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1.1 Background of the Study ‘\d
®
The banking sector has played an essentim improying dfrn é%ge'ty's

economic and financial aspects. The industry is th e driver ofthe Country's financial

development, and the country's economic gro higb@ ncy msﬁ.e optimal

operation of the banking sector (Dilip, 2014), Evidenc e pas],éo omic events
the ba

shows financial collapse has connecti 't% S f ureﬁq example, during
hu i ial, institutions performed

the global financial crisis of 2007/20 mber of

poorly, totally collapsed, and wer Qv’ out@hﬁi r@ts (Gropp and Kohler,
2010). Among large banks, thqémor Tier pita@posits, and less funding

fragility performed better duriM chs i and Stlz, 2012).

N
Since its establishment, bank haj tpe@mn for their main activities

providing credit or loans to_gonsumers: uﬁhQrpdit creation, banks have generated
multiple credit activi in a cbun 'S econ (szstem. According to Bank Negara
Malaysia (2001),, banking i in M 1§§ia has the most significant assets in the

3&!} offevenue. Due to that, credit risk remains the

loan portfolio primary
a's ing institutions (Bikker and Bos 2005). The

largest so@ﬁiski Malay
credit gWas not gained glob ention until the financial crisis of 2007/2008. The

crisi ence credit activities a:r%the leading cause of the economic collapse, withsome

N
e Msts calling the 2007/2008 crisis the credit crisis (Nazir, Safdar & Akram,2012).

S



Started from the subprime mortgage crisis in early 2007, the excessive debt
activities during the early stage of the crisis led to the massive financial apse
(Claessens et al., 2014). The risk-shifting feature of debt-based financin &:tn
recognised as the ultimate cause of an ever-growing number of (é:jg
bankruptcies, hence contributing to economic collapse (Hamzah et ale%). At that
all lenders,

and

moment, the risk of default was being shifted from homeowners

investment banks, investors and ultimately to the taxpayers (Migakhory2011). Due to
the overleveraging situation and severe disruption of the fina rket system, the

financial crisis of 2007/2008 was also acknowledged as the i nififant credit crisis

unconWredit risk
levels of entities in the financial system (Hamzah et al., 2016). o
mé\ | S
Holton (2004) defined risk as an expos 0 a proposition/of théh one is
uncertain. Credit risk creates a financial crisis \Tnk a‘\je ear the.eonsumer's
or

risk @;f may cause

nhart4& Rogoff 2008).

ces. Purnanandam (2008)

of the century. The credit crisis in 2007/2008 occurre

risk of loan impairment. In addition, dis nat
banks to experience financially dis egﬁ)oosmo
Financially distressed banks may Ieahiou cons
highlighted three high costs that r s&!’rom fi \1 i

distressed bank may lose its c , supplier
economically distressed bankm igher

to meet its obligations. tasthina ciallyidistre @irm may need to surrender its

({&.Firstly, the financially
k ployees. Secondly, the

y to vielate its debt covenants or fail

[
positive net present va Jects dae 0 hi t}f»ztg | financing costs. In other words,

credit risk exposurewﬁrience] \fhs\ nks %ﬁwnly leads to bankruptcy in the long
run but also varicésggses inthe shert run.4¢,
. o)
Credit@js onelof th

e eytls téthe reliability of commercial banks. Since the
main activ%mmer ial banks is it creation, credit risk may become an internal
determ'w ank ﬁewznce rgi, 2011). Proper risk management may ensure
perf ce benefits among t{(%*l!fanking sectors (Star Business News, April 2009).

'Me Asian Financial Crisis (AFC) 1997, banks have been advised to implement

ow your customer" principle to minimize credit risk exposure (Demirgii¢c-Kunt

@ Detragiache, 1997). It is because the customers are the role player in determining
e default occurrence in the credit activities. The Basel Committee on Banking
Supervision (2017) elaborates that credit risk may evaluate a bank entity's sustainability.
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Hence, high credit risk fluctuations may cause the banks to have a high tendency to
collapse during financial shocks, as in GFC 2007/2008.

The GFC 2007/2008 also has become an important milestone N@ risk
11). Basel

management framework to become essential in the bank's sector (Naomi

Il Accord states the international standard in proposing guidelines for %&xk's credit
risk management system that has recommended wiser and stricter credigpractices (Basel
I1). Some of them impose a minimum capital requirement for t edit risk in which

banks should operate above the minimum regulatory capital ratTﬂs envisages banks
ac

to establish adequate credit risk assessment processes spec hpank to develop

unique capital adequacy requirements and obligate the 'S sup erhorities to
@

review the credit risk process regularly. The BWmmitte has i%li%g&' the

importance of having a proper credit risk ma ent framework to en‘%e bank
performance, especially during any financial crvvdhe % \,‘T
Through the importance of risk @Went fﬁ‘a king itution, Jorion

(2009) indicates that the risk mode& ily enco
financial markets' regulatory and technical cha WTB er@.still unclear. Over the
heﬂ anced sys}_g)ms to model credit risk.
stab h‘her@f a credit risk model with
regulatory requirements (B 1999). nse uence@re are series of regulations—
Basel I, Il and 111 (B &Jecodfthe r‘k'@t risk model. Basel, I Accord
(1988) is the first offii%ulat' n cuSed.on credit risk management with the
idea of the capita@:@y re@now e capital to asset risk ratio. The ratio

ain

needs to be mai at a l Ieve&z&é percent. There are two tiers in Basel I,
Tier 1 is the [@5 fundiry s ce (stfamholders' equity and retained earnings), and

Tier 2ist dinated loans, res and provisions.
4
aseldl (2004) was eg'tab{%ﬁéd to eliminate the limitations of Basel I. This new

Ba\1S duces three Ways‘\{'b') estimate credit risk: standardize, foundation, and
Internal Rating Based (IRB) approach. Furthermore, the Basel 111 (2019)

ed ulties since the

decades, many large banks have

a
However, many recurrent iss tort th

a
implementation has been postponed due to the Covid-19 pandemic until January 1st,

3. This new Basel is expected to incorporate several risk measures to counter issues
identified and highlighted in GFC 2007/2008. However, the concept of building an

internal model and external ratings for the banks uses the probability of default (PD),
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loss given default (LGD) and Exposure at Default (EAD) are still being practiced. That
is where this thesis on exploring ratios related to credit risk management is_highl
reliable.

In addition, the series on bank's regulation on credit risk SS@S that
itio

continuous stress and scenario analyses are needed to strengthen pos ased risk

estimates. Besides, a forward-looking model on banks' credit risk management will

predict the risks for banks and guide the investors in preventin from making
wrong judgments on their investment decisions. Y*

Until the current year, risk management of banking Institytions has become
crucial (Zainudin, Sok-Gee & Shahrin, 2018; Ahmad, 2 & :hy\ayd:n rt,

2020). Since risk management significantly impacts k's share per. r'na \most

countries have provided a complete risk managemept procedure. J#or emple, the

Central bank of Nigeria (CBN) in 2004 increasma \°9'FL' I'to 5@fion to give
14). CBN mandate

a margin of safety for stakeholders and d M (So
to capitalize banks using a capital ba %illion re in @ful mergers and
acquisitions of some money depositgbanks, red th mber from 39 to 21. This
mandate made Nigerian banks ¢ %avgm%tye g /KI financial market and
generate a high capital base t f%ovi bank§ with thesresources to meet the cost
of compliance in credit and %ris n%ént@si, 2010).

This research argu %c:mpr(;lgy; rﬁs@nagement procedure may ensure
a bank's profitability,and s T‘fe‘; ce. ‘L;Q%d on previous papers (Taofeek Sola
Afolabi et al., 2020Q; Alta‘an 20; @nd Li, 2014; Akomeah & Frimpong,
2020; Kamani h@l ko.w | & Wei @0) used the combination of four ratios to
indicate cr@an e of{he(bjt&s and hence, their performance. The ratios

L

esesy (LKR),/ N erforming Loan (NPL), Loan Loss Provision

are Loa

(LLP)E%Charge (I\fEZR%Yﬁerefore, those variables are suitable measurements
O

c

t t the risk managem(éat of a bank. Hence, this research will analyze the

nts of Malaysian banks' risk management that will affect the banks'share

Q&ormance.



1.2  Problem Statement

Credit risk as the main threat to commercial banks' vulnerability has bTa
lengthy discussion (Tursoy, 2018). Significantly, following a series of fin aﬁg‘ ses,
especially the AFC 1997/1998 and 2007/2008, has highlighted the %nce of
adequate credit risk management in the banking system. Regulators have identified the
core principle of a bank's sustainability against any financial susceptl ty by having a
robust credit risk management system. As the evidence, ommittee has
introduced three series of credit risk management guidelings f s—~Basel I, Basel
FCl2007/2008. The

een duye W primarily
@

Il and Basel I11. The latest has addressed the credit crisis is

importance of the credit risk management system has be

commercial banks rely on credit activities as their crugial busingss function. ugh
credit creation, banks generate income when th omers pay forithe seﬁices and
interest expenses. The global financial crisis al rtance«o‘g~ adequate

, Adebisi, &
osna‘et al. (2009) stated
pro@level. In emerging
@g investors' confidence

risk management to ensure credit institutio
Oladunjoye, 2013; Fofack & Hippol :
that success in risk management would leagyto a.satisf

countries, credit risk management %cruc|®?

to invest in Malaysia. Bank N Iays gﬁtate@at a sound measurement
of a bank's soundness might nM e stabi the ﬁm%fmal system for a country.
Nevertheless, of May 202‘, th @ system has recorded a huge
increment of non- perﬁ% loa mounted to 29,598.5 million, a 10
percent growth th 201&1 1r'$\at|stlc show that the volume of NPL has a
consistent |ncre n month which amounted to 787 million
(BNM, 2021) | |on is o,b’em%m: since high NPL may indicate poor credit
risk mana enc pooy’banki stem performance. If this situation continues,
yplose thé‘ ence to invest in Malaysia, impacting Malaysian
Agrowth (Purnanand m;ZOOS) The importance of credit risk management to

t ng system also has been emphasised by quite a few researchers (Alshatti, 2015;
tti & Schoenholtz, 2015; Gherime et al., 2017). The researchers have identified
t a robust credit risk management system may contribute to profitability and

erformance.



In today's financial market, investors are engrossed to observe the stock market
patterns for investment purposes. Many have relied more on technical indicators such
as moving average, risk strength indicator and many others. Undeni &;e
indicators did wonder on forecasting a trend on the historical stock pric aKank.
Hence, an investor can predict the stock price movement the next day on*t Ina new
entity. However, little that they know, the trend can change abrupt wing other
fundamental or economic indicators. For example, a company %?r,:ly relies on

international trade, their stock price movement can get badly?:@ ed correlated to
a

global events. Other than that, if a company is in the oil a

S cto', the company's

stock price might get affected if there is war in the O tries. Thus, asffor banks,

which is a financial institution that does credit for @ running, high c

tance~§~ banks to

nt pe@ge;nce growth.

might impact their stock price performance.

Through the points of view, this study ightssthe i
practice efficient credit risk management to-ensure their
Furthermore, this study also emphasi e% mpo investors knowing the
characteristics of the entity that they are planning o inv to Qnize their possible
losses. This study suggests four v Lﬂy thatﬁ;fl(j a ée internal strength of a
bank's credit risk management he hﬂgh andhlow ofthese variables may indicate
the credit risk exposure of\ nks predicﬁ'ﬁﬁ the bank’s profitability,

.- . N .
performance and sustali ablw\e variabl a'e I a%l'oss provision (LLP), loan loss
reserve (LLR), non-p loan (NP d, net’ charge off (NCR) ratios. These

ratios have their disl&&ive elai) \h'oq n re@éing credit risk exposure and hence
credit risk manaM of tha@ &
c\ Y (_)(/
1.3 %Qu‘as voy ,é\\(-/
4
S

Eﬁ ed on the issues tha e been highlighted before, this study is carried out
N\

t lowing research questions:

. What is the impact of the four variables—LLR, LLP, NPL and NCR on the
0 bank's performance?

2. What is the individual impact of the four variables—LLR, LLP, NPL and NCR

on the bank's performance?




1.4  Research Objectives

The primary objective of this research is to identify the effect of crew
management practice on the listed bank'’s performance. In order to answer ttt' M i

this research has constructed a few sub-objectives as follows:

Ve,

1. To find the effect of credit risk management variables—LL%P, NPL and

NCR on the bank's performance.

2. To investigate the impact of individual credit risk man

bank's performance.

1.5  Significant of The Study

This study is significant to provide insi

on the importance of credit risk managemeat to t

may benefit from the analysis of varﬁaja

practice, hence the banks' performance.

o m

% variables on the
|

4. .

b lesonc
the% vestors,and banks

ormanc .‘Fhe investors

wl of these variables,

byq@r:n Y
the investors may use technical i tcea)rs and fghia int Qn,dlcators to judge their

optimal investment options. Ot that fbank

acknowledging variables that influence

enefit from the study by

red iu)géétice and their performance.

Thus, banks may need to Wn O[timiz g the@ur variables (on top of other
variables) to stay relﬁn favg; ble. ‘;r{er\aén that, by strengthening these
ay incr

variables, banks alsw \hq susta r{éﬁf ity against financial shocks. These
variables not onMs on@ible I@ and default but also on the current

N
accessible res \Npr vision: J’l (')(J

16 Sc Limitation o thfé\ dy

']
wudy use datﬁ' from{ten commercial banks which are listed on the

{

M lan, Securities Exchanges&me banks are CIMB Group Holdings Berhad, Alliance

, Hong Leong Financial Group Berhad, Malayan Banking Berhad, Public Bank

‘@Iaysia Berhad, Affin Bank Berhad, BIMB Holdings Berhad, Hong Leong Bank
had

Ohad, RHB Bank Berhad and AMMB Holdings Berhad. This study uses nine years
of quarterly data from 2012 until 2020, and the data was collected from the bank's

annual report and Fitch Connect database.
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This study focuses on Malaysia since no study has been done yet on the impact
of the credit management practices (by using four variables—LLP, LLR, NP CR
on the bank's performance. Hence, while this thesis was written, this analysis L&‘Ts)t
of its kind to study the impact of credit risk management practice xank's

b&sof Default
(PD), Exposure at Default (EAD), Loss Given Default (LGD). Howe se variables

have reflected a similar direction to Basel 11, which measures ckedit risk exposure of

performance by using other variables than used by Basel I1—Probabi

banks.

The four variables used in the study were chosen d reliundancy in the

analysis since Basel Il has provided banks with an internal and e tWﬂg system

to the bank’s credit risk exposure by using PD, EA d LGD. [Thus, hi aaa;gié of
these additional four variables can be an added va&this study to/Mala s%'s credit
ed in*Basel I, the
ank's VZu report. As

risk research field. Furthermore, compared to t

four variables used in this study can be direetly accesse
such, no complicated calculation is ne &q bora
who have minimal accounting knowledge,“the UW

tios. Mence, for investors

our, \Qables in this study
AN

could be an advantage to optimize,thei rtfo@y A
N,
o AP,

However, this study i ected to_few mﬂati@i Firstly, this study only
carried out the analysis for MalaySian ¢ ercial ba k%isted on the Malaysian Stock
Exchange, which resulqs only exclusive to qla@ banks' credit risk management

tiﬁgﬁ@to measure the banks' credit risk

e, until other research has been done,

—h

practice. Even though the _notio
exposure and its impactan the |)an
the results of thi &can

has included cﬁh’\the afidemi ‘y('aar,(vmich is 2020. As the pandemic has badly hit
the countr% growing er efaulters, this study might suggest that future
resear W usive‘ry'gme;e th dit risk exposure and the bank's performance for
the m&wic year only. If VOI@ is high, another research can investigate the credit

r'g\@agement practice to the bank's performance without the downturn moment.
t

rfor

lized't@all countries. In addition, this study also

han that, this study suggests future researchers consider more variables to

O’npare the results of variables used in Basel Il with other variables used in this study.



1.7  Organisation of the Study

This study is divided into five chapters: Introduction as chapter one, Li
Review as chapter two, Methodology as chapter three, Results from analys m
four and Conclusion as the closing of the research. In the first cha study
elaborates the idea of the study as a whole. Here, the study backg%d will be
explained, the problem that needs to be solved will be identified, the objéctives required
to be achieved will also be listed out. This chapter also expoun&w e benefits and

significance of the analysis to be carried out, apart from ddw the study's scope

The second chapter listed out evidence from the previous M&rs the
reliability of the purpose of the study, the profoun%ﬂ gap, the neﬁt@fthe
variables with the credit risk management practice is chapter, t readaze- may get
an idea of the significance of the study to be ca ed ou M

basi e research
gaps that have been mentioned in cha tw Chapter _two als&etermines the

reliability of the method used in chap d the di results obtained

in chapter four. \

and limitation.

Chapter three discusses th of the hod Sg’?of this study. In this
chapter, the researcher may the ;%j"an(ﬁ%dels used to answer each
objective. The steps describ |s chapter sser@“to ensure the results in chapter
four can be obtained curacyrof t “resulbtan be guaranteed. Chapter four

reports the results ow oll methgdsrused in chapter three. The findings
from the results A ther earcr@stions and objectives will be discussed

in detail. The of he fi SIWIE)@E theoretical background of the study also
will be dev 4 O
\

<'anclu all the points built up from chapter one to chapter

four. IMthis chapter, the resea summarlzes the findings, highlights the essential

elements of the results, poten\a1 contributions of the results to the research area and
%ons of the findings. In conclusion, the researcher also recommends possible
tUre research that may address limitations found in this study for other researchers to

dplore.



