS
compliant contracts in which relatl shi Iet@the Islamic banks and the
business partner is such that t shwé ud@' risk in return for a share of the
(

profits and any Iosse ar b e amak,2008). The reason for this is that there

&)

|

are different i lnve 00 thi ‘!meﬁmccounts as the Islamic banking system
i

ﬁ-

O

includes the d lo;s ha ]@.\)rmmple in its business operation and offers

’ 4
cost-plus fingcing contracts (Bougisdiene, 2011).
4 ey

dition, the Islamic banks approach in a commercial financing activity
ov1dmg financing, they must ensure that there are no asymmetric information

and moral hazard in evaluating their customer as they are practicing risks-sharing



3
contracts (Yahia Abdul Rahman, 2010). Therefore, the practices in Islamic banks must
avoid any stipulation in credit evaluation process and any claim to additional amount
(interest charges) if they wish to fulfil the customer’s daruriyyah (necessity) and
hajiyyah (wants) as part of credit risk management (Muhammad Farhan Akhtw
Khizer Ali, 2011). This makes the dual-banks approach are different in nat %\ms

of credit purposes because different practices of banks have different kind & moral

dimension (Muhammad Hanif, 2010). z

Notwithstanding the difference in nature in diffe gcticrs of banks

approach, Islamic banks approach are still developing t ban 'nwnancial
products, and, hence, there are still developing standa r riskfm e‘n@nd

other activities (Akkizidis & Khandelwal, 2008; M ad ?ﬁ htar\&‘q(hizer

T
Ali, 2011). Furthermore, the determinants mic“‘fu in aysia still
S «
c

underperform because of the higher oper. wn ow.k rns from the

commercial financing activities, which :a asug all tl%[ sks associated and

'}
particularly credit risk (Mohd Rahi Kari , 20 1\5}'
N

To sustain as a credit %Z, bank!als r}e% onsider the issue of default
&y

s
payments from their cust &as tlrs\y rais issue of high credit risk and a

tendency to bankruptc her€fore; ed @onsider all the stages in the credit

re@.his study attempts to explore the current

process — pre- and gMst-agprovgl.
practices of th risk mar@gZement Ypethe credit evaluation process of commercial
ro§

&

financing in dual-banking‘}pproach in Malaysia, and, in doing so, identify

% between both banking approaches in the credit evaluation process.

thg study explores what and how Islamic elements are used in credit risk

management in the evaluation process, and then propose good parameters for the



credit evaluation process in the Islamic banks approach as a contribution to knowledge

of study.

This chapter is divided into eight sections. Section two discusses the
background of the study. Section three presents the problem statements. Sec%& ur
states the research questions and objectives. Section five discusses th h and
limitations of the study. Section six presents the significance of th?ﬁy. Section

seven states the research questions, and, lastly, the structure of thew is discussed

in section eight. 2 '
1.2 Background of the Study
s b9

In reality, humans have a continuous need KW \h{ aily lig@&y'which is
true of business practices as well as in the n®en tri r,£o ensure the

objective is achieved, they should improve thetWkn MQ s‘lipconceming how

to manage the credit risk in banking bus (Zagml 1

Good credit risk managa?\bomt i

tagwa (fear of Allah), which% es hoy
of their relationship wit m the lAlm\hty ( um-minallah) and the context of
NG
the relationship wi NtiCi agn uhaq;g-h the business contract (Hablum-
minnanas). This 1 slaml; syl (Q¥iplete) life, not only in business but every

s

aspect of onezll he pract cing’o@concept of tagwa in business activity can be

)

demonst N‘rom the success of [;e\<)ple, such as Prophet Rasulullah s.a.w., Khalifah
é A

Re ¢

1
#ho the practicing of Islamic business practices, as well as practicing a good

tbe @ldual achieves in the context

ffan, Zubair Ibn Marwan, Abdul Rahman bin Auf and Talhah Idn Affan.

way in financial activities, are a means to elevate the Muslim as a whole to ensure that



they are practicing the way of business based on 4/-Quran and Sunnah.

Credit risk appears when banks expect a payment from customers and also
appears when there is an underestimation in the strict evaluation of the customer%h.
or

as asymmetric information and moral hazard (Sinkey, 2002; Shiller, 200?\
is

conventional banks practices, they are exposed to credit risk because of k es in
asymmetric information plus the relationship between the lender and thower and

the emphasis on the expectation of whether or not borrowers will pajwgfie loan, or, in

other words, default (Foster & Magdoft, 2009; McConnell, 2 z '

In contrast, Islamic banks are highly exposed togeredit¥isk s w edhusrof
e p | &

the emphasis on the different types of contract offe commerdial nang@: such
as Mudharabah, Musharakah, Murabahah, Iljarah, %i "A: \bﬂl and SdQ“A/-Istisna

plus there are still high issues in as n'%win‘

conventional banks practices and thus % clenfistrategies in credit

evaluation process (Sudin Haron @ha‘nu f l99@§)uheni & Bellalah,

2012; Habib Ahmed, 2011; BidabN 4 ds o@‘%erem types of contracts
Ie unjqué

offered in Islamic banks pr@Zﬂe of t f Islamic banks, they have a

" g7 €&
tight relationship due tw unicl \ol.q onsgjommercial financing contracts

(Mudharabah, Mushggakd®y Mu [jai@“Bai ' As-Salam and Bai’ Al-Istisna).

i ; 'c'::o C.)

erlct agreements are called counterparties,
S

All the parties ingolvedpin the Isla
and the guara%; usedl r th&%l\nounts of the potential losses in the case of

default (AAis & Khandelwal,@). The explanation of the relationship between

the 1 Inancing contracts, counterparties and guaranties in Islamic banking

@is shown in figure 1.1 below:



Figure 1.1: Relationship between Islamic Financing Contracts, Counterparties and
Guaranties in Islamic Banking Practices

Islamic Financi—~
Contrac's

ce:%' ' &m@'&elwal 2008
mn lng @Stomers WhO run

Zamir Igbal et al. (2012) vie 1

the business is a profit for Islamy

ey‘ Qp]us financing in the

&

financial contracts and share t an@ los t unterparties in the agreed

contract. In contrast, conv ba ch, < gives credit to customers also

provides profit to therr% tum I ci tc!%n@pay interest (#iba) on the amount

borrowed (Olultan NBun«]al 2). %
{Q

Despit € d1 ﬂll ? m ctlces this activity also results in concerns

concerm%k goggl the u e actlces of credit risk management are in the

|\Aprocess (pre- apprw stag,e) for commercial financing approval with

types of banks ap
0 proactive in undertaking permissible (halal) business activities and as they have

ueness of moral dimension uphold, hence, they should be more proactive and

proach. In considering that the Islamic banks need to be

the uniq



Figure 1.1: Relationship between Islamic Financing Contracts, Counterparties and
Guaranties in Islamic Banking Practices
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Islamic Financing
Contracts

the business is a profit for Islamic barcs as the \ﬁqvos financing in the
: ; > S
financial contracts and share the pr loss@ith co‘o@pames in the agreed

contract. In contrast, convention@ apjr@®ch, Yhey gRTS credit to customers also
provides profit to them as i%’l, the cy$to ri'p&lterest (riba) on the amount

borrowed (Oluitan, 201@11& ZPI : %
N

Despite thes%\ﬂl itis § ?!ctﬁé,} this activity also results in concerns

concerning ho@'the Ire, ra@s of credit risk management are in the

evaluation &ss (pre-approval s&; for commercial financing approval with
N

different of banks approach. In considering that the Islamic banks need to be
mor aMive in undertaking permissible (halal) business activities and as they have

the uMMueness of moral dimension uphold, hence, they should be more proactive and




7,

advanced credit evaluation process as part of credit risk management. Accordingly,
this capability could be enhanced if the study thoroughly ascertains what and how
Islamic elements can be used in credit evaluation process in commercial financing

approval for Islamic banks approach as part of dimension of credit risk manage Y.

\

By considering the above and the statements of other researchers t ¢ gjea of
interest, this study is motivated by the observation of the curren?nces and
rameter for

challenges within dual-banks approach as guide to implements £

Islamic banks approach in credit evaluation process fi coi?lercnal financing

approval, as thus it is good platform for Islamic bank ustry, t p more
advance techniques and strategies in guaranteeing all nsion of C t I Yz;re
mitigated. For that reason, these help the study to e v1 per 1ons of

°\ I

9

1.3 Problem Statement T &k
h

those involved in the events of study.

0

In the real world of the cial f anks lend money to

borrowers, it tend for compe sat banks itsgiffco long with strings attached,
{.9 ' Q

which become a credit ris ich 1 &%(2) dimensions of credit risk

(J
(Amalendu Ghosh, 20 \ﬁr® on 1 pre-approval of credit risk, which

\

is to understand tk%\y f the ,Jdn‘a;()of the customers by evaluating them

based on the ¢ me? v}e on®nension is the post-approval of credit risk

after the cred§y(loans) is dpproved,é;nks need to know whether the customer will

settle- u% yments within the time agreed. Regarding this situation, an issue arises

con the understanding of how well the current practices of credit risk

mar®ement in the first dimension of credit risk (pre-approval stage) affect the credit
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risk management in the second dimension of credit risk (post-approval stage). This is
supported by Carey (2000), Avis (2008), Akkizidis and Khandelwal (2008).

On top of that, in regard issues on asymmetric information and moral hazard in
credit evaluation process, the issues arise as how well dual-banks approach mv
these situations in first dimension of credit risk (Avis, 2008). \

In addition, concerning the situation in the conventional banks%ach, the

nature of the relationship in the evaluation process of the credit ap@ n consists of

two counterparties — the lender and borrower. Thereforg, Yisue that arises
pertaining to the nature of the relationship in commergj nyis hlt of @ lender-
borrower relationship, which is restricted to the finaggial aCtivi ies\({i’n@hus
affects the high default case not only to the commerc borroye bufalso Qg&bank’s

Y’ N
performance as they apply downward pressuregon til inter \mrges 3 the cost of

VN

the bank’s fund (Khan & Ahmed, 2001; is & lwa 08). The other

situation concerns the use of interest-@ lendi \h\cvm eiéal loan contracts in
N,

the conventional banking approac ads G th iSgue ng from the misuse of

&

the capital as a factor of produ?\and a ica@f uncertainty (Gharar) of
% lagj I

business activities, which e sp ?‘Q statement is supported by
e NN @
Muhammad Hamf(_O& l %
NG

Furthermor: Mini g loHe 'itlag.on in the Islamic banks approach, the

nature of the @ship in Jhed) evalwdtion process of the commercial credit
’

application Smes the u quc’ natLR' of the contract compared to the conventional-

based W; approach in that the ¥ssessment stage of the financing decision depends

¢ of contract for the commercial financing offered, such as Murabahah,

-abah, Musharakah, Ijarah, Bai’ Al-Istisna’ and Bai’ Al-Salam. Therefore,

maximizing the profit is not their motive but more concerning the three dimensions of



upholding the social, economic and financial activities. The reason for this is that
[slamic finance has a strong root in sustainable society with a focus on welfare,
equality and justice (Akkizidis & Khandelwal, 2008).

Nevertheless, the issues that arise pertain to how deep or how well the IY"
banking approach evaluates their customers before approving the @cial
financing application and choosing the appropriate type of contract (N@d Yazis
Ali Basah & Mazlynda Md. Yusuf, 2013). The other part i imm of the

standardization of the commercial financial products in the Isla king approach.

Consequently, issues arise concerning the lack of awarene h 4.15‘[0 ers in a

variety of commercial financing contracts offered (misgonception}} Thi atemep is

Ny
’ 'y

Moreover, one of the problems is the compixnty omr@ﬁnancial

supported by Aminah Zuhria (2010).

transaction, which can impact the degre o%ﬁo se§@ment&or the different

types of contract offered. This is suppoged by Nuragh ah Mohd Dali and
ypP 'c L l‘}\

Saned Ahmad (2005). The other @v
banking by the commercial clie t% a omrré%ial financing, and, hence,
the issue arises as to ho CIamic !mtbommercial credit applicants
4 &
understand that the de@par@n the ation stage for credit applicants
differ from the credifégvalation congeional-based approach. This issue is
O y S PP
ha

supported by lrﬂQ' d (2q13)s QO
Afi Wes ang Enfent ﬁe problem are identified and stated, Islamic

ter,
N
banks apggoaCt® should come ouf™Nd different evaluation approach in commercial

N , .
cfcer e @oncepnon of Islamic
&

fin proval. Islamic banks are still developing the banking and financial
ucl offered, as well as the standards for risk management and other activities

(Akkizidis and Khandelwal, 2008; Muhammad Farhan Akhtar and Khizer Ali, 2011;



Mohd Rahimie Abd Karim et al., 2013).
The determinants of Islamic funds in Malaysia still result in underperformance
because of the higher operating cost and low returns from the commercial financing

contracts, which affect all the associated risks, especially credit risk (Mohd R

Abd Karim et al., 2013). Based on these problems, this study explores O@ﬁnd

how Islamic elements can be used in the evaluation process of comme nancing

approval in Islamic banks approach. By exploring this purpose, t% study first

identifies the current practices of the credit evaluation proces@g conventional
é&r !
racti®es. i

and Islamic banks approach and identifies any different he eyaluation

i

parameters between the two different types of banks t i
develop good parameters for credit risk managem%edit efal
L 4

reduce the post-approval stage of the financing issugofcr \hsk b,

All the above issues and the statf@ bas W(m e fifdings of various
firmi

g Tg 'fEsp the review of the
literature, the researcher must first c@ thidese $
N Ko

ol e
1.4  Research Questions% ( 0

&
\searc&destions in this research study, the

studies. However, before accepting or cc

In respect of the rning '0

study first conducts immary
¢

next two (2) of Qﬁ' quegtiony ( ase{]). There are two (2) of research questions
in phase I ai 0)(2) of’re’WZﬁ q@ns in phase II. Table 1.1 below shows the

S
research % softhe study:- N

N
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Table 1.1: Explanation of Research Questions

Phase 1
1. What are the current practices in
different types of banks in credit
for

evaluation process

commercial financing approval?
Are there any differences
between both banks approach in
terms of credit evaluation process
commercial

for financing

approval?

1.5 Research Objectives

As connected with resev
study (phase I) before attend% eveky

i

(phase 11). There are tw& resehreh

SN

questions in phase 1

4
&’

1.9 bglowyholv
e
The objectiveso@.\dya as Jolow
' 4

Yv

)\
N
S

Phase 11

1. What and how Islamic elements

can be used in credit e%ﬁon
process for commercisl%wing

liiamic banks

What is he?s? parameter for

credit lua io%ss in
®
comifegcial finaghcin [r)ro for
.&
IslaiiMy bankg appr: ch?Y'

approval  for

approach?

N

=

irst conducts preliminary

o Il&/Qwo

(2) of research objectives

o=
(¢
(¢}
=y

22’%(# phase I and two (2) of research
NG

esearch objectives of the study:-



Table 1.2: Explanation of Research Objectives

Phase 1 Phase 11
1. To explore the current practices in 1. To explore the Islamic elements
different types of banks in credit that can be used in

evaluation process for evaluation process for @mal
commercial financing approval. financing approval‘k Islamic
banks approach. i

To identify any differences 2. To propose t parameter for

o

between both banks approach in credit aMptio ' process in

terms of credit evaluation process erci¥ fingnci p!ov#-for
' \

for commercial financing I ic bank s p ~
\)Y'

approval. Vi X

& P
AN

1.6 Scope and Limitations of t@ () 4 $
N\ KN
udygale b

a on the area of credit risk

The scope and limitati the ’J
!
management in the premh crejuu}; joim) stage before the financing

approval. Duffie and S gle (20‘)3), apd Ho@ (2012) stated that credit risk in the

.—-

N
evaluation stage IS th jskb thagc'an arise from the credit activity in the
banking indus easo g r credit risk management at the evaluation

stage wnll iNgreMe the pro ablﬁt 5 loans becoming bad debt and affecting the

financi ormance of the banl\s (Zamlr Igbal et al., 2012).

though there are many financial institutions in both the conventional

banking and Islamic banking system in the world at large, and Malaysia in particular,
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the study will be limited to those banks that offer an Islamic window of financing and
full-fledged Islamic banks to identify the current practices and their experience in
managing credit risk in the evaluation process of commercial loan approval, and to

identify the differences between different types of practices in the credit eval

process. %\

Although there are two (2) types of activity in financing — p *nancing
and commercial financing — the study will be limited to the cow al financing.
Because the complexities in the evaluation process of finangd g?'more difficult to
analyze before the financing is approved, a bank will wa alu teWamental

[ ]
characteristics in terms of the five C’s of credit or CAM | analygis. ' ‘S

$ X~

Thus, to validate the above scope of studWresm\f the_Taee-to-face

interviews with the business financing ofﬁcect an laco erc@ancing, this

study used the same method to intervihd d@i (th _@iah advisers in
financial institutions and explore on % aa ha\%a S
N, cval

i ments can be used in

“« Q
uati cess&ﬁd the implementation of
Se
good parameters for the cret evgation o,oce fqr@ic banks.

4 &

In addition, th@in tllis wersonducted using the Internet and
journals. Therefore \ﬁn ings @ depend entirely on the interviews
| ) IS 1

credit risk management in the cr

s

O

responses.
= &N S
4
A‘Q &

N
S
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1.7 Significance of Study
As the aims and objectives of the study demonstrate, the research presented

contributes to the relevant literature. Therefore, the significance of the study is that it

provides an academic research of credit risk management in the Isl i¥ankin0
o

system in Malaysia, which has not been widely covered from tl OBomic and

financial perspective in terms of the evaluation process of credit a.qiiicanons

In addition. the outcomes from this study are essentiawments to support

add or advise on certain techniques and strategies in re t conrmercial financing

approval, which can be supplementary to those dy '“w endorse an
o g
appropriate credit risk management in the pre val off crg 'Ol‘_ke%mmercial
financing in dual-banks approach. Y. \: J
Furthermore, the suggcstions@m ‘1 /ideQ\E this studv can be
g risk 1 SUj‘%TS r“e\te to the counterparties

bahks i qala}@his study establishes that

implemented to minimize the cre

in the pre-approval stage that

nen@% the capacity of the financial

industry to develop m%i ic pringiple arfdp@%icesworldwide.
""UJ s
N
N .} |
’ Q")
>

g
.

C
2y,

)
&
N
S
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1.8 Structure of the Study
This thesis contains seven (7) chapters, the outline of which is provided

below:-

Chapter two presents the credit risk management in the conventional @
approach. It provides a brief understanding of credit risk management i@king
system in general and the evaluation process in mitigating credit Vhe study
proceeds to show how conventional banks handle the scene of strivi trlke good
implementation of credit risk management in commercial lo WI based on the
conventional approach perspectives. Finally, it presents an iricaj s he area

O
of study and chapter summary. '

ankin%f)proach.
ntqogd credit risk

heyempirical study for

Chapter three presents the credit risk management

The study proceeds to show how Islamic banl% 1

P

management based on Islamic perspecti Fin ly re
é) APAS

f =

‘&

the area of study and chapter summa

\

Chapter four is devoted to theYﬁntat')n disc n of a suitable research

methodology to perform thi%rch ang alsgfdps grz?s how the data are collected
and justifies the usage o&e\&)sen litrate Y- ine

Chapter five dlscu%\he i
financing oﬁlcwhept a mdu&'from the analysis.

Ag .
Chapter \ ents the analymg‘hase Il pertaining to the analysis of Shariah

ptlons and come out with findings from the analysis.

seven is devoted to the conclusion and theoretical contribution as well as the

parameter will be recommended based on the findings, and, thus, ends with
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