CHAPTER 3 - OVERVIEW OF THE BANKING SYSTEM OF THE

COUNTRIES

3.1 Malaysia

The development of a sound and strong banking system is a necessary pre-condition
for a steady and balanced economic and social development in Malaysia. In this
regard, Bank Negara Malaysia (BNM) was officially opened on January 24, 1959
through the establishment of the Central Bank of Malaya Ordinance, 1958 with the

prime objectives to maintain a strong ringgit, promote financial stability and foster

growth of a sound financial structure.

The Malaysian banking system has evolved and changed enormously since the past
decades. During the 1960s®, Malaysia witnessed the development of strong domestic
commercial banks and the widespread branching of banking services, especially to
rural areas. In the 1970s’, despite the breakdown of the fixed exchange rate system of
Bretton Woods, Malaysia’s financial sector continues to grow with emphasis put on
inculcating integrity and professionalism in bank management. In the 1980s, BNM’s
effort were focused on further strengthening the regulatory and supervisory
framework for the banking system. The latter part of the 1980s was a period of

prudential re-regulation and significant structural changes in the banking system

' During the same period, finance companies were brought under the jurisdiction of the central bank
and the legal framework was accordingly strengthened through a series of amendments to the original
Central Bank and Banking Laws (BNM, 1984)

o the Banking Ordinance 1958 was amended and replaced by the Banking Act 1973, which provided BNM with

powers to more effectively regulate and supervise the commercial banks and subsequently the merchant banks in
1979.
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resulting from global recession of the early 1980s. The 1990s was characterized by
rapid changes shaped by the forces of liberalization and globalization, aided by
technology which broke new frontiers in the functioning of financial markets and in

the development of financial products. 10

Figure 2 below outlines the structure of the Malaysian banking system in brief.

Figure 2 : Structure of the Malaysian Banking System (As at 30 September 2002)
— 26 Commercial Banks (14 fully foreign-owned)
— 11 Finance Companies

L 10 Merchant Banks

Central Bank of Malaysia ___ 7 Discount Houses

— Islamic Banks

— 32 Foreign banks representative offices

- 64 Offshore banks in Labuan IOFC

Source : www.bnm.gov.my

The banking system is the largest component of Malaysian financial system,
accounting for more than 80% of the total assets of the financial system (end-2000)

(Chart 1).

1 Bank Negara Malaysia, “The Central Bank and The Financial System in Malaysia — A Decade of
Change 1989-1999
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Chart 1 : Assets of the Malaysian Financial System

I -
1 Includes Bank Islam Malaysia Berhad and Bank Muamalat Malaysia Berhad (since 1999).

Assets of Financial System as at end 2001p (% share)
Total Assets : RM1,295.2 billion

Other financial
intermediaries
5.9%

Provident. Pension and
Insurance Funds 22.7%

Qavines inditntions 24%

Development finance
institutions 2.2%

Discount housesl 8%
Merchant banks 3.2%

Bank Negara

Malavsia
11.6% Finance
companies
9.4%
Commercial Banks

40.9%

2 Includes Malaysian Industrial Development Finance Berhad (MIDF), Bank Pertanian Malaysia, Borneo
Development Corporation, Sabah Development Bank Berhad, Sabah Credit Corporation, Expor-lmport
Bank Malaysia Berhad, Bank Pembangunan dan Infrastruktur Malaysia Berhad and Bank Industri dan
Teknologi Malaysia Berhad.
3 Includes National Savings Bank, Bank Kerjasama Rakyat and co-operative societies.
4 Includes unit trust (ASN, ASB, ASW2020, ASN2, ASM (Malaysia) and ASM Mara), building societies, Credit
Guarantee Corporation, Cagamas Berhad, leasing companies, factoring companies and venture capital

companies.
p Preliminary

(Source : BNM Annual Report 2001)
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3.2 Singapore

Singapore has a relatively sophisticated and more liberal financial system as
compared to Malaysia, Indonesia and Thailand even during its colonial days.
Singapore banks have long benefited froma consolidated financial system that is well
regulated and profitable. Currently the “Big Three” domestic banks — Development
Bank of Singapore (DBS), Overseas-Chinese Banking Corporation (OCBC) and

United Overseas Bank (UOB) dominate the domestic banking sector in Singapore.

As at April 2002, there were 33 wholesale banks in Singapore, all of which were
branches of foreign banks; 59 offshore, all of which too were branches of foreign
banks. There were 7 finance companies and 55 merchant banks operating in

Singapore as of April 2002.

Figure 3 : Number of Financial Institutions in Singapore (As of April, 2002)

Number

Commercial banks 120
Local banks 6

Foreign banks 114
Foreign full banks 22
Wholesale banks 33

Offshore banks 59

Merchant banks 55
Representative offices of banks 56
Finance companies 7

Institutions with ACUs 168

Source : Monetary Authority of Singapore website, www.mas.gov.sg
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3.3 Thailand

In Thailand, the banking sector comprises of commercial banks, restricted-licensed
banks, International Banking Facilities (IBFs). Thailand now has a total of 34
commercial banks, of which 13 are locally incorporated and 21 are branches of
foreign banks. Other banking institutions operating in the Thai market include the
Government Savings Bank, the Bank of Agriculture and Agricultural Cooperative,
The Government Housing Bank, the Export and Import Bank and the Industrial
Finance Corporation of Thailand. The top four or five Thai banks dominated the
banking sector while the presence of foreign banks was quite limited, with a mere 8

percent share in total bank assets (BOT Annual Report 2001) .

Amid the growing wave of globalism, the monetary authorities of Thailand had begun
progressive deregulation of its banking sector by imposing fewer constraints on
commercial banks’ portfolio management through modifying the obligated credits to
the agriculture sector in order to cover a wider scope of activities; relaxing the bond
requirement for opening Commercial bank branches; replacing the traditional reserve
requirement ratio with liquidity ratio which provided Commercial banks greater
options in investment and asset management. The Central bank of Thailand had also
encouraged a wider scope of operations for Commercial banks and Finance

companies (BOT Annual Report 2001).
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34 Indonesia

Indonesia’s banking system is perhaps the weakest and most rigid as compared to
Malaysia, Thailand and obviously Singapore, with a high participation of state in
local banking industry. There are too many political favours, too much liberalization
and too few regulations. There are many different types of banks operating as
commercial banks in Indonesia. Basically, commercial banks are divided into State-
owned banks, Regional Development banks, Private National Forex banks, Private

National non-forex banks, Joint venture banks and Foreign banks.

Since the outbreak of the Asian financial crisis, Indonesian economy has been the
hardest hit, compared to those of other Asian countries such as Singapore, South
Korea, Thailand and Malaysia. Such has caused the banking sector to be badly
affected and most banks suffered from large amounts of non-performing loans as a
result of the economic collapse. Many banks were placed under the supervision of the
Indonesian Bank Restructuring Agency (IBRA) to oversee the rehabilitation of the
financial sector. It is authorised to take over and control troubled banks and to dispose
of assets and collateral (BI Annual Report 2001). Efforts were directed towards
restructuring the banking sector and on advice from IMF, banking sector reforms
were focused on re-capitalization, improvement of prudential regulation, reform of
the bankruptcy law, merger, suspense and take-over of unsound banks. Table 1 below
shows that the number of banks in Indonesia had reduced significantly as a result of

closures and mergers following the Asian financial crisis.
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Table 1 : Number of banks and branches in Indonesia

Changes of Nov 1997 — Nov 2000
Bank Group October Liquidation, Frozen December
1997 Operations, Frozen Merger New 2000
Business Banks
State-owned Banks 7 - 4 2* 5
Foreign Exchange Private
National Banks : 115 34 14 - 67
- Category A = - - - 28
- Recapitalized Banks - - - - 6
- Taken Over Banks - - - - 4
- Others (ex. Joint - - - - 29
Venture Banks)
Non Foreign Exchange
Private National Banks : 79 35 1 - 43
- Category A - - - - 42
- Recapitalized Banks - - - - 1
Regional Development 27 1 - - 26
Banks - - - - 12
- Recapitalized - - - - 14
- Non Recapitalized
Foreign Banks 10 - - - 10
Total Commercial 238 70 19 2 151
Banks
Total Bank Offices 7,781 6,509

* Bank Mandiri and Bank Ekspor Indonesia
(Source : Bank Indonesia Quarterly Banking Report, Quarter 1V 2000)

3.5  Comparison of the Structure of Banking System

During the 1960s and 1970s, state intervention in the banking system of Malaysia,
Indonesia and Thailand was seen as an important tool of direct credit to certain
strategic sectors of the economy. As a result of which, governments of these 3
countries either owned banks or intervened to steer the lending decisions of private
banks. Meanwhile, the authorities subsidized loans from the banking sector to

industry through heavy controls on interest rates on loans and bank deposits. Given
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this key policy role of the banking sector, the authorities in these 3 countries have
also implemented measures to protect domestic banks from foreign competition by
restricting and controlling the number of operating licenses issued to foreign banks.
As such, the only means of entry into the banking market of these 3 countries other
than through a representative office is likely to be through the purchase of an existing

institution, even then, there are also limits on the foreign shareholding equity.

Conversely, though implementing a limit on the number of new foreign bank
branches, Singapore has generally been more liberal and open in allowing greater
foreign participation in the banking market, especially in the offshore market. Such
liberalization which encouraged greater competition has also helped Singaporean

banks to be more competitive and ranking among the top in Asia.

Due to the increasing globalised and liberalized banking environment and especially
after the 1997 financial crisis, the structure and characteristics of the banking system
of the 4 countries particularly Malaysia, Indonesia and Thailand had undergone
drastic changes wherein government ownership of banks was reduced, notably in
Thailand and Malaysia. Efforts were directed at reforming and strengthening the
banking system through mergers and consolidations, while developing better
supervision and monitoring system as well as promoting financial innovations and
improved quality of services. In this regard, Table 2 provides a summary comparison

of the banking system in Malaysia, Thailand, Indonesia and Singapore respectively.
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3.6 Summary of Comparison

Summarizing table 2 above, it can be construed that the banking sector of the 4
countries share some general similarities and differences which are very much due to
the differences in ownership structure whereby Malaysian and Singaporean banks are
predominantly owned by companies and enterprises; Thai banks are predominantly

owned by families while Indonesian banks are predominantly owned by the state.

In terms of structure, the banking sector of the 4 countries are each governed and
supervised by a regulatory authority or the Central Bank. Commercial banks are the
major component of the banking sector of all the 4 countries and are allowed to
undertake the widest range of banking activities compared to the other financial
institutions. Finance companies form the second largest financial institutions in all
the countries under study except Thailand where finance companies are not grouped
under the banking sector. Finance companies of these countries are generally
affiliates of commercial banks and the scope of their activities are almost similar.
However, unlike Malaysia, there are no merchant banks and discount houses in

Thailand. Likewise, there are no discount houses in Singapore and Indonesia.

In monitoring capital adequacy, the banks of all the 4 countries are guided by Basle
Capital Accord of July 1988 with a minimum CAR maintained at 8%. Similarly,
banks of all these countries are also required to comply to the minimum statutory
reserve requirement which are to be determined by the respective regulatory authority

based on the prevailing economic condition.
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Banks of all the 4 countries under study currently implement risk-based approach in
supervising their banks wherein on-site examination as well as off-site review were
employed in managing the banks. All the 4 countries too applied the CAMEL
framework in assessing the performance of their respective banking sector though
Singapore may have developed more assessment and benchmark tools in the

evaluation of banks’ performance.

Generally, Singapore banking sector allows for greater foreign participation wherein
banking is split into Asia Currency Units (ACUs) for foreign currency and Domestic
Banking Units (DBUs) for transactions in Singapore dollars. Clearly, the approach
towards foreign participation in the banking sector is different with Singapore being
the most liberal. Banking activities in Singapore are 75% offshore and 25% domestic-
based while banking activities in the other 3 countries are more domestic-based.
Singapore also has the largest number of foreign banks among the countries under
study. Nevertheless, the other 3 countries are gradually relaxing the restrictions on
foreign participation in the banking sector as a move towards preparing themselves

for globalization.

From Table 2, it can also be deduced that Government participation in banking sector
is the least in Singapore, limited to only Development Bank of Singapore (DBS) and
Post Office Savings Bank (POSB), while state ownership in banking sector is the

highest in Indonesia, hence signifying the strong reliance of Indonesian banks on
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government support and low independence and freedom of these banks to further

excel as they are usually restricted by the more rigid rules of the state.

In summary, the structure of Singapore banking sector is clearly in the direction
towards international banking while Indonesian banking sector’s activities are still
very much concentrated domestically. Meanwhile, Malaysia and Thailand are seen to
gradually reshaping the structure of their banking sector in order to stay competitive

and strong in the global market.
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