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ABSTRACT

This study aims to examine the determinants of Islamic banking profitability in
Malaysia by comparing between wholesome Islamic banking and Islamic banking
subsidiaries The factors that are affecting bank profitability are capital ratio, liquidity
ratio, asset quality, cost-to-income ratio, bank size, concentration, GDP and inflation;
while profitability is measured by ROA and ROE. This study develops a model to
identify a set of bank-specific, industry and macroeconomic determinants of bank
profitability for 16 Islamic banks in Malaysia from 2009 to 2017. Having analysed the
data by using appropriate methods, several financial ratios have been adopted from the
empirical literature on bank profitability. Using a static model specification, random
effect and fixed effect model are used to run the regression model using STATA
econometric software, but a generalized least square (GLS) equation is employed as a
corrective measure to solve the problem. The findings show that the bank-specific,
industry and macroeconomic variables have a significant effect on Islamic bank
profitability in Malaysia. Based on a static model specification, empirical analysis
shows that the wholesome Islamic banks are more profitable than Islamic banking
subsidiaries. the results also show that the determinants’ significance varies between
wholesome Islamic banking and Islamic banking subsidiaries. The results reveal that
the capital ratio, liquidity and inflation have statistical significance on profitability for
Islamic banking subsidiaries while the capital ratio, liquidity ratio, asset quality, cost-
to-income ratio, bank size and concentration have statistical significance on profitability
for wholesome Islamic banking.
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CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

This chapter explains the introduction of the determinants of Malaysian Islamic
banking’s profitability. More specifically, it presents an overview of the background of
the study followed by an explanation of the problem statement. It also contains

objectives of the study, research questions, hypothesis, and significance of the study.

1.2 RESEARCH BACKGROUND

Islamic banking is a banking system that fulfils Islamic law as well as recognized as
Shariah law. The fundamental principles that run the system of Islamic banking are
profit and loss sharing, and asset-backed transaction. Accordingly, Islamic banking’s
core values encouraged by these principals while activities that trade and commerce,
cultivate entrepreneurship and get societal development or advantages is supported. In
the context of Islamic banking, undertaking Interest rate (riba), speculative trading and
gambling (maysir) are strictly forbidden (Chua, 2013). The Islamic banking system is
not only accepted by Muslims but similarly has attracted non-Muslims (Lo & Leow,
2014).

Moreover, Islamic banking and finance has made fabulous progress since was
introduced in the 1970s and gained the attention of the investor and researchers. It was
defined finance that governed by the values and the principle of Islamic law (Al-sartawi
and Reyad, 2019). Additionally, the assets of Islamic finance have grown substantially
from $150billion in the mid-1990’s to $700billion in 2007. Currently, Islamic banks are

operating around the globe with an asset of more than $160 billion and it has recorded



a growth rate between 10% and 15%. In addition to that, the Islamic financial
institutions’ market share rose from 2% in the 1970s to 15% in 2018 (Khasharmeh,
2018). According to Dubai Islamic Bank (2017), the size of Islamic finance industry
was US$2,293billion in 2016, and this was a massive increase of US$150billion over
2015, and there are two estimates for the Islamic finance size projected in 2020 which
are US$3,006billion or US$4,362billion. The former one is based on the estimate that
the industry will grow at a current rate of 7% in the next four years while the latter one
based on that the industry will grow compound annual growth of 1 5.27%. Currently,
over four hundred seventy-five Islamic financial institutions and also more than two
hundred fifty mutual funds Shariah-compliant are working globally across seventy-five
countries with the most significant centre in the Middle East and southeast (Ullah and
Khanam, 2016). The asset under management of full-fledged Islamic and conventional
banks windows are 75% of total assets in Islamic finance in the world, and almost 60%
of these assets are held by full-fledged Islamic banks ( Dubai Islamic Bank, 2017).

In the context of Malaysia, Islamic banking idea was initiated in the 1980s for
allowing Muslims to get a sound banking system. Therefore, the first Islamic banking
in Malaysia was established in 1983 which was Bank Islam Malaysia Berhad (BIMB).
The BIMB worked merely Islamic banking intended a decade before the government
permitted on conventional banking to deliver the products and services of Islamic
banking adopting for July 1983 later on by standing structure and divisions in 1993
(Mohammed et al., 2015). Moreover, in 1993, the Malaysian government deregulated
the banking industry heavily to agree on conventional banking to contribute the product
of Islamic banking through Islamic window. Enhancing the system of dual banking can

be reliable for encouraging in Islamic banks as entire 1993 (Mohammad et al., 2015).



Besides, the establishment of the Islamic Banking act in 1983 gives the power
Bank Negara Malaysia (BNM) to monitor and supervise the Islamic banks in the
country. Although Malaysian parliament had passed different laws about Islamic
finance including Central Bank of Malaysia Act 2009, but the latest development in
Islamic finance legislation in Malaysia is statute of new act which is called Islamic
financial services act (IFSA) of 2013, which was restored and repealed previous acts (
Dubai Islamic Bank, 2017). In terms of Shariah government framework, the last one
was declared 20 September 2019, which will come into effect on 1% April 2020 and this
Shariah governance was planned to help the previous Shariah governance framework
introduced in 2011 (BNM, 2019). In the context of the Malaysian banking system, it
can be obtained by two different types of the banking system, which are the Islamic
banking system and conventional banking system. Bank Negara Malaysia (BNM)
governs both of them, the Islamic banking of Malaysia is growing vastly, and that is
bushing by the creating of conventional banking Islamic windows which are a separate
subsidiary from the conventional banks to contribute the development of Islamic
banking sector in the country (Wasiuzzaman & Gunasegavan, 2013).

Malaysia was set to become the hub of Islamic finance in the world in terms of
leadership, institutional establishments and the product development, the regulations
change participated the Islamic banking industry development working with side by
side conventional banking system (Muhammad et al., 2015). The reasons behind the
fast development of Islamic banking in Malaysia is the government backing, Malaysia
became of the most developed nation in Islamic finance in the globe, and the
implementation of four strategic plan was helped Malaysia to be forefront in Islamic
finance which are regulatory framework enhancement, Shariah regulatory framework,

products and services improvements markets, and enhancement of knowledge and



expertise (Dubai Islamic Bank, 2017). The Islamic banking industry development in the
country, Malaysia is divided into three different phases (Muhammad et al., 2015). The
first stage is called familiarization phase, which was the establishment of BIMB in 1983
and awarded BIMB to have a monopoly in Islamic banking market for ten years in order
to protect this new system from the powerful conventional banks.

The second phase was known as the development phase in between 1993 and
2003. This period was created a competitive environment among the Islamic banks and
increased the awareness of the Muslim society participating the benefits of Islamic
banks development to increase the number of Islamic financial institutions that are in
the markets. BNM had also issued a new scheme called no interest in the banks or Skim
Perbankan Tanpa Faedah (SPTF) in March 1993. in this period the second Islamic Full-
fledged Bank Muammalat Malaysia Berhad which was opened in 1999, this period also
increased Islamic financial institutions and the Islamic banking products were offered.
The third stage was concerned about the developments of the institutions, particularly
banking divisions and this phase was a liberalization phase. This period was given new
licenses to domestic Islamic financial institutions to be full-fledged Islamic banks, and
the liberalization contributes the appearance of new Islamic foreign full-fledged banks
including the following once which are Asian Finance Bank Berhad, Kuwait Finance
House Berhad and Al Rajhi Banking & Investment Corporation Berhad (Muhammad et
al., 2015). So, the development of Islamic banks in Malaysia was moved through
different levels.

The objectives of Islamic banks are not only to attain a more significant profit
by increasing the shareholder's wealth by attaining of higher profit on their investment,
but also to contribute the economic and social development of the people. (Masood &

Ashraf, 2015; Mohammed and Muhammed, 2017).



1.3 PROBLEM STATEMENT

Banking Industry is one of the most important industries that supports the development
of a country. Like some other financial institution and capital market, Islamic banks are
the institutions which are significantly needed by the real sectors in doing their business.
Additionally, in a well-functioning economy, the banking sector plays a crucial role in
providing financial intermediation as well as transferring deposits into productive
investment. Further, banks are the suppliers of funds desired for investment.
Accordingly, the stability of banking is crucial for the financial system. Thus, the
profitability of the banking area becomes significant to the economy of the nation since
higher profits in the banking sector always may lead to financial stability
(Hirindukawshala, 2017).

As the consequence, many parties have the interests to require their banking industry
running well. For the government, well organized banking industry would be favourable
since it could show that monetary system, banking and payment system in that country
are well run. For the business parties, the well-run banking industry will ease the
transactions they make with their counterparties including financial scheme when
required. As for depositors’ profitable Islamic banks can give confidence to depositors
that their deposits are safe. For the management of banks themselves, the sound bank
management for each bank would become positive points to fulfil the responsibilities
to the stockholders.

Moreover, banking performance helps as a sign to the customers whether they
should be investing or withdrawing their funds from the bank. Also, it provides bank
managers a signal whether they require to progress the bank’s services in order to
improve its finance (Samad & Hassan, 1999). In Islamic banking, understanding the

profitability of is an essential instrument by developing performance, assessing banking



activities and to determine management plan by benefiting and improving the
opportunity of banking to continue in the competition markets. (Rahman et al., 2015).
A review of previous studies on bank profitability provides a reflection on this study to
be conducted. Besides, there is a need to determine whether there is a gap between
previous studies. First, previous studies have focused so far on Islamic and conventional
banking profitability in Malaysia, so, as far as | know, this study seeks to provide new
support after the global financial crises in 2008 about the profitability of Islamic banks
in Malaysia. Secondly, this first study attempts to identify the differences in the
determinants of profitability between Islamic Banking window and full-fledged Islamic
Banking in Malaysia.

Many authors have studied the profitability of Islamic banks in Malaysia
but have emphasized various conclusions. (Idris et al., 2011), (Tan, 2012) and
(Wasiuman, 2010). So far, few efforts have been made to consider the effects of Islamic
bank particularly on profitability concerns. Thus, this study is followed the route to fill
this gap. It enhances literature in the respect by looking at the features of Islamic
banking to determine the determinants of profitability. Therefore, the aim of the study
is discovering factors that influence the Malaysian Islamic banking profitability by
comparing wholesome Islamic banking with Islamic banking subsidiaries between the
year 2009 and 2017. The critical importance of this study is building a widespread

model which takes part in the macroeconomic and bank-specific determinant.

1.4 OBJECTIVE OF THE STUDY

For the purpose, this research is investigating determinants of Islamic banks'
profitability in Malaysia by comparing wholesome of Islamic banking and Islamic

banks subsidiaries.



1) To investigate the factors that affect the profitability of wholesome Islamic
banks in Malaysia.

2) To investigate the factors that affect the profitability of Islamic banking
subsidiaries in Malaysia.

3) To compare the factors affecting the profitability of wholesome Islamic

banking and Islamic banks subsidiaries in Malaysia.

1.5 RESEARCH QUESTIONS

1) What are the factors that are affecting wholesome Islamic banking
profitability in Malaysia?

2) What are the factors that are affecting Islamic banking subsidiaries
profitability in Malaysia?

3) What are the causes that are affecting the profitability of wholesome Islamic

banks and Islamic banking subsidiaries?

1.6 CONTRIBUTION OF THE STUDY

The study examines crucial factors including bank-specific, industry and macro factors
that may significantly impact the Islamic banking profitability. The significance of this
study can be considered as a reference by Islamic banks to control the variables that
could harm their performance and the other support to encourage the variables that have
a positive impact on their profitability. The finding of this study offers stakeholders
inside of the Islamic banking sector with information and understanding of how
determinants of profitability influences Islamic banking. The Islamic banks will also
use the information from this study in making informed decisions necessary to enhance

their various products. Furthermore, this study will help the policymakers in their



energy to advance the profitability and efficiency of the Islamic banking sector and
identify the need for future reforms in the Islamic banks. Finally, this research will help
academicians gain knowledge generated profitability of Islamic banking because there
is little research done about Islamic profitability. Therefore, this research provides a

basis in which future scholars can expound and base their research.



CHAPTER TWO
LITERATURE REVIEW

2.1 INTRODUCTION

This chapter offers the overview of the prior works of literature and different theories
concerning bank profitability, as well as determinants of bank profitability. It begins
with a theoretical framework of banking profitability. The chapter proceeds to the
determinants of Islamic banking profitability. Next, it focused on the empirical findings
of the banking profitability. Moreover, the conceptual framework, which indicates how
the profitability and its determinants influence banks is presented. Lastly, the literature

gap and chapter summary are then discussed.

2.2 THEORETICAL FRAMEWORK ON BANK’S PROFITABILITY

In general, banks seek to maximize profits by employing resources and controlling
internal determinants. Similarly, financial institutions are also seeking to benefit from
external factors outside their control. Decades ago, numerous theories were developed
to explain the relationships and financial performance of companies and banks, but in
this study, it relates to the performance of banks.

When discussing banking profitability trends, it is proper to recall specifically
why banks are gaining profits. The shareholders of the bank are naturally demanding
their profits, and therefore it is in their interest to maximize these profits. It maximizes
your return on investment by increasing revenue and reducing costs. The management
of bank can choose a set of inputs as well as outputs, through which profits are
increased, where they have different preferences, giving up high-risk opportunities, high

returns, and increasing profits (Jacob and Jaap, 2008).



This part argues economic theories related to the profitability of the bank. The
determinants of bank profitability have been investigated in several theories. According
to Haron (1997) and Haron & Azmi (2004), most studies of bank profitability

determinants concentrated on the following theories.

2.2.1 Signaling Theory

Signaling theory indicates that bank management guides difference signals that the
future prospect is promising by increasing capital (Berger, 1995; and Trujillo-Ponce,
2012). So that Ommeren (2011) states that a lower in leverage ratio means that the
banks’ performance is better than their competitors who cannot improve their equity
without more loss in their profits. The signaling theory explains the relationship among
capital and profitability. Berger, 1995; Trujillo Ponce, 2012), the expected bankruptcy
cost hypothesis as well the risk return hypothesis (Olweny and Shipho, 2011; Brissimis
and Delis, 2005).

The signal theory suggested that the capital increase is a positive sign to the
market at the bank's worth (Ommeren, 2011). Berger also envisioned that, under signal
theory, bank management indicated special information that predictions were worth the
capital increase. Thus, lesser leverage shows that banks are achieving better than their
competitors who cannot increase their rights without extra failure in profitability
(Ommeren, 2011). According to the signal theory, the bank's management makes
reasonable future expectations through capital growth. The lower debt ratio basically
means that these banks can achieve better results than their counterparts (Khazaleh and

Misfer, 2014).
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