CHAPTER 5 — THE CURRENT STATE OF MALAYSIAN BANKING

SECTOR IN THE LIGHT OF FINANCIAL SECTOR MASTERPLAN (FSMP)

51 A Review of the Financial Sector Masterplan (FSMP)

The FSMP, launched in March 2001, is a comprehensive plan that charts the future
direction of our financial system over the next 10 years through greater
diversification, enhancing efficiency and maintaining a balanced economic system.
FSMP outlines the strategies to be adopted in the transition for the development of the

desired financial system.

In order to be competitive and resilient in a more opened and globalised financial
environment, the recommendations in FSMP would focus especially in building the
capabilities of domestic financial institutions, maintenance of financial stability,
providing the framework for consumer protection and improving the financial
landscape consisting of banking institutions, insurance companies, Islamic financial
institutions, venture capitalists, offshore financial institutions and specialised

financial institutions (FSMP, 2001).

While the financial sector will eventually become increasingly diversified, the
banking sector will become more important in its role as a source of financing. As
such, a change programme would be implemented over the next 8-10 years with the
objectives of improving efficiency, innovation, flexibility, resilience and dynamism in

the banking system.
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Figure 4 : The 3 phases of development outlined under FSMP are :
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(After 2007)
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*  Enhance financial expand their branches
intrastructure i
Checkpoints Checkpoints

Source : BNM Annual Report 2000

In the new global environment, Malaysian banking institutions need to strive to
enhance their capacity and capability so that they will be at par with global players.
Against this backdrop of socioeconomic objectives of Malaysia, the specific
recommendations and strategies for building the capabilities of domestic banking
institutions and increasing the incentive to improve performance are summarised in

Appendix 5.

Generally, recommendations 3.1 to 3.20 of FSMP aim at improving the Efficiency
and Effectiveness of domestic banking sector. Recommendations 3.21 to 3.30 are
designed to promote financial stability of the banking sector hence are focused at
achieving the desired characteristics of Stability, Robust Financial Institutions and
Prudential Regulations. Finally, the remaining recommendations of 3.31 to 3.39 are

geared at meeting socioeconomic objectives at large.
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While the above mentioned recommendations outlined under FSMP are considered
comprehensive and complete in identifying the building blocks for a strong and
competitive banking sector in the next decade, the following issues for consideration
are perhaps worth given some attention®" :

e A sufficient legal framework should include not only laws on banks but also
adequate laws on property rights, contracts, companies and bankruptcy. Effective
bankruptcy procedures should be legally enforced and serve as part of the
country’s debt restructuring. An effective bankruptcy system will also create the
appropriate incentives for creditors and debtors to reach out-of-court negotiations
and settlements.

e International laws practices should be adopted in order to participate in global
banking, international trade and investment.

e Accounting practices of banks should be revised towards a market price-based
accounting for bank investments, standardized and transparent practices with
regards to the allocation of expenses, classification of loans and fixed asset
depreciation.

e A weak and fragile real sector affects the banking sector negatively. Banking
reform should proceed alongside corporate sector restructuring, especially of
state-owned enterprises.

e A stable macroeconomic environment will complement the achievement of
FSMP’s objectives. As such, BNM should continue to implement prudent and

consistent monetary as well as banking policies that include measures to ensure

2 Nguyen Tan Dung, Deputy Prime Minister of the government of the S.R. Vietnam, “Reforming
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the control of inflation as well as the foreign exchange. The experience of

Singapore demonstrates that macroeconomic stability is an essential ingredient in

its rapid and sustained economic growth.

In general, the FSMP?? is regarded as a timely and appropriate initiative in building a
more resilient and competitive banking sector in Malaysia. However, since the plan
involves a revolutionary process and cannot be achieved within a short period of time,
it is therefore still rather too early to comment on the effectiveness and achievement
of FSMP in realizing its objectives. Nevertheless, if there are combined efforts from

each banking institution in formulating their own strategic plans alongside the FSMP,

then the probability of accomplishing these objectives will be enhanced.

52 The Desired Characteristics and Future Landscape of the Domestic

Banking Sector Proposed under FSMP
The landscape of the Malaysian banking sector can be expected to evolve and change
significantly in the next decade. The FSMP has outlined the future landscape of the
Malaysian banking sector which are defined based on the following five core

characteristics that are perceived as most desirable in developing a stable and

ST AKAAN UNivisrsifl MALAYA

competitive banking sector :

PERPU

Vietnam’s Banking System ; Learning from Singapore’s Model”, 53th World Bank/IMF Meeting
1998.

2274 date, 9 out of the 119 recommendations under the FSMP have been fully implemented while 22
recommendations are being implemented on an on-going basis,
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Efficiency

The range of financial products and services should be offered at the lowest cost to
both institutional and individual borrowers, investors, depositors and risk managers.
As such, improvement in productivity and higher returns on assets for the banking
institutions will need to be realized through greater penetration of efficient and low
cost delivery channels, access to scale advantages in processing, procurement and

other back-office functions and leveraging on world-class skills (FSMP, 2001).

Effectiveness

The availability of a broad range of differentiated financial products and services is
essential to meet the specific demands of consumers that are expected to be
increasingly more sophisticated. The degree of innovation of the banking institutions

will determine the range of products and delivery channels offered (FSMP, 2001).

Stability

A safe, sound and stable banking system that is able to withstand sudden adverse
economic and financial shocks that emanate from within and outside the system. To
have a stable system, there must be efficient, effective and robust banking
institutions, strong prudential regulations and supervision as well as reliable
infrastructure. This will be achieved through institutional development and capacity
building, increasing the competitive environment, the continuos improvement in the
existing payments infrastructure while instituting a more market-driven consumer

protection framework (FSMP, 2001).
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Robust banking institutions

Improvements in credit skills, risk management and corporate governance among
banking institutions by the greater use of financial models and application of risk
management framework that is more comprehensive. Corporate Governance can be
enhanced through improving the quality and accountability of the board of directors

and management of banking institutions (FSMP, 2001).

Prudential regulations
The implementation of effective prudential regulations and supervision is essential
while balanced with the provision of an environment that is conducive to the

development of an efficient and innovative financial system (FSMP, 2001).

Guided by the above characteristics, FSMP has outlined the future landscape of the

Malaysian banking sector which is shown in Appendix 6.

53 The Current Position of Malaysian Banking Sector in the Light of FSMP

Despite the trend towards a more diversified financial sector, the banking sector has
continued to be the most significant component of the financial sector. As at the end
of 2001, the banking sector provided 83% of the total financing to the economy, with
total credit provided by the banking sector accounted for 133.9% of our Gross
Domestic Product (GDP) (BNM Annual Report 2001). Profitability of the banking
‘sector has continued for the third consecutive year since the Asian crisis. Profits for

the calendar year 2001 amounted to RM?7.5 billion (BNM Annual Report 2001).
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Notwithstanding all these positive signs, much needs to be done to further improve
the current Malaysian banking system towards the development of a well-diversified
and resilient banking sector that is structured by the five desired characteristics
outlined in FSMP. As such, it is important that we know the current position of
Malaysian banking sector and how much we have achieved in terms of the five
characteristics under FSMP. Table 14 below shows the analysis of the current state of
our Malaysian banking system mirrored against the five desired characteristics while
explanations are given for such analysis by studying the performance of the banking
system over a period of years to find out if its performance has indeed improved over
the years. Relevant data were collected for the Malaysian banking sector for the
period of 1996 to 2001. Several ratios such as the ROA, ROE, cost-to-income ratio
and others will be calculated and extracted from BNM Annual Reports 1996 to 2001.
The reason for focusing on these years is because this period shows the changes in the
growth of the banking sector with the boom in 1996 to 1997, then the negative growth
due to financial crisis in 1998, the recovery stage in 1999 to 2000 and finally the

consolidation stage in 2001 in response to globalization.
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5.4 Summary of Analysis

In examining the current position of the Malaysian banking sector benchmarked
against the FSMP as illustrated in Table 14 above, it can be summarized that
Malaysian banking sector is generally strong and sound but still relatively distant

from achieving all the 5 desired characteristics proposed under FSMP.

In terms of efficiency, there has been positive improvement for Malaysian banking
sector over the period 1996-2001. Many ratios under study such as ROA, ROE and
Cost/Income ratio had been improving over the years indicating improving
performance and efficiency among these banks. Generally, Malaysian banking
sector’s efficiency had been improving but not yet achieved the desired level of
efficiency as proposed under FSMP. Continuous efforts would be necessary to

further improve the efficiency of the banking sector.

Malaysian banking sector’s effectiveness had also been improving over the years as
evident by the increasing non-interest income which indicate that banks are less
reliant on traditional interest-based income as the main source of income. In
addition, there had also been an expansion in delivery channels as well as an
improvement in financial innovation following a tremendous increase in the usage
of IT. Generally, the effectiveness of banking sector had been encouraging but not

yet achieved the desired level.
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In promoting robust financial institutions, various efforts were undertaken by BNM
in improving risk management and credit skills. However, the increasing net NPL
ratio and the concentration of credit towards property sector had somehow delayed

the achievement of this objective.

Many prudential regulations had been introduced and are currently implemented in
the Malaysian banking industry. However, success is limited as the inherent
weaknesses are still present and the regulations were not implemented and
supervised properly. As such, increased effort and attention would be needed to

achieve this desired characteristic.

The Malaysian banking sector had been rather stable as demonstrated by the steady
RWCR over the years. Recovering from the Asian financial crisis, RWCR of
Malaysian banks had been maintained at a healthy level though there is still ample

room for improvement.

Overall, the 5 desired characteristics are present in the Malaysian banking sector
but when comparing the foreign banks to local banks in the industry, it is clear that
foreign banks are much better and more competitive in the various aspects. As such,
though possessing the 5 desired characteristic, they are not yet achieved at a
satisfactory level and increased effort would be necessary to be at par with these
foreign banks. Otherwise, the local banks will face m;jor .threat of losing out to

these foreign banks come year 2005.
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