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ABSTRACT

The adoption of a dual banking system in Malaysia has ignited research on stability
and instability brought about by the two different banking sectors in the financial
system. Islamic banking is very short spanning a period of nearly five decade since its
inception, and it is still developing its strategies and financial instruments based on
Shariah principles to position itself in competitive stance in the face of the
conventional counterpart that dates back more than four centuries earlier. The views
are controversial in terms of which banking system is more risk-taking inclined, and
whether Islamic banks risk-taking behaviour mimics that of conventional ones. While
there are views supporting the distinction between Islamic banking system and its
conventional counterpart owing to the former’s equity-based unique business
contracts. Others maintain that conventional banking system is more efficient given its
long historical record and the availability of various financial instruments. This thesis
investigates the influence of assets, deposit and loans/financing concentration on risk-
taking behaviour of Islamic and conventional banks, the influence of competition
condition in the banking sector on risk-taking behaviour of Islamic and conventional
banks, the influence of capital adequacy ratio stipulated in Basel 11l on risk-taking
behaviour of Islamic and conventional banks, and the influence of economic freedom
on risk-taking behaviour of Islamic and conventional banks. Employing General Least
Square technique (GLS) on a panel data of 54 banks, 17 Islamic and 37 conventional,
for the period 2011-2017, this study revealed that both concentration-instability and
competition-instability views hold for both types of banks. Capital adequacy ratio
fond to discourage risk-taking behaviour of both types of banks, while economic
freedom found to encourage risk-taking of both types of banks. The size of influence
for the four variables on risk-taking behaviour is higher for Islamic banks indicating
that Islamic banks are more vulnerable than their conventional counterparts. The
findings of the study also lend support to the notion that Islamic banks mimic
conventional banks risk-taking behaviour. Therefore, both concentration-fragility and
competition-fragility hypotheses can coexist. Moral hazard is not triggered in the
Malaysian banking sector even though banks possess huge capital buffers implying
successfulness of Basel Il in controlling risk-taking behaviour of banks. Finally,
Economic freedom should be considered as turns significant in determining risk
behaviour of banks regardless of their type. Lastly, findings of the study have direct
implications for banks, policymakers and decision makers in the banking industry,
locally as well as globally. Islamic banks need further promotion to foster their market
share (further penetration); this in turn will pave the way into a more competitive
environment where banks can be more efficient and profitable in the face of
increasing competition especially from their conventional counterparts. Since banks
possess considerable capital buffers that serve as a supporting pillar, they are provided
with enough flexibility to embark on wider business opportunities. The level of
concentration and contestability in the Malaysian banking environment may need
reconsideration to prepare Islamic banks for a future fierce competition. The number
of Islamic banks in the industry needs further investigation. The level of economic
freedom needs to be set at the best possible level that better serves banking stability
and lessens banks inclination towards risk-taking.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF THE STUDY

The global banking and financial crises, namely the Asian financial crisis in 1997, the
subprime crisis of 2007-2009, and the Euro-zone debt crisis in 2010 have raised the
concerns of the financial regulators to investigate some key factors that function as the
driving force of banks conduct, especially risk-taking behaviour (Abdul Wahab et al.,
2017). Repercussions of the banking market concentration on banks risk-taking
behaviour had gained special attention amongst researchers during the crisis period. It
resulted in revisiting theories related to banking sector concentration and risk
behaviour in literature. On the one hand, those who maintain that high concentrated
banking market is desirable claim that, banks efficiency improves as the market gets
more concentrated (Demergick-Kunt & Levine, 2000). They are of the view that,
highly concentrated banking sector, a sector with fewer banks, is less prone to banking
crises as compared to a banking sector that comprises many small banks (Allen &
Gale, 2004). Fewer large banks in a certain system are robust owing to their ability to
diversify in comparison with many small banks (Beck et al. 2003). Banks in a highly
concentrated market make more profit, and hence become less fragile to shocks (Beck
et al., 2003). It is easier to oversee a banking system with fewer large banks than
many small ones (Beck et al. 2003). On the other hand, high concentration in the
banking sector has several drawbacks. First, it causes credit supply to shrink as the
banking sector gets more concentrated (Berger, 1995). Second, financial services are
very expensive in a high concentrated banking sector because of pricing strategies,

thereby resulting in a loss in social economic welfare. In addition, “too big to fail”



(TBTF) is an attribute that characterizes a market with few large banks. This attribute
renders banks difficult to observe as compared to many small banks (Boyd & Runkle,
1993). Finally, high concentrated banking systems are associated with lower level of
competition, and therefore discouraging economic advancement (Smith, 1998).

The most prominent approach used to investigate the implications of
concentration for the banking system is Structure-Conduct-Performance (SCP)
paradigm (Bikker & Haaf, 2002a; Bikker & Haaf, 2002b). Based on this paradigm,
collusive behaviour among banks affects competition due to concentration; it is
known as “collusion hypothesis” (Bikker & Haaf, 2002b). This paradigm implies a
negative relationship between concentration and competition. The assumptions in this
approach “Structural Model” are based on the market structure. In light of this model,
banks can earn higher profit due to their tendency towards collusion (Al-Muharrami et
al., 2006). Even though contestable banking sector is of a great benefit to society in
terms of prices and financial products quality (Boyd & Nicol o, 2005), its effect on
financial stability is still controversial in literature. There are two prominent views
related to this theme. While some researchers stated that, competition fuels banks risk-
taking as it forces them to run with minimal capital buffer (Hellmanetal, 2000; Allen
& Gale, 2004), others maintain that crises are less probable to take place in banking
system where competition is high (Becketal, 2006; Boyd & Nicol o, 2005).

The very first accord set by Basel Committee on Banking Supervision (BCBS)
was Basel | in 1988, it is mainly a risk-based capital regulation. The key point in Basel
| accord had to do with credit risk of major bank and attached minimum capital
requirements to the asset portfolio risk of the bank. The first risk-based capital
regulation has been changed many times. It was adjusted in 1996 to incorporate

premium for bank market risk into risk-capital requirements. In order to deal with the



shortcomings of Basel I, Basel Il was accomplished in 2004. Its primary function is
rendering risk-based capital requirements more effective. Basel Il incorporated
premium for bank operational risk into risk-based capital calculations in addition to
credit and market risks. Additionally, Basel Il introduced supervisory review and
market discipline mechanisms. Basel Il capital standard was adopted by some
countries for their banking sectors, while others were planning to adopt it that the
global financial crisis takes place in 2007. Basel | and 11 have been immensely under
critique concerning two aspects: first, there is the likelihood of regulatory capital
arbitrage by means of financial innovations such as securitization (Jones, 2000).
Secondly, being pro-cyclical risk-based capital requirements can boost the intensity of
economic cycles (Jokipii & Milne, 2011). In the after-crisis discussions on how to
fortify banking stability, capital regulation carried on functioning as a key role. In
September 2010, Basel Committee on Banking Supervision introduced Basel Il
Accord. In Basel 11l both the quantity and the quality of regulatory capital have been
improved. Extant literature that examines the impact of minimum capital requirements
on risk-taking behaviour of commercial banks is largely divided. Some studies suggest
that higher capital requirements encourage banks to take on more risk.

Economic freedom is, basically, represented by an index made up of ten
constituents, these components mirrors policy and main institutional areas in the
country. These ten components fall into four broad categories, namely Rule of Law
(property rights, government integrity, judicial effectiveness), Government Size
(government spending, tax burden, fiscal health), Regulatory Efficiency (business
freedom, labour freedom, monetary freedom), Open Markets (trade freedom,
investment freedom, financial freedom). In other words, it obviously defines the

significant role of the government. In this regard, researchers have completely



overlooked how the level of economic freedom in a country influences risk-taking.
The common understanding among previous studies that addressed economic freedom
influence on variables at different levels of economic freedom is that, a country with
high level of economic freedom enjoys superior outcomes in the years lie ahead. In
the field of finance, economic freedom indices have been utilized as a control factor in
many cases (Jones & Stroup, 2010). Even though the economic freedom is the same
for both conventional and Islamic banking systems operating in the same regulator
environment, the restrictions on assets and liabilities sides may hinder their risk-
taking. For instance, Islamic banks are found to fare comparatively worse than
conventional banks, the case is more pronounced during the crisis (Hasan & Dridi,
2010). However, observers argued that, the close linkage between financial
transactions and productive flows embedded in Islamic finance was effective in
protecting them from the severe consequences of the crisis (Akthar Aziz, 2009). These
remarks find backup in some studies, which stated that economic freedom places a
positive and significant effect on the performance of Islamic banks (Sufian & Abdul
Majid, 2011). In addition, the unique risk inherent in the activities of Islamic banks
that stems from the unique nature of investment deposits, whose capital value and rate
of return are not assured. This trait, linked with information asymmetry rising out of
the unrestricted Mudaraba contract (i.e., on banks' liabilities side) where banks run
depositors' funds based on their preferences, considerably escalate the probability for
moral hazard and engender a motive for risk taking for financial institutions without
sufficient capital. Investment depositors in Islamic banks do not hold the same rights
as compared to equity investors in conventional investment companies, but they do
experience the same risks. Accordingly, this applies to demand depositors in the Two-

Tier Mudaraba model. Under these circumstances, corporate governance is arduous to



practice and the likelihood for high risk-taking and moral hazard is boosted. Based on
these studies, it is pre-assumed that Islamic banks could be more risk-inclined than
conventional ones (Sundararajan & Errico, 2002).

What is notable after going through literature pertinent to this theme of risk-
taking of banks, either Islamic or conventional is that, the influence of concentration
in deposits and financing markets has not been accounted for in Malaysia. In this
study, the major emphasis is on the effect of concentration of assets, deposits and
financing on risk-taking behaviour of the Malaysian banking sector of both Islamic
and conventional sectors. In addition, competition is the Malaysia banking sector has
been transformed after the consolidation and merger processes that led to a reduction
in the number of banks, particularly conventional commercial ones, and therefore a
change in the manner banks take risk. Risk-taking differs between Islamic and
conventional banks due to the nature of their activities and principles to be adhered to.
The following questions are pertinent: Has competition trend been favourable for the
two types of banks? How are they being affected by the change in the market power?
In addition, Basel 11l was introduced due to the shortcoming in Basel II; will the
increase in capital adequacy ratio push banks to be risk-averse or risk-takers? Finally,
a high level of economic freedom implies the entry of new rivals, thereby making
competition more acute in the banking sector. Hence, what is the implication of
economic freedom level in Malaysia for the risk-taking of both Islamic and
conventional banks?

Malaysia adopted a dual banking system, where Islamic and conventional
banking systems operate within the same regulatory environment. According to
Mokhtar et al. (2008), the adopted dual banking system in Malaysia has been

considered by many Islamic countries as a prototype that will be adopted by many



Muslim countries in the future. Islamic-based banking activities are being
implemented either by full-fledged Islamic banks or through Islamic windows and
subsidiaries that have been established by traditional banks. The establishment of
Islamic banking system in the country of Malaysia is seen as a considerable
development step, which altered the banking system landscape in the country.

In 1963 the government of Malaysia set up Tabung Haji (the Pilgrims
Management and Fund Board) marking the beginning of Islamic finance history in
Malaysia. The establishment of the Islamic banking system have gone through three
stages (Mokhtar et al., 2008). The first stage is named the familiarization phase (1983-
1992). This period marked the establishment of Bank Islam Malaysia Berhad (BIMB),
and the Islamic banking operations commenced in line with Shariah principles. In the
second stage, during the period 1993 to 2003, the aim was to originate an auxiliary-
contestable sphere among banks and spread public awareness, particularly amongst
the Muslims regarding the advantages of Islamic banking. This stage witnessed the
establishment of the second full-fledged Islamic bank, Bank Muamalat Malaysia
Berhad (BMMB) in October 1999 as a result of Bank Bumiputera restructuring. In the
third stage, institutional expansion concentrated on existing local Islamic banking
divisions and the foreign bank participation in Islamic banking industry.

The number of institutions and the range of their activities have changed,
owing to upgrading and restructuring of Islamic banking operations of conventional
banks from units to divisions, then to subsidiaries, in addition to full-fledged banks.
Consequently, this altered the structural landscape of Islamic banking industry.
Meanwhile, liberalization process carried on to the influx of large foreign banks and
paved the way into the banking sector. These developments have resulted in intensive

banking market concentration within this industry. The restructuring of Islamic



banking operation from Islamic subsidiary to full-fledged Islamic banks has also
improved the competitiveness in the market. Shifting to full-fledged Islamic banks has
altered activities range of banks leading to the transformation of their market power
(Mohammed & Muhammad, 2018). The alterations in the market power, be it increase
or decrease, is examined using concentration indicators of market within this sector.
The upgrading and restructuring of the system under the Financial Sector Master Plan
(2001-2010) in light of the liberalization wave has caused the number of players
regardless of whether domestic or international to increase in the Islamic banking
system of Malaysia (Mokhtar et al., 2008). The increased number of institutions
together with the range of banking activities implies a considerable implication for
both competition and concentration within the Islamic banking industry.

The banking sector of the developed world was exposed to a severe turmoil
because of the 2007-2009 global financial crisis. The financial crisis of 2007-2009 has
triggered and fuelled public policy discourses about problems related to banking
market concentration, competition, performance, risk-taking, regulation, and financial
stability. One of the issues cited in the banking sector literature is the variation of risk-
taking behaviour of different banks, and the factors that cause banks to adopt different
structures of risk such as diversification and focus strategies (Zhang et al., 2013).
Knight (1921) was the first to coin a precise definition of the risks and uncertainties.
He defines risk and risk-taking “Risks and risk-taking are two co-related while
relatively independent concepts. The core proposition of enterprise decision-making is
how to maximize the values under the condition of limited internal resources. At the
same time companies have to face external uncertainties, which may bring either
benefits or losses”. Schonberg et al. (2011) defines risk as the exposure to negative

outcomes, or/and the variations of outcomes due to the undertaken decision.



According to Basel Accord Il (2003), the main risks for banks fall into three
categories, credit risk, market risk and operational risk. Credit risk is the risk of loss
brought about by the failure of a counterpart to meet the obligations set in the
contractual agreement. Second, market risk is the risk of loss that stems from the
changes in the price of financial assets and liabilities. Third, operational risk is the risk
of loss stemming out of imperfect conducts or difficulties of internal procedures,
personnel, systems, or external events.

Due to the 2007-2009 financial crisis, the financial regulators were alarmed to
relook into, among others, the capital adequacy ratio of banks to absorb unforeseen
losses from the excessive risk assumed by banks. The essentials of regulatory capital
requirements have always been counted on to promote the constancy of banking
system and realize stability. In addition, along with the regulations that have to be
revised, there are many factors that fuel the risk-taking behaviour of banks, be it
macroeconomic, industry or banks specifics. For example, economic freedom,
franchise value, size, ownership, exit and entry of banks from the industry, deposit
insurance, type of the bank, return on equity and net profit margin, just to name a few.

Abedifar et al. (2013) stated that, commitments of Islamic banks to depositors,
investment account holders, do not resemble those of conventional ones; hence, they
encounter dissimilar risks. Conventional banks have to meet their obligations to
depositors regardless of whether their operations result in losses or gains. In contrast,
Islamic banks share the profit/loss with investment account holders. This unique
linkage can make Islamic banks effectively disciplined and may encounter higher
withdrawal risk by their depositors. Practically, to avert withdrawal risk, Islamic
banks have tendency to partly depart from the PLS. They pay a relatively contestable

rate of return to their investment account holders with no link to the realized



