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ABSTRACT

This paper examines the relationship between credit risk and profitability of Malaysian local commercial
banks which consist of eight banks they are Maybank, CIMB Bank, Hong Leong Bank, Public Bank,
RHB Bank, AmBank, Alliance Bank, and Affin Bank. For the purpose of analysis this study covers a
period of eight years from 2005 to 2012. The empirical tests employed in this study are Pooled Ordinary
Least Square (OLS) and Panel regression. Based on the findings of this study its shows that the non-
performing loan to total loan ratio (NPL/LA) and the ratio of loan loss provision to total loan (LLP/LA)
have a negative effect on profitability meanwhile the total loan to total deposit ratio (LA/TD) found to
have a positive effect on the return on asset (ROA). Overall the results of this study concluded that to
some degree, Malaysia’s commercial banks have a very good credit risk policy.
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INTRODUCTION

As a monetary institution that is crucial to the economic development by providing various financial
services to the public such indicators as bank’s performance will always attract the interest of the
consumer public (Kolapo, Ayeni & Oke, 2012). In fact, banks play a crucial role in the operation of most
economies (Demirguc-Kunt and Huizinga, 1998). A bank exists not only to accept deposits but also to
grant credit facilities (loan), inevitably exposing this institution to credit risk (Kolapo et al. 2012). Credit
risk or default risk is one of the key indicators to banks and economy of a country. Having mention this,
there are many factors that can influence the credit risk. The most common method used by researchers to
measure credit risk according to Chen & Pan (2012) was calculating the financial ratios and non-
performing loan to total loans. Non-performing loan to total loan ratio can be calculated by dividing non-
performing loan with total loan.

It is crucial for a financial institution to maintain its credit risk at a lower level and be able to
manage its credit risk in order to avoid the damaging effect of credit risk to the financial institution
profitability. Lesson learned from the collapsed of Lehman Brother due to the 2008 mortgage crisis
caused by an extremely high level of default risk in mortgage loan or Mortgage Backed Securities (MBS).

There are rather limited studies examining the relationship between credit risk and banks’
profitability particularly in emerging markets. Studies by-Cerci, Kandir, and Onal (1997), Aduda and
Gitonga (2011), Kolapo et al. (2012), Nawaz et al. (2012), Boahene et al(2012); Poudel (2012), Syafri
(2012), Sufian and Noor (2012), Berrios (2013) , Abbas et al (2014) and Abiola and Olausi (2014) are
worth highlighting. From the findings of studies, their studies indicated mixed results. For example,
Kolapo et al. (2012) and Nawaz et al. (2012) Findings indicated that the non-performing loan to loan &
advances (NPL/LA) and loan loss provision to total loan Have a negative effect on profitability (ROA) of
banks in Nigeria. In addition, Aduda and Gitonga (2011) also find a negative relationship between credit
risk management and profitability in commercial banks in Kenya. On the contrary, Boahene, Dasah and
Agyei (2012) Findings showed that the credit risk have a positive and significant relationship with the
profitability performance (ROE) of the banks. The results are also consistent with Abiola and Olausi
(2014) study that discovered the credit risk positively affected the profitability (ROA) of the commercial
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bank in Nigeria. A similar finding was indicated by Sufian and Noor (2012) that found a positive
relationship in banks in India. Interestingly, Cerci, Kandir, and Onal (1997) findings indicated no
significant relationship between loan credit risk and ROA. To sum up studies revealed that Return on
asset (ROA) is positively affected by total deposits to total loans ratio and non-interest income to total
assets ratio and also negatively affected by non-interest expenses to net income ratio.

Having mentioned this, we still find inconclusive relationship between credit risk and profitability
of bank from these previous findings thus, making this issue still open for further investigation.
Therefore, this paper attempts to further shed some light on this issue using Malaysia as a case study.

The next section of this paper presents details on the performance of Malaysian’s commercial
banks. Section three discusses data and methodology followed by empirical findings section and finally a
conclusion.

MALAYSIAN COMMERCIAL BANKS PERFORMANCE
Non-Performing Loans to Total Gross Loan Ratio (%) in Malaysia
Figure 1 shows a comparative bank’s non-performing loans to total loan ratio in Malaysia and the United
States (US) that is measured in the percentage from the period of year between 2005 and 2012. Compared
to the US, the non-performing loans to total loan ratio in Malaysia indicated a downward trend from 9.6%
in 2005 to reach a low of 2.2% points in 2012.

Figure 1: Bank’s Non-Performing Loans to Total Gross Loan Ratio (%) in Malaysia and United
States for the Year of 2005 until 2012.
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Average Total Asset and Total Loan of Malaysian Local Commercial Banks

Figure 2 and Figure 3 indicates the average total asset and average loan and advances of Malaysian local
commercial banks between 2005 and 2012. Both the average asset and average loan and advances show a
consistent upward sloping trend between 2005 and 2012. From figure 2, also demonstrate a consistent
increased in the size of total asset of the Malaysian’s local commercial banks. In addition, Figure 3 shows
that the loan given out or approved by Malaysian local commercial banks also increased steadily between
2005 and 2012.

© 2018 UNIMAS All Rights Reserved Page | 86



UNIMAS Review of Accounting and Finance
Vol. 1 No. 12018

Figure 2: Average Total Assets of Malaysia Local Commercial Banks from 2005 to 2012
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Figure 3: Average Total Loan & Advances of Malaysian Local Commercial Banks from 2005 to
2012
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DATA AND METHODOLOGY
Data

This study involved eight commercial banks incorporated in Malaysia which are Maybank, Public Bank,
Hong Leong Bank, CIMB Bank, Affin Bank, Alliance Bank, AmBank and RHB. The data used in this
study consists of the yearly data of return on asset (ROA), non-performing loan over total loan ratio
(NPL/LA), total loan to total deposit ratio (LA/TD) and loan loss provision over total loan (LLP/LA) of
all the Malaysian local commercial banks. The return on asset (ROA) used to measure the profitability of
the commercial banks, while the NPL/LA, LA/TD and LLP/LA are used as the proxy of the credit risk.
The data for this study are obtained from the respective banks’ annual reports for the periods between
2005 and 2012. The annual reports was downloaded from the Bursa Malaysia official website. In order to
compare the credit risk and profitability performance, the sample period was also divided into two-sub
period, which is prior to the mortgage crisis period (2005-2008) and post mortgage crisis period (2009-
2012).

Methodology

Using both pooled OLS and panel data estimation, we examine the relationship of the variable of interest
deploying the following regression model:
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Y=a+ lel + BzXz + B3X3 + B4DV + ¢ (1)

Y= Return On Asset (ROA)

X1= Non-Performing Loan / Total Loan & Advances (NPL/LA)
Xo=Total Loan & Advances / Total Deposit (LA/TD)

Xs= Loan loss provision / Total Loan & Advances (LLP/LA)
DV= Dummy variable (Mortgage crisis)

K = Error term

EMPIRICAL FINDINGS
Descriptive Statistics

Table 1: Results of Descriptive Statistics

Variables Mean Standard Deviation  Minimum  Maximum
ROA 0.98 0.3954 -0.85 1.59
NPL/LA 3.75 3.0605 0.69 14.23
LA/TD 76.05 9.9437 50.86 93.76
LLP/LA 0.69 0.6858 -0.37 4.10

Notes: All the variables measured in percentage

The average ROA of the Malaysian local commercial banks is 0.98% with standard deviation at
0.40% for the period between 2005 and 2012. The highest ROA recorded is at 1.59% and the minimum is
at -0.85%. The average NPL/LA of all the banks is at 3.75%. This indicates that on average 3.75% of the
total loan defaulted by the borrowers. Throughout the study periods, the largest proportion of non-
performing loan percentage of total loan is at 14.23% and the lowest at only 0.69%. In terms of LA/TD,
Malaysian local commercial banks used on average 76.05% of the deposit to give out as loans to its
customers. The maximum proportion recorded is at 93.76%. On average, local commercial banks also set
aside only 0.69% of the total loan as an allowance for bad loans.

Regression Results

The results of the Pooled OLS and Panel estimation are described in Table 2. For the Panel data
estimation, the Hausman test suggests using a random effect model. The results indicated that only
LLP/LA was negatively significant in influencing the bank’s profitability in both models. LA/TD was
found to be positively significant in Pooled OLS estimation but not in the Panel estimation. The NPL/LA
has a negative relationship with profitability in both models although this is not significant. Although the
coefficient is not significant, to some extent events such as the mortgage crisis, bank profitability was
negatively affected by the crisis in both models.

The negative relationship found in between the non-performing loan to total loan ratio and ROA
is consistent with the findings of recent studies by Kolapo et al. (2012), Nawaz (2012), Poudel (2012),
Ogboi and Unuafe (2013) and Abbas et al. (2014). Nevertheless, findings from recent studies, Boahene et
al. (2012) and Abiola and Olausi (2014) show that higher non-performing loan to total loan ratio
(NPL/LA) tend to increases the profitability of banks.

Boahene et al (2012) argued that with the presence of high credit risk justifies banks charging
extremely high lending interest rates as a result leading to high profitability. This trend was supported
based on a report published in the Ghana Banking Survey Report (2010) by Pricewaterhouse Cooper. The
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report stated that the profitability of Ghana’s banks on the non performing loan increased from GHS$60
million in 2007 to GHS$266 million in 2009, meanwhile the total income of the banking industry
indicated a drastic increased from GHS$798 million in 2007 to GHS$1.5 billion in 2009. Even more
intriguing, Abiola and Olausi (2014) noted that commercial banks with a weak credit risk management
charged higher interest rate on the loan to offset the cost on loan default.

Table 2: Pooled OLS and Random Effect Model (Dependent Variable: ROA)

Variable Pooled OLS Panel Model
Coefficient P-value Coefficient P-value

NPL/LA -0.0150 0.313 -0.0028 0.830
LA/TD 0.0074™ 0.030 0.0034 0.460
LLP/LA -0.4459™" 0.000 -0.4543™ 0.000
DV -0.0480 0.865 -0.0394 0.558
C 0.7960 0.003 1.0629 0.002
R-squared 0.6448 0.6321
Hausman Test 3.28 (0.5126)

Major portion of banks operations primarily involves borrowing and lending activities. Thus,
banks faced with high credit risk therefore they create loan loss provisions to mitigate this risk (Ali,
Akhtar, & Ahmed, 2011). Both models show that the loan loss provision to total loan has a significant
negative relationship with the profitability of the Malaysian local commercial banks. This result
corresponds with findings in studies by Ali et al (2011), Athanasoglou, Brissmis, and Delis (2008),
Davydenko (2010), Mustafa, Ansari and Younis (2012), Kolapo et al (2012) and Riaz (2013). The weak
credit risk policy of banks reflects on the bank’s low profitability, because the loan loss provisions are
created from retained earnings of banks on annual basis (Ali et al, 2011). However, this finding is at
variance with the findings of Ogboi and Unuafe (2013); Sufian and Noor (2012); and Syafri (2012) where
the higher the provision for the loan loss, the higher the profitability of the banks. Sufian and Noor (2012)
argued that banks could reduce the variability of reported income by making higher provisions than
necessary when credit quality and net income are high.

CONCLUSION

This paper examines the relationship between credit risk and commercial banks’ profitability in Malaysia.
Eight local commercial banks data spanning from 2005-2012 and both Pooled OLS and Panel estimation
are used in this study. From this study it can be concluded that commercial banks in Malaysia has strong
banking fundamentals. Based on the results, credit risk (NPL/LA and LLP/LA) has negative relationship
with profitability. Commercial banks in Malaysia have good credit risk policy that contributes to higher
profitability. Khoon and Lim (2010) noted that the Malaysian local commercial banks have strengthened
and created significant buffers during the decade after the Asian Financial Crisis. Thus, Malaysian local
commercial banks always reduce the loan loss provision and non-performing loan to total loan ratio
(NPL/LA) especially after the recent mortgage crisis period. In addition, the impact of the mortgage
crisis on Malaysian banking system was relatively modest due to the negligible exposure to US subprime
loan products. In assessing financial system stability and resiliency Beatty and Liao (2009) reiterated the
importance of loan-loss provisioning policy, because it is a key contributor for fluctuations in banks’
profitability and capital positions, which has a crucial bearing on banks’ supply of credit to the economy.
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