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ABSTRACT

The present research is structured into three parts; (i) Islamic bank selection criteria;
(i1) factors influence withdrawal behavior and (iii) the impact of banking crisis and
macroeconomic variables’ shock towards the fluctuation of Islamic banks’ total
deposit. The study attempts to enrich the understanding of withdrawal behavior of
Islamic banking depositors in Malaysia utilizing different statistical approaches.
Firstly, the research utilizes the Analytic Hierarchical Process (AHP) to delineate the
most influencing factors that have the propensity to lead depositors to patronize
Islamic banks. It was revealed that shariah compliance, profitability, and bank’s
reputation are the most influencing factors. This suggests that violation of these
factors can lead depositors to withdraw their money. Secondly, the research attempts
to investigate the depositors’ withdrawal behavior from characteristics and
psychological perspectives. To do this, six binary logistic regression models (logit)
were developed and the theory of reasoned action (TRA) was also utilized. For logit
models, thirteen independent variables and three dependent variables were
incorporated for two different groups of depositors i.e. single account holders and
multiple account holders. It was revealed that for all six models developed, the
variable “main reasons” (X11, X12, and X13) were at all times found to be significant
and the relationships were always as theorized. For instance, in terms of model 1,
regardless of the group of depositors, the model consistently showed that depositors
whose main reason in patronizing Islamic bank is “shariah compliance” will have
higher propensity to withdraw their funds when it comes to their knowledge that their
bank violates shariah principles. Other variables also appeared to significantly affect
withdrawal behavior such as type of account, total amount of money deposited,
awareness upon deposit insurance, type of bank, and ownership of the bank. Through
structural equation modeling (SEM), good-fit indices from the TRA model also led to
predicting the withdrawal behavior of depositors, whereby subjective norm plays a
significant role in influencing the depositors’ withdrawal intention. The last part of the
research examined the influence of macroeconomic performance towards the total
deposit in Islamic banks, using vector error correction model (VECM). This part
incorporates data span of ten years (i.e. January 2000 to December 2010) and uses
variables such as Bank Negara policy rate (BLR), inflation, production index, interest
rate, mudharabah deposit rate, and the crisis event. It was revealed that inflation,
growth, rate of return have significant impacts upon total deposit fluctuations of
Islamic banks in the long run. Also, the positive relationship of banking crisis event in
the long run and in the short run showed that the general sentiments of depositors play
important roles in depositors’ saving behavior and eventually can cause funds flow
into Islamic banks during the banking crisis.
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CHAPTER ONE

INTRODUCTION

1.1  INTRODUCTION

Risk management in financial institutions is one of the current financial issues,
particularly during and after the 2007-2008 global financial crisis. It is also very
important in relation to Islamic banking institutions, which are closely related to real
economic activities, particularly in preventing bad impacts resulting from unfavorable
conditions of real economic/business that may threat banks’ performance.

Apart from the importance, however, studies on risk management in Islamic
banks are still rare to date. Among the existing studies are researches on risk
management framework in Islamic banking by Khan and Ahmed (2001), Ahmed
(2002), Akkizidis and Khandelwal (2008), and Ismal (2009), surveys on the current
practices of the overall risk management by Turren (1996), Al-Saati (2003) and
Hassan (2009), shareholders risk of return by Rosly and Zaini (2008), credit risk
management by Ahmed (2008) and Hassan (2009), displaced commercial risk by
Kasri and Kassim (2009) and Zainol and Kassim (2010), liquidity risk by Ismal (2010;
2011), and currency risk by Obaidullah (1999).

In addition to the traditional risks conventional banks are facing, such as credit,
interest, liquidity, and operational risks, Islamic banks, are also facing other typical
risks relating to their shariah-based banking operations such as shariah risk, displaced
commercial risk and withdrawal risk (Ahmed, 2002).

Deposit withdrawal risk is one of the most important risks to be managed by

Islamic banks for some reasons, particularly those operating in dual banking system



countries. First, Islamic banks operate side by side with the conventional ones, which
require them to perform well and be profitable for their depositors. Second, Islamic
bank depositors expect Islamic banks to pay competitive returns and provide
comprehensive banking services (rational behaviors). During the 1997-1998 and 2007-
2008 global financial crisis, especially when conventional banks offered attractive
returns, Islamic banks faced a dilemma as the increased interest rate caused rational
Islamic banking depositors to have higher rate of return expectations from their
Islamic banks. Such dilemma leads to a displaced commercial risk and finally to
withdrawal risk. Third, unlike its conventional counterparts, Islamic banks are bound
by Islamic principles that forbid them to take any interest-related incomes. This makes
deposits from depositors an important source of funds for the operation and financing
of Islamic banks. Therefore, the risk of fund withdrawal is another important aspect
that should be well-managed in Islamic banking.

One way to anticipate withdrawal risk is by being able to identify the
depositors’ withdrawal behavior. This study, therefore, is aimed at analyzing
depositors’ withdrawal behavior in Malaysian Islamic banking industry. It is
particularly focusing on the factors determining depositors’ intention to withdraw their
money from Islamic banks in the situation of receiving issue of shariah non-
compliance products and practices, experiencing lower rate of return, and receiving
rumors on banking crisis to occur in the near future. Individual and bank attributes,
psychological factors, and macroeconomics variables will be utilized in order to have
a good and best fitted model depicting withdrawal behavior of Islamic banks’
depositors.

In addition, to get comprehensive information on depositors’ withdrawal

behavior, this study is also investigating the main reasons lying behind the depositors’



willingness to initially deposit their money in the Islamic banks. Finally, this study
attempts to propose recommendations for the Islamic banks and policy makers relating
to how to identify depositors’ withdrawal behavior and how to mitigate the deposit

withdrawal risk.

1.2 BACKGROUND OF THE STUDY

Islamic financial institution is the institution offering instruments and services
compatible with the principles of Islam with the prohibition of 7iba —any unjustifiable
increase of capital whether in loans or sale— as its central tenet of the system (see
figure 1.1). It is a rapidly growing part of financial sector in the world today. Indeed, it
is not restricted to Islamic countries and is spreading wherever there is a sizeable
Muslim community.

Islamic banking assets have grown tremendously for over 30 years. The current
global Islamic banking assets and assets under management have reached USD750
billion and is expected to hit USDI1 trillion by 2010. There are over 300 Islamic
financial institutions worldwide across 75 countries. According to the Asian Banker
Research Group, The World’s 100 largest Islamic banks have set an annual asset
growth rate of 26.7% and the global Islamic Finance industry is experiencing average
growth of 15-20% annually (McKinsey, 2008).

The most significant feature of Islamic banking is related to the types of
products and services they offer. Various financial instruments developed by Islamic
banks are based on two principles: the profit-loss sharing principle and the mark-up
principle. The financial instruments based on the earlier principle include mudarabah
(venture capital) and musharakah (partnership contract), while those based on the

latter principle include murabahah (resale with pre-agreed profit), bay’al-salam



(forward sale contract), ijarah (leasing) and ijarah wa igtina (operating and financial

lease). In order to remain competitive in the market, Islamic banks offer innovative

products without violating Shari’ah (Islamic law) principles.

KEY ELEMENTS OF
ISLAMIC FINANCE

Materiality and validity of transactions
o No profit sharing without risk taking—
earning profit legitimized by engaging in
economic venture.
® Money is not a commodity, but a
medium of exchange, store value and
unit of measurement.

Mutuality of risk sharing
o Clearly defined risk and profit-sharing
characteristic served as additional built-
in mechanism.

Avoidance of riba, maisir (gambling), and
gharar.

Financial transactions supported by
underlying economic activities

Direct link to real
economy

Certainty—supported b
underlying activitie

Different coO
relationship

Shariah
values
consistent

with universal

values

Avoidance of unethical
activities e.g. gambling
and hoarding

> Additional shariah
governance

» Unique risks

Greater fiduciary duties

and accountability

Figure 1.1: Shariah value propositions as a driving force in Islamic finance
Source: (Islamic Finance Asia, Dec 2008/ Jan 2009)

Hassan (2009) argues that in view of those tenets, Islamic banks operate with

many products that do not exist in conventional banks. These Islamic products bring

many risks. Therefore, in the present day volatile environment, Islamic banks are

facing a large number of risks such as credit risk, liquidity risk, foreign-exchange risk,

market risk, interest rate risk, displaced commercial risk, and deposit withdrawal risk,

etc. As the result, risk and risk factors may threaten Islamic banking industry’s

survival and success.




As Islamic finance has now become an integral part of the international
financial system, it will be increasingly tested by developments, such as the
international financial crisis. History has shown that the world will continue to be
plagued by crises. While the triggering factors that precipitated financial crises have
been different, for most, it resulted in a general loss of confidence from customers and
a downward spiral in asset prices (Azis, 2008).

With regard to the loyalty of its customers, Islamic banks are over confident,
believing that they have a captive market in Muslim countries and therefore somehow
losing the non-Muslim potential customers interested in investing their assets in
ethical financial institutions (Haniffa & Hudaib, 2007). On the other hand, it is
commonly understood that Islamic banks are lacking of professionally managed risk
identification process and risk management approaches, which lead Islamic banks
involved in short-term loans instead of long-term equity finance (Hassan & Dicle,
2005).

Academic interest in the study of risk management of Islamic banking such as
Turren (1996), Obaidullah (1999), Khan and Ahmed (2001), Ahmed (2002), Al-Saati
(2003), Akkizidis and Khandelwal (2008), Rosly and Zaini (2008), Hassan (2009),
Kasri and Kassim (2009), Zainol and Kassim (2010) and Ismal (2010) have argued
that Islamic banks are not only facing the types of risks faced by conventional banks,
but they also identified new and unique risks resulting from their unique asset classes
and liability structures.

The key for the Islamic financial industry is to ensure that it will not be a
source of financial instability and is able to achieve a level of resilience that will
ensure its sustainability. In the context of savings mobilization, risk is a danger caused

by an event or a loss that could impair the value of savings on deposit or substantially



affect the net worth of the institution. To keep Islamic banks and other financial
intermediary institutions dedicated to capturing savings safe and sound, risk analysis
and risk management are therefore necessary, particularly with regard to withdrawal
risk. One of the best ways to mitigate withdrawal risk is to recognize the withdrawal
behavior of the depositors. Hence, this study will be focused on recognizing
withdrawal behavior by studying the factors affecting withdrawal behavior of Islamic
bank depositors from the aspect of psychology, individual criteria and country’s

macroeconomic performances.

1.3 THE OVERALL RESEARCH FRAMEWORK

This framework is expected to lead the research to have a better result for a new level
of understanding about deposit withdrawal risk and to underpin a better performance
of Islamic banks (see figure 1.2). Below are the overall research frameworks
explaining the activities in this research:

1. Islamic banks are exposed to risks similar to those of conventional banks.
However, there are some risks that are uniquely faced by Islamic banks,
such as shariah non-compliance risk and displaced commercial risk that
may lead some groups of depositors to withdraw their deposit, which
means a loss for the bank.

2. In order to have a comprehensive understanding on why depositors have
intention to withdraw their money from their Islamic banks, the knowledge
on what make them interested and become the Islamic banks’ patrons is

playing a significant role.



Specific
Risks

ISLAMIC
BANK

Results in
Better
Performance
of Islamic
Banks

1.
2.

Shariah Risk
Displaced
Commercial
Risk
Financial /
Banking
Crisis

> withdrawal

A4

Lead to
Deposit

Risk

How depositors rank criteria derived from above
risks before they patronize the bank?

The criteria:

1.

Sk

Shariah compliance
Rate of return
Bank’s reputation
Status of the bank (full fledge / window)
Facilities offered

Staff politeness

A 4

issue about:

What factors determine depositors to withdraw
their money in an excessive amount if there is an

a. Shariah non-compliant practices;
b. lower rate of return;
c. Financial / banking crisis.

Better knowledge on depositors’
withdrawal behavior

/

I

3 models of Logit Regression

1. Factors influence depositors to

withdraw their deposited money from
Islamic banks under Theory of
reasoned action (TRA) model using
Structural Equation Modeling (SEM).
What macroeconomic variables could
influence the fluctuation of total
deposit in Malaysian Islamic banks?

(analysis using: Vector Error
Correction Model)

Figure 1.2: The Overall Research Framework




Based on the previous studies on factors affecting people to patronize
Islamic banking, 6 factors are chosen to be included in the analysis. These
factors are shariah compliance, rate of return, bank’s reputation, status of
the bank (full fledge or window), facilities offered, and staff politeness.
The process of choosing the variables is discussed in chapter three.

Using Analytical Hierarchy Process (AHP) technique, this research
attempts to show how depositors in Malaysia rank these factors based on
their level of importance. This valuable information is believed to have a
significant contribution towards the industry for their liquidity stability and
the improvement in their customer satisfaction and service quality
programs.

The three major causes of deposit withdrawal or early withdrawal of
mudharabah deposits by depositors in Islamic banks are issues regarding
shariah non-compliance (Ahmed, 2003; Abduh, 2011), lower rate of return
(Ahmed, 2002). However, rumor on future banking crisis is also included
in this study since Yada et al. (2009) found significant impact of this on

deposit withdrawal in Japan under conventional framework.

By using binary logistic regression, this study attempts to uncover the
individual attributes that can lead to deposit withdrawal should the three
situations take place. The attributes included as independent variables in
this analysis are:

» X1=Type of account

(1 = Has investment account, 0 = Has no investment account);



» X2=Amount of money deposited
(1 = More than equal to RM 10 thousands, 0 = Less than RM 10
thousands);
» X3=Length of period of being Islamic bank customer
(1 = More than equal to 3 years, 0 = Less than 3 years);
» X4=Work status (1 = Employee, 0 = Non-employee);
» X5=Using Internet banking (1 = Yes, 0 = No);
» X6=Bank status (1 = Full-fledged, 0 = Subsidiary);
» X7=Bank ownership (1 = Local, 0 = Foreign);
» X8=Do you have account in conventional bank? (1 = Yes, 0 = No);
» X9=If you have another account in a conventional bank, where you put
your money most? (1 = Conventional, 0 = Islamic);
» X10=Do you aware about deposit insurance? (1 = Yes, 0 = No)
» X11=Competitive rate of return (1 = depositors put it as importance
factor in before patronizing Islamic bank, 0 = otherwise);
» X12=Avoid bank interest (1 = depositors put it as importance factor in
before patronizing Islamic bank, 0 = otherwise);
» X13=Less affected towards banking crisis (1 = depositors put it as

importance factor before patronizing Islamic bank, 0 = otherwise)

While the dependent variables are:
» Y1= Would you withdraw you money if your Islamic bank was found
to be practicing shariah non-compliant products and services (1 =

Yes, I will withdraw, 0 = No)



