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ABSTRACT 
 
 
 
 

The research consists of two studies; a major study on banking risk management 
practices and a minor study on the relationship between financial risks and 
profitability.  The study on risk management explores the risk management practices 
of both the Islamic and conventional banks.  It compares and contrasts the way both 
systems manage their risks and investigates if there is any convergence in the practice 
of risk management between the conventional and Islamic banking system.  The 
survey conducted on the risk managers of the conventional banks and Islamic banks in 
Malaysia as well as the Islamic banks outside Malaysia revealed many interesting 
results.  It is found that there exist differences in the practice between the two systems 
and that the Islamic banks are lagging behind in the adoption of enterprise wide risk 
management. Although collectively, the conventional and Islamic banks face 
moderate level of adequacy of risk management tools, Islamic banks indicate that the 
three most critical areas are lack of information technology (IT) professionals with 
relevant expertise in the process of integration and risk analytics, IT systems to cater 
for each Islamic instrument and also the capacity of human capital in the highly 
technical areas of risk management.  This implies that more innovations and product 
developments are needed for Islamic banking in managing risks.  Hence serious effort 
in training and educating the human capital, well versed in the Islamic principles as 
well as the technical and quantitative sciences disciplines as the integration of this 
knowledge is important in order to preserve the Islamic banking industry specifically 
and the Islamic financial system generally, from degradation and being relegated to 
just forms only.  The second part of the study employs panel data regression analysis 
of Generalised Least Squares of fixed effects and random effects models to examine 
the relationship between financial risks (credit risk, interest rate risk, liquidity risks) 
and profitability (ROE and ROA) of the conventional and Islamic banking in Malaysia 
for the period between 1996 and 2005.  It was found that credit risk has a significant 
impact on ROA and ROE for the conventional as well as the Islamic banks.  The 
relationship between interest rate risk and ROE were found to be weakly significant 
for the conventional banks and insignificant for the Islamic banks. The effect of 
interest rate risk on ROA is significant for the conventional banks.  Liquidity risk was 
found to have an insignificant impact on both profitability measures. 
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 ملخص البحث
 
 
 
 

 المصارف دراسة رئسية حول  ادراة المخاطر في:  يتكون البحث من دراستين
 تقوم الدراسة حول ادرة.  المخاطر المالية و المربحيةقة بينودراسة ثانوية حول العلا

 المخاطر في  المصارف الاسلامية  منعدارةٳ المخاطر بالبحث حول طرق منع
دارة المخاطر بكلا ٳ طرق  وتوضح الفروق بينارنق، حيث تُوالمصارف التقليدية

وضحت دراسة المصارف أقد .  بينهماالتشابه نقاط يضاًًًًًًًًأالنظاميين وتتفحص 
ن هنالك أتضح إ فقد .مثيرة للاهتمامالاسلامية في ماليزيا وخارجها آثير من النتائج ال

سلامي والنظام  المخاطر في النظام المصرفي الا منع اختلافات بين نظام ادارة
 دارةٳخرة فيما يخص تبني مشروع أ متلتان المصارف الاسلامية ما زأالتقليدي و

دوات أبالرغم من أن آلا النظماين المصرفيين يمتلكان .  وسعالأ المخاطرمنع
تواجه صعوبات حادة  لا أن المصارف الاسلاميةٳدارة المخاطر، ٳمتوسطة الجودة ل

 متخصصين في تقنية المعلومات يمتلكون خبرات ليالحوجة اث مجلات وهي في ثلا
 وتحليل المخاطر، بالاضافة الي الحوجة الي انظمة تقنية معلومات  دمجفي عمليات 
يضا الحوجة الي  الموارد البشرية القادرة أ اسلامية علي حدي ، و  ماليةتخدم آل اداة

 شيرلك يُذأن آل . دارة منع المخاطرٳ التقنية في رفيعةعلي العمل في  التخصصات 
دارة ٳبتكار ومزيد من تطوير المنتج في حقل ٳ الحوجة الي مزيد منهنالك  الي أن

سلامية وبالتالي بزل جهود جادة في تدريب وتأهيل ٳمنع المخاطر في المصارف ال
سلامية والعلوم التقنية والكمية بما أن ٳ اللمبادئآوادر تمتلك معرفة عميقة بكل من ا

جل حماية  النظام المصرفي الاسلامي أمر ضروري من أه العلوم ذالمزج بين  ه
 عام من التدهور و الهبوط الي مجرد بشكلسلامي ٳبشكل خاص والنظام المالي ال

ستخدام  جدول تحليل البيانات ٳ في الجزء الثاني من البحث يتم .مؤساسات شكلية فقط
جل أ من ثر العشوائي والأبتاث القل المربعات الخاص  بنمازج الاثرنحداري لأٳال

 الفائدة و نسبةمخاطر  تيمان وٳمخاطر ال(   المخاطر المالية بيندراسة العلاقة
في المصارف )  صول وعوائد الاسهمعوائد الأ( المربحية وبين) مخاطر السيولة
تضح أن ٳوقد .  2005 و1996سلامية في ماليزيا  في الفترة بين ٳالتقليدية وال

في  آل من  صولسهم والأ بارز علي عوائد الأثيرأ تلهامخاطر الائتيمان 
بة الفائدة و عوائد الاسهم س العلاقة بين مخاطر نسلامية،و أنٳدية والالمصارف التقلي

 التاثير علي المصارف بالغة ها لكن والتقليديةثير علي المصارف أة التضعيف
بة الي س مهمة بالن الفائدة علي عوائد الاصول نسبةالاسلامية، وأن تاثير مخاطر

.س المربحية علي مقا يّثيرأ لها تالمصارف التقليدية، وأن مخاطر السيولة ليس
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CHAPTER ONE 

INTRODUCTION 
 
 
 
 
1.0 INTRODUCTION 

Risk management and control is one of the hottest topics in the world.  It is now a 

worldwide phenomenon which is of primary concern to the management of financial 

institutions as well as their regulators and supervisors.  The main aim of this research 

is to gain an insight into the risk management practices of the Malaysian commercial 

banks and Islamic banks and also the impact of financial risks on the profitability of 

these banks.  However, the study on the risk management practices was also extended 

to other Islamic banks outside Malaysia.  

 
 
1.1 BACKGROUND OF THE STUDY 

The many company failures in USA, Japan, Germany, UK,  France, and other 

countries throughout the world leads us to conclude that “there is a shift in underlying 

tectonic plates of the world’s financial system” (Heimann, 1997: 170).  There is a 

growing awareness of the problem of risk management which means that there is an 

increasing role of risk management.  

The rise in the importance of risk management since the last three decades 

could be attributed to two major factors namely external and internal factors.  Internal 

factors are factors that are within the control of the banks while external factors are 

factors that are external to the banks whereby they have no direct control.  
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The banking industry has had a rude awakening when Barings PLC- the oldest 

London merchant bank collapsed in 1995.  Apart from that, Sumitomo Corporation1 

lost $2.6 billion on copper derivatives; Metallgesellschaft AG2 lost DM1.8 billion on 

oil futures while Orange County California 3  lost on interest rate derivatives 

(Obiyatullah, 2001) and not forgetting the 9/11 large catastrophe of the World Trade 

Centre in 2001, which badly affected the insurance industry following the exorbitant 

insurance claims that they have to settle. 

In East Asia, the financial crisis which began when Thailand devalued its 

currency in July 1997 had a contagion effect that spread throughout South-East-Asia, 

Russia and Latin America (Gup & Kolari, 2005).  In fact, the Russian default in 

August 1998 sparked a global financial crisis that culminated in the near failure of the 

big hedge fund, Long Term Capital Management4 (Jorion, 2000).  By the end of the 

first half of 1998, the regional financial markets continued to be volatile and 

uncertain, and the effect on the Malaysian economy became evident as the economic 

contraction became increasingly severe.  The financial institutions including the 

banking institutions were badly affected.  The number of non-performing loans 

(NPLs) had been increasing.  The crisis had caused RM45,304 million reduction in 

total assets, RM2,132 million loss in deposits, and RM7,443 million contraction in 

loans and advances (Bank Negara Malaysia, 1999).  

                                                 
1  The losses were due to unauthorised trading by its former head of copper trading. 
2  An oil refining and marketing corporation which is the US subsidiary of big German Conglomerate 
Metalgesellschaft AG. 
3  It is a County in Southern California which went bankrupt in 1994 due to the plunging value of their 
interest-bearing derivatives. 
4 LTCM was a hedged fund located in Connecticut. The team of founders was a very elite group which 
included two Nobel Prize-winning economists, Myron Scholes and Robert C. Merton, Fisher Black and 
John Meriwether, a former vice chairman of Salamon brothers. It operated from its founding in 1993 to 
its liquidation in early 2000. LTCM’s strategy was to look out for arbitrage opportunities in markets 
using computers, massive databases and the insights of top level theorists (Goldman Sachs & Co. & 
Swiss Bank Corporation, 1998).  
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In 2005, Malaysians were shaken up by the news that Bank Islam Malaysia 

Berhad (BIMB) reported a loss of RM450million.  This was the first time ever that the 

bank went into the red territory in 22 years (NST 2005).  As a consequence of the 

financial crisis in 1998, the NPLs had been building up since then.  Danaharta5 could 

not take the loans off BIMB’s book then because it could not take Shari’ah compliant 

loans.  Thus it was also reported that the non performing loan was close to 21% which 

is above the market average of 8%.  The financial crisis highlighted the vulnerability 

associated with fragmented financial systems and also the risk of banks ignoring even 

basic risk management which contributed to economy wide difficulties.  

Arising from the experiences during the recent Asian and Latin American 

financial crisis, greater emphasis has been placed on enhancing the credit skills and 

creating a more robust credit culture.  In fact banks in many emerging market 

countries are also increasing their focus on risk management in an effort to build more 

robust and sound financial systems, to remedy weaknesses that were exposed by 

recent regional problems and to position themselves to participate more fully in the 

global economy.  Strategies therefore focused on introducing reform measures to 

strengthen the banking sector as well as to develop and enhance alternative sources of 

financing. 

Banks generate earning revenue by taking and managing risk.  Stakeholders 

want the management to meet their earning goals.  Due to the increasing uncertainty 

there is more pressure on the management to effectively identify and manage their 

                                                 
5  It is a National Asset Management Company, which purchases the non-performing loans (NPLs) of 
banks. The purpose of Danaharta was to acquire and manage NPLs from banking institutions in order to 
maximize recovery from the financial crisis in 1997-1998. Banks with gross NPL ratio exceeding 10% 
were required to sell all their eligible NPLs to Danaharta, failing which they had to write down the 
value of these loans and restructure them. As at end June 1999.Danaharta had acquired and managed 
NPLs worth RM16.8 billion and RM21.5 billion respectively, effectively removing RM38.3 billion 
from the banking system (Bank Negara Malaysia, 1999). 

 3




