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ABSTRACT

The study examines the relative efficiency of the Islamic commercial banks (ICBs)
and conventional commercial banks (CCBs) in Malaysia. Using the Data
Envelopment Analysis (DEA), the study measures and compares the level of
efficiency of the ICBs and CCBs from the year 2003 to 2007. In addition, this study
explores the corporate governance factors that may influence the efficiency of the
domestic commercial banks. There are ten local commercial banks selected, which
comprise of eight CCBs and two ICBs. Three-stage analysis is adopted, where the first
step involves the DEA to measure the relative efficiency of the selected banks in
intermediating inputs into outputs. The study adopts the standard constant return to
scale (CRS) and variable return to scale (VRS) models that involve the calculation of
the technical efficiency (TE), pure technical efficiency (PTE) and scale efficiency
(SE). The inputs selected are labor, capital and total deposits. Meanwhile, the outputs
are including loans and advances, and total income. The second step of analysis
involves the evaluation of the difference in the average efficiency score of the ICBs
and CCBs using the Mann-Whitney U test. It is found that the CCBs outperformed
ICBs in all efficiency measures, thus indicates that the CCBs may be more efficient
than the ICBs. The corporate governance determinants are grouped into two models,
Model 1 (includes the size of the board of directors, the proportion of the independent
directors on board, the separation of the CEO and chairman position, the frequency of
board meeting) and Model 2 (includes the size of the nomination committee, the size
of the remuneration committee, the size of the risk management committee and the
size of the audit committee). The result shows that Model 1 and 2 are significantly
associated with the TE and SE score. In fact, under Model 1, the size of the size of the
board of directors and the proportion of the independent directors on board are
significantly affecting the TE and SE of the domestic commercial banks. Meanwhile,
under Model 2, the size of the remuneration committee is the significant determinants
that influences the TE and SE score. In addition, the SE score is also significantly
being influenced by the size of the nomination committee.
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CHAPTER ONE

INTRODUCTION

1.0 INTRODUCTION

This chapter explains the importance of efficiency as an approach in measuring the
performance of banks in Malaysia. This chapter firstly discusses the background and
motivation of the study. Subsequently, this chapter discusses the research objectives

and structure of the study.

1.1  PROBLEM STATEMENT AND MOTIVATION OF THE STUDY

The financial service sector is the most significant economic sector in the world. The
financial sector assembles savings and allocates credits that enable the firms and
households to cope with the economic uncertainty through collecting, hedging,
sharing and pricing risk (Harker and Zenios, 2000). The contributions of the financial
sector are channeling the funds from the ultimate borrowers and improving the quality
and quantity of the real investment. This increases the income per capita, while raising
the society’s standard of living (Harker and Zenios, 2000).

The financial service sector accounted for almost 5% of the gross domestic
products (GDP) in the US, 5.5% in Germany, 3.5% in Italy, 9% in Japan and 6.5% in
Singapore (Harker and Zenios, 2000). These percentages are increasing annually, as
the financial system becomes more diversified. In fact, the Malaysian financial
industry accounted for 10.7% of the Malaysian GDP in 2007 (BNM, 2008). These
figures proved that the financial sector is one of the contributors towards of the growth

of the country.



Thus, Bank Negara Malaysia (BNM) played a major role to ensure the stable
performance of the Malaysian financial institutions. One of the initiatives made by the
BNM is the pronouncement of the Financial Sector Master Plan (FSMP) in 2001.
Under the FSMP (2001), the BNM recommended a program that extends from the
period of eight to ten years. This recommendation aimed at improving the efficiency,
innovation, flexibility, resilience and dynamism of the banking institutions, by paying
extra attention on the domestic banking institutions.

In fact, in order to develop a core of strong domestic banking institutions that
is able to provide the broad range of high quality products and services to the
economy and that is efficient and cost effective, the FSMP (2001) suggested the
development of the industry-wide benchmark and measurement to strengthen the
corporate governance. However, there is no specific industry-wide benchmark and
measurement provided by the BNM.

The motivation of examining the efficiency, governance and performance of
the banking institutions is made possible by their dominant market share that is
essential in facilitating the economic growth (BNM, 2001). As the financial sector is
becoming more diversified, more foreign institutions enter the domestic market. This
leads to higher competition in the market. In order to ensure the survival of the
domestic banking institutions, the banks must improve their efficiency and
effectiveness to be at least equivalent to the world-class players (BNM, 2001).

The emphasis on the importance of improving the domestic banking
institutions’ efficiency has also motivated this study. The focus of this study is mainly
on the efficiency of the Islamic commercial banks (ICBs) and conventional
commercial banks (CCBs). This is due to the fact that the commercial banks are the

main contributors of the pre-tax profit in the banking institutions. In addition, the



number of the commercial banks covers more than 50% of the total of banking
institutions in Malaysia (BNM, 2009).

Although there are a number of literatures on the Malaysian banks’ efficiency,
only a few attempted to focus on the efficiency of the ICBs and CCBs. Several studies
only focused on the conventional banks (CBs) such as Krishnasamy, Alfieya Hanuum
and Perumal (2003), Fadzlan (2004; 2005; 2007) and Fadzlan and Suraya (2005). On
the other hand, Abdus Samad (1999), Saiful Azhar and Mohd Afandi (2003), Mohd
Azmi, Abdul Rahim, Rosylin, M. Shabri and Mohd Eskandar Shah (2006), Hamim
Syahrum, Naziruddin and Syed Musa (2007; 2008) and Nor Aiza (2007) focused on
the Islamic banks (IBs). Due to lack of researches that compares the efficiency of the
ICBs and CCBs, this study attempts to fill the gaps identified in the literature.

It is found that only two literatures studied the impact of the corporate
governance factors on the efficiency measures. However, the researches only
investigated the impact of several corporate governance determinants (i.e. the board
size, the proportion of the independent directors on board and the frequency of the
board meetings). Nevertheless, this study includes several other corporate governance
determinants, which are identified and quantifiable from the Guidelines on Corporate
Governance for Licensed Institutions (2005), the Guidelines on Corporate Governance
for Licensed Islamic Institutions (amended 2007) and the Malaysian Code on
Corporate Governance (amended 2007).

In addition, this study takes into consideration the suggestion by Coelli, Rao,
O'Donnell and Battese (2005) to broaden the study on the efficiency measure by
investigating the impact of the quality characteristics on the performance. In the
literature, it was found that there was lack of studies that examined the factors which

led to the differences in the level of efficiency. For example, the study by Nor Aiza



(2007) and Hamim Syahrum et al. (2007) examined the influences of the bank’s
specific characteristics on the efficiency. However, none of the studies considered the
corporate governance determinants as one of the factors that may influence the
efficiency level of the Malaysian banks.

In order to administer the management’s activities efficiently, an organization
should have good corporate governance. Good corporate governance may reduce the
principle agent problem by ensuring the accountability of the respective individual in
the organization. In addition, Frei, Harker and Hunter (2000) argued that the
management integrates people, technology and process in order to decide which goods
and services should be produced. Therefore, it is expected that by having a good
corporate governance mechanism, the management may make decision for the best
interest of the bank, which may lead to a better performance in the banking sector.

In addition, by studying the impact of the corporate governance on the
efficiency of bank, the management may benefit to improve their efficiency and
thereby improve their performance. Besides, strong enforcement by the BNM on good
corporate governance indicates that the BNM concerned on the way the banks are
being managed. Thus, this study attempts to fill the gaps in the literatures and at the
same time contributes in understanding the impact of corporate governance on the

efficiency of the banks.

1.2 OBJECTIVES OF THE STUDY
This study is aimed to examine the impact of the corporate governance on the bank’s
efficiency. This study contributes to the management of the ICBs and CCBs, and the

regulators in understanding what drives or factors influencing the performance of the



best-practice (frontier) banks and the improvement needed for the worst-practice
banks. Therefore, the research objectives (RO) of this study are as follows:

RO;: To measure and compare the level of efficiency of the ICBs and CCBs in

Malaysia; and

RO;: To explore the corporate governance factors that may influence the

efficiency of the commercial banks in Malaysia.

In order to achieve the ROy, firstly this study measures the relative efficiency
of two ICBs and eight CCBs for the year 2003 to 2007. The relative efficiency is
measured using the Data Envelopment Analysis (DEA); a non-parametric technique
that computes a relative ratio of outputs to each unit of inputs (Avkiran, 1999). Later,
the efficiency score is compared according to the type of the commercial banks in
order to evaluate whether there is a difference of the mean score for both types of
commercial banks. The research questions linked to RO, are as follows:

RQ;: What is the level of efficiency of the commercial banks in Malaysia?

RQy: Is there a difference in the level of efficiency of the ICBs and CCBs?

Meanwhile, the RO, focuses on the evaluation whether there is significant
impact of the selected corporate governance determinants on the efficiency score. This
will be analyzed using the multiple-regression analysis. Several corporate governance
determinants are extracted from the Guidelines on Corporate Governance for Licensed
Institutions (2005), the Guidelines on Corporate Governance for Licensed Islamic
Institutions (amended 2007) and the Malaysian Code on Corporate Governance
(amended 2007).

These determinants are: (i) the size of the board of directors; (ii) the proportion
of the independent directors on board; (iii) the separation of the CEO and Chairman

position; (iv) the frequency of the board meetings; (v) the size of the nomination



committee; (vi) the size of the remuneration committee; (vii) the size of the audit
committee; and (viii) the size of the risk management committee. Therefore, the
research questions derived to answer the RO, are:
RQs: Is there a relationship between the size of the board of directors and the
Malaysian commercial banks’ efficiency?
RQ4: Is there a relationship between the proportion of the independent directors
on board and the Malaysian commercial banks’ efficiency?
RQ:s: Is there a relationship between the separation of the CEO and Chairman
position and the Malaysian commercial banks’ efficiency?
RQg: Is there a relationship between the frequency of the board meetings and
the Malaysian commercial banks’ efficiency?
RQ7: Is there a relationship between the size of the nomination committee and
the Malaysian commercial banks’ efficiency?
RQs: Is there a relationship between the size of the remuneration committee
and the Malaysian commercial banks’ efficiency?
RQq: Is there a relationship between the size of the audit committee and the
Malaysian commercial banks’ efficiency?
RQio: Is there a relationship between the size of the risk management

committee and the Malaysian commercial banks’ efficiency?

1.3 STRUCTURE OF THE STUDY
The study comprises of six chapters. This chapter is the introductory part of the study,
explains the background and motivations of the study, the research objectives and the

research questions.



In Chapter Two, the chapter explains the theory and practice of the Islamic
banking. This includes the discussions on the philosophy and principles of the Islamic
banking, and its development worldwide and specifically in Malaysia. In addition, this
chapter also discusses the corporate governance issues for the IBs in Malaysia.

Chapter Three reviews the literature on the performance measurement, while
focusing on the efficiency as the focus of the study. The methods used in measuring
efficiency are explained in this chapter. Finally, it reviews the literature and identifies
gaps in the study on the bank’s efficiency.

The emphasis of Chapter Four is on the research methodology. This chapter
discusses the research objectives and questions, and presents the research design. This
includes the sample selection, research method, data collection procedure and data
analysis.

In Chapter Five, the results are presented in three parts. Firstly, the findings on
the efficiency of individual and categories of commercial banks are presented.
Secondly, the chapter summarizes the findings on the difference of mean score for the
ICBs and CCBs. Subsequently, the results of the impact of the corporate governance
determinants are also presented.

Finally, Chapter Six discusses the findings, the limitations and contributions of
the study. The chapter also provides some recommendations for the future research in

the area of the bank’s efficiency and corporate governance.





