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Abstract

Islamic banks are deemed to be less likely affebtethe financial crisis. Islamic banks
with their unique characteristics may react diffelg than their conventional
counterparts during banking and financial crisiglekibility of Islamic banks in fund
raising through financial markets promotes conderea decision in term of risk
management and thus provides greater stability. Gieation of Islamic liquidity
instruments and Islamic deposit insurance appedne hecessary for Islamic banks. This
paper discusses relevant policy issues pertaimnglamic banking survival during the
financial crisis. It includes the requirement obper regulatory and Basel Il application
in line with existing Islamic regulatory bodies tues AAOIFI and IFSB.
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1. Introduction

Banks are different with other institutions in teohtheir nature of operations and thus
lead to the requirements of special regulation.akoml institutions and banks
particularly receive special treatment by the gowgnt in avoiding systemic impacts of
financial instability. This is partly true in someuntries. For instance, in developed
countries, the government provides drastic actmaitl insolvent financial institutions.
This decision without careful examination on thel nreeeds of such rescue may burden
the taxpayers in supporting hollow financial ingdiibns. Therefore one of the best ways
in securing financial stability while ensuring mesgful value of the taxpayers’ money is
to promote soundness and stability of the banke fn&eds become vital during the
financial crisis when banks’ financial activitieseanore fragile and sensitive.

Islamic banks are created under Shari’ah prinsifddowing Quran and Sunnah
with the main objectives in protecting human beliregn any misconduct. Thus Islamic
banks are committed to the stake of equitable aimdifstributions of fund and resources.
Islamic economy believes in the capability of gatieag economic growth while being
fair to their customers. The principles later buiid customers’ confidence in term of
banks investment and fund management. This kindretef is very important
predominantly during banking and financial crisishere loss of confidence may
contribute to panics phenomenon, bank runs andvieldi by systemic risks.

Financial crisis associated with banking panics iaedntributes to the bank runs
and followed by bank closure. Bank runs source framaden withdrawals of bank
deposits and the systemic effects may cause toifgamanics and pressure on banks
liquidity. Due to insufficient liquidity these baskbecome insolvent and are forced to
closure. The most recent major financial crisestlaeeAsian Financial Crisis occurred in
1997 and the Global Finance Crisis occurred in 2007

The risks involved in banking activities include eogational risk, credit risk,
market risk and liquidity risk. Indeed, managingtioése risks is becoming complicated
when they are mutually linked to or between eadteotThus, in managing these risks,
regulations and standard of banking firms is oatlinwith the essence of financial
stability in banking sector. Two ways in promotithgs idea, are through the creation of
deposit insurance and central bank as lender bfdasrt. Other than that, money market
and stock market are also used as means to phatektliquidity shortage.

In order to avoid further disruption in banking ustry, government may come
out with rescue plan and bail-out policy. This dem, however, is very costly to the
taxpayers as central banks provide funds to seldeddks and yet it is not necessarily
ensures banks and economics recovery. On the b#mel, many other banks are forced
to liquidation during the financial crisis due todncial instability. This paper aims to
explore the financial stability and survival levad Islamic banks in dealing with their
unique operation and risks.



2. Literature Review

2.1 TheFinancial Crisis

Financial crisis causes deterioration of banksetssnd thus leads banks to financial
distress. It may be resulted from varying factarshsas stock market crush, currency
crisis and sovereign defaults. With its significamipact towards economy, there are
flood of studies in identifying and mitigating ban§ and financial crisis but there is no
consensus on the issue.

Non-performing loan (NPL) as a source to bank failis one major agenda in
banking literature. Less prudent and diligent essesnt adds the amount of NPLs and
become costly for the banks. Consistent phenomeafogrowing NPLs may cause
financial distress for banks and leads to bankucksLauridsen (1998) figures out that
increase of current account and careless lendm¢harsources of NPLs. Other than that,
‘relationship banking’ (between bank and preferecicgtomer) as highlight by Hanazaki
and Horiuchi (2003) also contributes to the accatioth of NPLs and produces more
fragile banking sector. The amount of NPLs contislp ascends with the effort of
hidden loss. Niinimaki (2009) identifies roll overethod (extended the maturity period
of default loan) and refinancing method (grantimgvrioan to repay original loan) as two
ways for hidden loan losses.

Capital requirement is another important insolvengyue where insufficient
capital may cause financial instability and bankufa. Bank’s capital requirement is
very different with other business as it relies enon deposits and thus considered to be
relatively highly-leveraged. Regulators address dtability problem by increasing the
capital requirements but it is not the most effextivays to mitigate the problem in
banking sector (Wagner, 2007). Indeed, liquiditynagement endows with greater
impact in ensuring banking stability.

Banks are vulnerable to the financial crisis andyv&ensitive to the systemic
impact. Bank closure may occur as a result of aystémpact which cause to bank runs
and financial distress due to insufficient ligudiOther than insolvency problem, poor
liquidity management becomes another contributiregtdr of bank liquidation.
Conversely, Wagner (2007) argues that bank instlél caused by increased liquidity
due to additional new risk in exploiting the indgatof liquidity risk reduction.

A unique criterion of banking institutions is irrite of their assets and liabilities
structure where the compositions often end up adtbet-liability mismatch. In order to
manage cost, banks are willing to accept more inskaving larger amount of cheaper
short-term deposits than long-term fund. Banks wileéntionally choose illiquid asset-
liability and eager to acknowledge the risk if g@bability of bank run is sufficiently
small (R. Chang & Velasco, 2000).



Apart from cash, banks hold certain amount of sgearas liquid assets. These
liquid securities are mean to be readily convestitd known value of cash. During
liquidity shock, banks actively trade in financmbrket and choose to sell these securities
to facilitate higher cash position in their accoySawada, 2010). Franck and Krausz
(2007) in examining the sources of liquidity findtdoank prefer to exploit securities
market rather than lender of last resort.

Concentration and competition are among populaudson among researchers
in finding the sources of bank failure and finahcigsis. However there are contradicting
findings regarding this issue. There are many méttire market power model in
measuring concentration and competition such asrBtean model, Panzar-Rosse model,
Structure-Conduct-Performance model and Cournotethod

The classical thought on concentration hypothesid@anking stability resulted
from greater market power that enhances profits lameér monitoring costs. Among
others studies, (Beck, Demirguc¢-Kunt, & Levine, @0&. J. Chang, Guerra, Lima, &
Tabak, 2008) researchers find evidence of bankdimaacially more stable in a more
concentrated market. Evrensel (2008)’s findingsf@on the hypothesis where higher
concentration in banking sector increases the waintime especially in developed
countries. However, the author finds although witigher concentration, banks in
developing countries faces higher hazard rate ame ifnagile to the banking crisis.

The other thought documents more concentration &ss competition
encouraging larger loans and excessive risk tasotyyities, then leads to possibility of
bank failure. The scenario creates moral hazaradlslgm in banking and less prudent in
loan and risk assessment. Furthermore, the issu€oof Big to Fail’ associates with
highly concentrated financial institutions providesplicit guarantee and safeguard for
these banks to involve in risky investment (Pangg2810). Due to this reason, highly
concentrated banking sector endorses risk takinyitees and may induce financial
instability and bank failure.

Other than that, deposit insurance policy may atsese moral hazard problem in
the banking industry. Although the initial motivati of deposit insurance is to promote
financial stability and development, its existeoees out with mixed effects. Ng, Lim,
and Tan (2010) find there is no excessive risknigkof Malaysian banks after the
introduction of deposit insurance scheme. In addjtiSawada (2010) in his study
documents Japanese banking sector is potentiappsexi to financial instability and
bank runs when depositors are insufficiently precOn the other hand, Onder and
Ozyildirim (2008) affirm that deposit insurance magt be an effective tool to improve
market confidence in Turkish banking sector. Besideis not capable in eliminating
banking crisis as market reacts with the moral tthbahavior of banks.

2.2 Liquidity Risk



As the financial intermediaries, banks differ frather firms in that the balance sheet
account does not present similar maturity for gseds and liabilities. Deposits account
represents as major funding for banks and it ia fiorm of short-term funding but the

lending is generally long-term in nature. The mitshag in banks’ accounts cause
liquidity problem during bank run and may causekb@solvency more than ever during

the financial crisis. Liquidity mismatch is not fgsed to be the main problem which
directly caused by the financial crisis, insteagl pinoblem is triggered with the contagion
effect of the market panic in the banking sectdrisTimplies the situations that banks
with high liquidity risks may face bank run follodidy becoming insolvent. Due to this
reason, optimal liquidity management is essentmlbanking industry and possible

resolutions for liquidity risk are necessary.

Major parts of banks’ assets consist of bank loeash and securities. Cash is the
most liquid assets but it does not contribute tmiegs assets. Securities assets can also
be categorised as very liquid with the market amlity and flexibility to transform the
assets into cash without further varying amourthefassets value. This is especially true
with the government securities or bonds with vective market that leads to highly
liquid securities. On the other hand, loans aresimned to be relatively illiquid with
difficulties to generate cash in short-term periSdwada (2010) finds banks chooses to
be more active in buying and selling securitiesrter to be flexible in their cash holding
and liquidity.

The bottom line of lender of last resort is promglifunds to illiquid but solvent
banks. Nevertheless banks cannot fully rely onlalséresort as they should have early
precaution against liquidity shortage. The tradiioways is through extra liquidity in the
assets side to cater any unexpected withdrawalugthdhis measure does provide
comfort to banks liquidity position, it does notlicate the optimum liquidity level. It is
true when banks hold many idle cash with zero retur investment. Thus in modern
conventional banking, securities markets and manayket become an alternative in
liquidity management. Franck and Krausz (2007) ri@tee that securities market play
more important role in banks liquidity managemexther than the lender of last resort.

Stock market and money market instruments faalithe transfer of risk from
banks and offer certain amount of returns. Thigvadl banks to maintain high liquidity
level contains other than cash as an asset. Theatioh of improving liquidity leads to
the financial innovation and financial engineerinthe creation of these derivative
instruments carries certain level of risk. Althougke liquidity level had improved, banks
are prone to the financial crisis as they are sharisks with other banks. Furthermore
these instruments encourage excessive risk-takotyites and banks have fewer
cautions on the potential risks. The situationedtdfin Islamic banking perspective as the
Shari’ah principles prohibit these kinds of riskelactivities.

The remaining of the paper will discuss on the cas# lesson of Islamic banks
failure and evidence of success story of Islamigkbaparticularly during the financial
and banking crisis. Major issues on risk controlechanism in Islamic banking is
highlighted in the following sections.



3. Islamic Bank Failure: A Caseof IhlasFinansin Turkey

By principles, mainly the profit and loss sharif®l.§), Islamic bank are expected to be
less likely affected by the banking and financiasis. Based on Shari’ah law, banks’
conduct and decision must be of the customersteateand thus it should be prudent and
diligence. The situation is on the other way rod@mdlhlas Finans in Turkey that failed
during financial crisis in 2001.

As Islamic banks in Turkey are categorized by tama of special finance house
(SFH), Inlas Finans was established in 1994 urtgethlas Holdings to operate based on
interest-free and PLS principle. Many factors cinitie to the bank closure that includes
macro and micro factors. While other SFHs in Turkeyvive the financial crisis, the
issue should focus more on the internal predicamklfitias Finans.

The closure of lhlas Finans resulted from the dengffect of banking panics and
bank run as the main problem is unlikely becausestivency but more on the liquidity
problems. Referring to Figuré,lliquidity ratios for lhlas Finans fluctuate sinitdvegan
operation and dropped dramatically in 1999. Commgario other SFHs in Turkey,
liquidity position of lhlas Finans is far behindsitcompetitors Kuwait Turkish
Participation Bank Inc-Kuveyt Turk Katilim BankaaiS. (refer to Figure 2a and 2b).
This means Ihlas Finans are exposed to the liquiibk and asset-liability mismatch
which may direct them to the difficulties in fuliiig bank runs and become insolvent. It
also explains the main factors of Ihlas Finansifailwhile other SFHs survive during the
crisis.

Figure 1
Liquidity ratios of Ihlas Finans
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Figure 2b
Net loans to deposits and short-term funding
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The lack of proper action by Bank Regulation angeBuision Agency (BRSA) to
come out with resolution also contribute to the kafosure. Among other factors,
internal issue such as weak management team, ssdikb@ncing decision and poor crisis
management strategy are also part of integral eafitan of financial distress and lhlas
Finans closure. Furthermore, growing Islamic baaks normally more exposed to
macro-level shock and banks should be ready withpcehensive crisis management and
contingency plan which the evidence was not founithias Finan’s
4. Success Story of Islamic Bank: Bank Islam Malaysia Berhad (BIM B)

With many similarities between Islamic and convendil banks, there are still major icon
that differentiates Islamic and conventional bagkoperation and management. The
statement reflects Islamic banks in term of riskoagtes with their operation and
management decision. Ahmad and Luo (2010) emphasisithe excessive risk taking

activities by banks that contributes to the bankingis and the effects towards Islamic
banks could be less severe with the prohibitionspéculation and highly risky

investments.

Malaysia is the best example that comes out wittekent operation in Islamic
banking and finance. The success story of Malaytséamic finance began with the
establishment of Pilgrims Fund Board in 1963 fokalby the first Islamic Banks, Bank
Islam Malaysia Berhad (BIMB) in 1983. To date, BIMBmains loyal to the Shari’ah
principles and it is capable to operate alongsid# the long existence conventional
counterparts. BIMB shows remarkable growth in dan, assets and deposits since it
began with average growth of 16 percent, 17 pereswt 17.5 percent respectively.



Figure 3a, 3b, 4a, 4b, 5a and 5b illustrate taiahs, total assets, total deposits and its
growth of BIMB for the period of 1995 to 2008.

As it operates under PLS principle, profitabilitgrfiprmance of BIMB becomes
major concerns to their customers. Apart from foiahyear 2005 and 2006, BIMB
generates sustainable level of return (refer tauféig and Figure 7). The highest profit
before/after zakat and taxes achieve in year 20@hwhey fully recovered from massive
losses in 2005 and 2006. The losses are mainlylys@mm the NPLs from its Labuan
offshore unit after the decision to transform thimm subsidiaries into branch. BIMB
later comes out with major corrective action plan tbhe implementation of strategic
changes in the management and operation suchmsdoavery programme and strategic
business expansion.

Figure 3a
Total loans of BIMB (mil MYR)
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Figure 3b
Loans growth of BIMB (%)
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Figure 4a
Total assets of BIMB (mil MYR)

TOTAL
ASSETS

25,000.00

20,000.00

15,000.00

10,000.00

5,000.00

0.00 -
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008




Figure 4b
Assets growth of BIMB (%)
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Figure 5a
Total deposits and short-term funding of BIMB (fiYR)
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Figure 5b
Deposits and short-term funding growth of BIMB (%)
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Nowadays BIMB does not only serve Muslim custontars half of its deposits
are contributed by non-Muslim. Unique behavior béde non-Muslim in choosing
Islamic bank over conventional banks provides dgnaf Islamic banking
competitiveness in the industry. The ideas andemdd on survival level of Islamic
banks enhanced market confidence with Islamic lankiperation and management.
Samad & Hassan (1999) study the performance of BB reveal from its financial
ratios that BIMB is relatively more liquid and leasky as compared to conventional
banks in Malaysia.

Figure 6
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During recent 2007-2008 Global Financial Crisisn@oof Malaysian Islamic
banks particularly BIMB, have been hit by the Us8bprime crunch. The reason behind
that is in term of the structure of Islamic bankself which are less flexible in its
investments. Islamic banks are prohibited to ingoim highly risky business and



investment in security market must be based onuedérlying assets. Speculation and
interest bearing activities are totally forbiddemdar Shari'ah law. In order to facilitate

liquidity management and fund transfer for Islaniianks, Islamic money market

instrument and Sukuk market were introduced. Madayss first introduced Islamic

interbank money market to enhance liquidity manasggrof Islamic banks.

5. Issues On Risk Control Mechanism In Islamic Banking
5.1 Liquidity Management in |dlamic Banking

Islamic banks hold on to the Shari’ah principlegtsnoperation and basically they are not
allowed to involve in unacceptable risky investmdite motivation behind these rules is
for consumer protection as the profits from Islatanking activities should depends on
actual business rather than speculative activitms the underlying assets. With these
unique operations and risks, Islamic banks are @rdeto be more stable and less
affected by the financial crisis.

In term of liquidity position, Islamic banks genkyamaintain higher liquidity
level than the conventional ones. In previous stutys found that Islamic financial
institutions are 50 percent more liquid than thevemtional banks (Majid, 2003). This is
mainly caused by less flexible funds raising atigi through securities and money
markets. Unlike conventional banks, Islamic bankstmaintain sufficient liquidity in
term of cash as the reliance of derivative instnt®iés almost forbidden. Table 1 shows
the comparison on types of assets for Islamic amyentional banks in Malaysia as the
mean value of proportion of total assets. It intisathat Islamic banks hold more
proportion of non-earning assets as compared teectional banks and lower proportion
of loans than conventional banks. Apart from tHaging risk averse in relative to
conventional banks, Islamic banks invest more engbvernment bonds and securities.
Government securities carry low risks and it hasvadraded market that enhance the
liquidity management of Islamic banks as this tyfeassets is considered to be very
liquid with low variation in value.

Table 1
Mean value of assets classification in proportibtotal assets (%)
for Malaysian banks

TOTAL
TOTAL NON-
TOTAL OTHER FIXED SAEnE SERIED
LOANS EARNING | ASSETS | fccrta
ASSETS
Islamic Banks 49.35 26.04 0.92 23.70 1995 - 2009
Commercial
Banks 51.08 26.99 0.69 21.24 1993 - 2009

5.2 Isamic Liquidity Instruments




Recently, Islamic money market has been developeshable Islamic banks to invest
and at the same time to support the liquidity menant. The establishment of
International Islamic Financial Market (IIFM) in @D that promotes active secondary
market with Shari'ah compatible instruments shoblel able to facilitate liquidity
management of Islamic banks and other financiatitut®ns. The effort to create
harmonization among Islamic countries in dealinghwdifferent Shari'ah school of
thought and interpretation can be achieved thrdifgM. 1IFM involves the agreement
between the President of the Islamic DevelopmemkBaith other major countries that
practice Islamic banking and financial market sashMalaysia, Bahrain, Indonesia and
Sudan.

In this section, we will discuss on Islamic liquidiinstruments adopted by
Islamic banks in Malaysia. It includes of CommodMurabaha, Malaysia Islamic
Interbank Money Market and Sukuk. In any structufesach instrument, although some
of it has been adapted from conventional market,bsis of Islamic instruments must
comply with Shari'ah law in every level of transaat

Commodity Murabaha is the most common and populartderm investment
practice of Islamic banks to ease liquidity managemit is based on Murabaha contract
and used for the buying and selling commoditiemiarnational market at agreed mark-
up price. Basis of Murabaha is the banks buys icetéagible assets or commodity and
sell it at mark-up price for deferred payment. Allilgh it assists in liquidity improvement
for Islamic banks, this instrument does not prontiggh return for the investment. An
example of Commodity Murabaha contract is palmcoiitracts launched by Malaysia’s
Commodity Murabaha House (CMH) in June 2009 in gliog underlying assets to the
market for Islamic liquidity management scheme.

Malaysia Islamic Interbank Money Market (IIMM) wast up in 1994 to fulfill
the formation of comprehensive Islamic financialrke# in Malaysia. The activities
includes buying and selling of Islamic financialstruments among market players,
interbank investment activities and Islamic clegriand settlement system. This
instrument makes available of means to transfeplgsirfund to the deficit needs in
Islamic financial markets. Islamic securities trdde [IMM are ABS (Islamic Bonds),
Cagamas BAIS, Corporate Bond (Islamic), Governmientestment Issues, Islamic
Commercial Papers, Islamic Medium Term Notes, Msikay Islamic Treasury Bills and
Sukuk Bank Negara Malaysia ljarah.

Islamic bond or better known by Sukuk differs fraonventional types of bond
in term of its structure, product design, produffering and rating methodology. The
first Sukuk issuance to be rated in Malaysia byirggf\gency Malaysia (RAM) initiates
in 1994 for Petronas Dagangan Sukuk (Ayob). Thetmoasimonly used Sukuk contract
under the provision of Accounting and Auditing Qmigation for Islamic Financial
Institution (AAOIFI) includes Mudharaba, Musharakkstisna’a, ljarah, Salam and
Murabaha. Currently, there are four broad categarfeSukuk; debt-based Sukuk, asset-
based Sukuk, project-based Sukuk and asset-bached.S



Debt-based Sukuk securitise on Islamic receivattesit must be originate from
Islamic approved contracts that create future wadtdes. Conversely, asset-based Sukuk
are based on the underlying assets used to féeilite issuance of Sukuk. The new
innovation of Sukuk, project-based Sukuk seemsetbditer in mitigating financial crisis
as compared to the earlier two Sukuk. Project-b&sédik is a PLS arrangement and the
pay-off relies on the performance of underlying jpcts. Sukuk investors need to
consider the risk of investment on the asset qualitd quality of cash flows of the
project before embarks to the investment. In thikuB arrangement, there is no
guarantee of profit payment or principal redemptionthe investors. Finally, asset-
backed Sukuk represent the real form of secuiitisaand Sukuk investors are exposed
to the real value and risk of the underlying aséstet-backed Sukuk is non-recourse
Sukuk with the underlying assets forming the sobeirse of profit and principal
payments.

5.3 Islamic Deposit Insurance

Islamic banks in Malaysia established under theesugion of Bank Negara Malaysia
(BNM), the central bank and operate under the &defcShari’ah Advisory Council. All
Islamic banking licenses issued by BNM are in deemeeobey with Malaysia Deposit
Insurance Corporation (MIDC) Act 2005. The key ahijge of the establishment of
MIDC is to ensure the stability of the Islamic firdal system and to retain public
confidence to the banks. The lesson of previouk feiture brings out the importance of
risk management in banking and thus it should b®wsy taken into account. The
establishment of MIDC further strengthens custohp@gection in Islamic deposits.

Islamic deposit insurance administered under MIDGstrfollow the rules in
investing only in Shari’ah-compliance instrumentsl activities. As discuss earlier, the
existence of deposit insurance may lead to morahius of banks by tolerate with
excessive risk. However, the probability of morakards in Islamic banking should be
very minimal as the pillar of Shari'ah law itseff io conduct ethical business with the
main interest to protect customers apart from gemgr handsome return. Furthermore as
evidence in Ng, et al (2010) the existence of diépassurance in Malaysia demonstrate
positive impacts in banking risk management.

Malaysia Islamic Deposits Insurance since its stdras prove its excellent
rational towards Islamic banking and finance sitghiDther countries that began to starts
and strengthen their Islamic financial marketsiseal the importance of risk controls and
believe many things could be learned from MIDC. HRostance Nigeria Deposit
Insurance Corporation (NDIC) entails the exposunelslamic deposit insurance and
Islamic banking in Malaysia for the preparationlsiamic banking operation in Nigeria
(Ekundayo, 2010; Komolafe, 2010).

5.4 Regulatory Framework for Islamic Banks
Regulation is vital in banking industry as it prae® banking soundness and stability.

The main agenda of regulation and supervision @atect the right of every stakeholder
in banking sector. As another part of banking bessn Islamic banks may need its own



sets of regulation to fits in Islamic banking framwek. The need is compulsory seeing
that Islamic banks require tailor made regulationtheir unique products. Apart from its
product, it is crucial for Islamic banks to haveer regulatory framework to guarantee
the true security instruments in accordance of i&tmaprinciples (Ahmad & Luo, 2010).
Other than that, supervisions are necessary intororg capital level of Islamic banks
from any misconduct and excessive risks; in obsgrMiquidity position to avoid
withdrawal run; and in promoting disclosure anché@arency in financial reporting.

As Islamic banks operate in parallel to conventiobanks locally and
internationally, the enactment of special law felainic banks may not be possible.
Therefore the adaption of existing law and regatato suit Islamic banking operation is
practical. The collaboration of Islamic agency sashAAOIFI and Islamic Financial
Standard Board (IFSB) with Basel 1l would be selesib ensuring standardisation and at
the same time to be recognised internationally ¢bias& Dicle, 2005). Similar to
conventional banks, Islamic banks are requirectopty with the Basel 1l of minimum 8
percent capital adequacy requirement.

Capital adequacy requirement provides an oppostufat Islamic banks to
strengthen their risk management. Islamic bankslghoaintain higher capital adequacy
to enhance due diligence and discipline in avoidirtzeme risk taking in its operation.
Brana and Lahet (2009) highlight the needs to pigsructure capital requirement as
the 1998 Basel capital requirement trigger the 188ian financial crisis and create
external common shock. Solvency ratio (BIS) illagds bank’s actual capital as a
percentage of its risk-weighted assets. It congét$ier 1, Tier 2 and Tier 3. Tier 1
represent the core capital consists of equityrvesand retained earnings; Tier 2 contains
preferred shares and debt certificates; and Tieor&ists of short-term subordinated
debts (Bikker & Bos, 2008). Table 2 representsrttean value of funds and equity as
percentage of total capital for Malaysian bankssHows Islamic banks hold higher
proportion of equity than conventional banks altjtodeposits and short-term funding is
slightly higher than conventional ones. The ratwlicates Islamic banks’ ability to
withstand losses and signal lower risk exposurb tter capital adequacy.

Table 2
Mean value of funds and equity in proportion oatdiabilities and equity (%) for
Malaysian banks

TOTAL TOTAL
DEPOSITS | TOTAL OTHER
& SHORT- | OTHER (NON- I;I—OJGJ;( PERIOD
TERM FUNDING | INTEREST Q
FUNDING BEARING)
Islamic Banks 80.50 1.30 2.65 15.53 1995 - 2009
Commercial
Banks 79.99 5.03 3.79 11.18 1993 - 2009

Basel Il also grants financial stability througle tiequirement of banks disclosure
and transparency. As suggested in the third pafaBasel I, six categories of financial
disclosure and transparency are the financial pmadace; financial position, risk



management strategies and practices; risk exposweyunting policies; and basic
business, management and corporate governmentmafion. Transparency and
disclosure provides benefits to customers, bankd #we economy. Acceptable
disclosures boost up customers and investor cardeléhrough bank accountability. This
is guide to discipline in banking practice and thu®mote financial market and
economic stability.

6. Conclusion

Banking sector and financial crisis have very clogationship in one another. Islamic
banks are not excluded with the banking fragilibyvard systemic risks in banking

industry. Thus, the effort in finding resolutionositd come in advance before the crisis
hits the market. Islamic banks however, are presione more stable during the banking
and financial crisis due to their nature in holdingshari’ah principles.

Nevertheless, Islamic banks are in needs to bg@pgdiwith tools and instrument
that can improve their performance and mitigate atleerse effect of financial crisis.
Among issues should be taken into considerationttegerisk management of liquidity,
capital and operation. Islamic banks normally rmeamthigher liquidity level due to
inflexibility in short-term fund raising through mey market. The introduction of
Islamic liquidity instruments should assist Islanbi@nks in utilizing the mechanism of
fund transfer in Islamic money market. Other thhatt Islamic banks need to have
sufficient capital requirement as this is to ensuaek solvency and low level of risk.

Appropriate standards and regulation are necessitat promoting Islamic
banking soundness and financial prudent. Curre’"@IFI and IFSB actively monitor
and offer guidelines for Islamic banking operatamnd the collaboration of these bodies
with co-existence authority would assist the stagidation and internationalisation of
Islamic banks globally. While Islamic banking grémis tremendous, the perseverance of
Islamic banks to survive during the financial @i importance considering their unique
characteristics that distinguish them with the @ntional counterparts.
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