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ABSTRACT

dDeHO

S Islamic banking is one of the well-known financial institutions in Malaysia. The
financial performance of Islamic banks is critical to their sustainability and expansion
=.as Islamic banking has grown significantly in Malaysia. The purpose of this study to
= investigate the determinants of Islamic bank’s financial performance. Specifically,
=v this study aims to examine the relationship of capital adequacy, liquidity, bank size,
% gross domestic product, and interest rate with Islamic bank’s financial performance of
@ ROA in Malaysia. The data was collected from the annual report of thirteen Islamic
§banks in Malaysia from 2017-2021 that listed in Bursa Malaysia and analyzed using
= SPSS. The result of the regression analysis indicates that capital adequacy, liquidity,
g and bank size have a significant relationshipywith the bank’s financial performance.
@ Mecanwhile, the findings reveal that GDP and interest rate have no relationship,with
g Islamic bank’s financial performance:
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CHAPTER 1

INTRODUCTION

1.1 Background of the Study

The banking sector plays a crucial role inithe.economy of the nation because it
relates to the banking function.itself; namely that of a.financial intermediary,
which collects money from people with extra cash and thendistributes it to the
community by providing financing to those who lack it in order te.improve
people's lives. Therefore, banking operations ‘must function properlyand
efficiently in order to ‘support development initiatives -that may stimulate

econoemic growth, enhance people's quality of life, and increase national stability.

In its development, in Malaysia, there are two types of banks when viewed
from the principle of their-operation namely, conventional banks and Islamic
banks. It is familiar to the public they hear conventional banks which in their
operational activities apply interest instruments. While Islamic banks are banks
that in their operational activities use Islamic sharia principles. Islamic banks do
not use interest instruments but use a profit-sharing systeém in their operations.
Islamic banks are beneficial and considerably. support Malaysia's economy in

growing. (Gani, 2021).

The level of success a bank ‘has in its operational activities is described by its
financial performance. To evaluate the totalsperformance of the bank itself, the
financial performance of the banking industry is a crucial and significant aspect.
starting with a review of the assets, debt, liquidity, and other factors. Analyzing a
bank's financial accounts-will allow you to evaluate its performance. Financial
ratios can be computed based on thereport.to.determine-how healthy the bank is.
Management can assess the bank's performance in carrying out its operational
activities by analyzing these financial ratios. Investors can evaluate bank
performance using financial ratio analysis. Based on the research about
comparison of the commercial bank and Islamic banks performance in Malaysia,
indicate that the Malaysian commercial banks performed better than Islamic

banks (Sulub & Salleh, 2019).
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1.2 Problem Statement

Fitch Ratings (2023), predicts that the demand for Islamic financing will
decline in 2023 after experiencing a strong 13% growth, the previous year due to
higher financing rates. Nevertheless, they expect that the industry will continue to
grow faster than traditional banks because of the favourable environment for
Islamic banking and Malaysia's transition to.Sharia-compliant services. Malaysia is
the third-largest Islamic banking.sector in the world, with loans from the local
banking system making up41% (up from 38% end of 2021) of Islamic finance as
of the end of 2022./The ability of borrowers to repay their obligations will be
impacted by the anticipated rise in interest rates, which will impair asset quality.
Islamic banks' asset quality may also suffer. Other potential reasons for an increase
in arrears include the economic recession and the lack of consumer relief from the
Covid-19 outbreak. However, given that‘banks have made sizeable provisions for
impairment and that expect 3.5% economic growth by 2023, the decline in asset

quality will still be controllable.

The rapid growth of Islamic banking is a positive thing. But on the other hand,
competition between Islamic banks will become increasingly difficult. This is what
must be immediately anticipated by Islamic banking in.order to survive in the
competition and not experience. business. failure (bankruptcy). Banks can take
strategic ‘actions to outperform.the competition,. one-of which is by enhancing
financial performance. Improved financial success has a big impact on maintaining
customers' trust. Therefore, it is crucial to investigate the factors that affect Islamic
banks' financial performance in-Malaysia.- This study provides empirical evidence
by determining the elements that affect a bank's financial performance, including
capital sufficieney, liquidity management, bank size, gross domestic product, and

interest rate.
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1.3 Research Objectives

This research study has several objectives:

1.

To examine the relationship between capital adequacy and performance of
Islamic banks.

To examine the relationship between liquidity management and
performance of Islamic banks.

To examine the relationship-between bank size and performance of Islamic
banks.

To examine  the relationship between gross domestic product and
performance of Islami¢ banks.

To examine the relationship between interest rate and performance of

Islamic banks.

1.4 Research Questions

There are five (5) research questions of this study:

A

1.5 Scope

Does capital adequacy have relationship with the performance of Islamic
banks?

Does liquidity management have telationship with the performance of
Islamic banks?

Does bank size have relationship with the performance of Islamic banks?
Docs gross domestic product have relationship with the performance of
Islamic banks?

Does interest rate have relationship=withythe performance of Islamic

banks?

The main goal.of this study is to-understand-how financial performance is

affected by various factors. The Malaysian Islamic Banks listed on Bank Negara

Malaysia are the subject of this study. However, there is a dearth of annual report

data, necessitating the exclusion of several banks from the study and the use of

only a few observations.
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1.6 Significance

The purpose of this research study was to address the goals of the study and
add to the existing body of literature. Theoretically, it would advance economic
knowledge and offer a topic for additional study into the factors that affect
Islamic banks' financial performance in Malaysia. This study defines financial
performance factors are crucial, especially.forinvestors, as they will be used to
determine their decision to invest'in the banks. Forbanks, it can also be used to
assess the company's performance in general as a basis. for deciding the

company's future strategy.

1.7 Organisation of the Study.

This research has been divided into 5 (five) chapters:

a; Chapter 1: Introduction

This chapter discusses the study's background, problem statement,
research objectives, research questions, the scope of the study's research,
the significance of the study, and organization of the study.

Chapter 2: Literature Review

This chapter establishes the theoretical foundation related to the research
topic, previous research that is a reference in conducting research, a
rescarch framework and hypothesis development that discusses capital
adequacy, liquidity management, bank size, gross domestic product, and
Interest rates on return on assets.

Chapter 3: Research Methodology

This chapter explains the methods used in research consisting of the
research design, research object, sampling method, types and sources of
data to be used, data collection methods, and research analysis methods.
Chapter 4: Data analysis

This chapter contains the results of research data processing and
discussion of the impact of capital adequacy, liquidity management, bank
size, gross domestic product, and interest rates on return on assets.
Chapter 5: Conclusions

This chapter contains conclusions from the research that has been done as

well as discussion and recommendations for this research.
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CHAPTER 5

CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction

This chapter discusses the study's results and recommendations. Each section
of this chapter has its heading. An oeverview of the study would be presented in
the first section. Results are“discussed in the second seection:, The third portion
would go through the'study's contribution. At the end of this chapter, we would
discuss the findings of this study and define recommendations for further

research.

5.2 The Overview of the Study

Examining the factors. that affected Islamic banks' financial performance in
Malaysia from 2017 to 2021 is the primary research goal of this study. Five
research questions should be highlighted in this study, including whether the
determinants have a major impacton the financial performance of Islamic banks
in terms of capital adequacy, liquidity management, bank size, gross domestic
product, and interest rate. In order to measure the financial performance of banks,

five key hypotheses are investigated using ROA as the dependent variable.

In"terms of how the data was collected, it.came from. the yearly reports that
were accessible on the banks' official websites. In addition, the acquired data was
processed ‘and assessed wusing the SPSS program. The research study
simultaneously collected all the financial information for a sample size of 13

listed Islamic banks on Bank Negara Malaysia.

As a result, the findings.of the data analysis in Chapter 4 revealed that three
hypotheses could be developed and were.acceptable-in-the regression test in terms
of ROA with p-value < 0.05 as assessment of financial performance. Referring to
Table 5.1, this means that there is a significant and positive correlation between
capital adequacy, effective liquidity management, and bank size with the

financial performance of Islamic banks.

23
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Table 5.1 Summary of Hypotheses Testing

Summary of the Hypotheses Testing

1w exdin yeH S

L
:':: Hypothesis Accepted  Rejected
5 3 (p<0.05) (p>0.05)
:5,:‘ ;Hl: Capital adequacy has a positive relationship with bank’s ROA v

=g H2: Liquidity management has a positive relationship with bank’s ROA \

% H3:  Bank size has a positive relationship with bank’s ROA v

% H4:  Gross domestic product has a pesitive relationship with bank’ssROA v

= H5: Interest rate has a positive relationship with bank’s ROA \

=

&

Q 5.3 Discussion of Result

5.3.1 Capital adequacy on ROA

“Does capital adequacy have relationship with the Islamic bank’s

eyejer U9

financial performance?’ is the first research topic that.is highlighted in this
project. Then, based on this research question, Hypothesis 1, HI is created
to determine the relationship of capital adequacy on the performance of
Islamic banks listed on Bank Negara Malaysia. According to the study's
findings, the performance of Islamic banks has_a significant relationship
with capital adequacy. As a result, the significance of the first research
question is demonstrated, and the outcome of H1 is accepted.

The results are’ consistent with research published ‘in journals by
Shabani et al., (2019), and Javaid- &~Alalawi, (2018), which found a
positive and substantial association between capital adequacy and return on
assets ‘or bank performance. According to one interpretation, a bank's
capacity to explore new opportunities more effectively and deal with

problems brought on by unanticipated losses with more time and flexibility
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will result in.improved profitability..On.the other hand, a journal article
conducted by Budiyono, (2021) states that the capital adequacy has no

relationship with return on assets.

5.3.2 Liquidity Management on ROA
Furthermore, the second research question emphasized is "Does
liquidity management have a relationship with Islamic bank's financial
performance?" The H2 is based on this research question to examine the

relationship between liquidity management and the performance of Islamic

24
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banks listed on Bank Negara Malaysia. According to the data, liquidity
management has a favourable relationship with Islamic bank performance.
As a result, the relevance of the study issues is indicated, and the outcome
of H2 is accepted.

The findings are similar to the journal articles by and Al-Shaghdari &
Bardai, (2020) and SAMAIL et al., (2018). as they proved that the liquidity
has positive and significant relationship with.thesreturn on assets or the
bank’s performance: The observed result can be explained.by the fact that
Islamic banks'typically have larger cash reserves and are therefore able to
lend more money to the general public, boosting the bank's opportunity to
generate income from loans. The profitability of the bank will rise as a

result.

5.3.3 Bank Size on ROA

Apart from that, the third research question highlighted is “Does bank
size have relationship with an Islamic bank’s financial performance?”. In
Hypothesis 3 based on this research question to determine the relationship
of bank size on the Islamic bank’s performance listed on Bank Negara
Malaysia. From the result of this study, findings that bank size has a
positive relationship. on. Islamic bank’s. performance. Therefore, there
indicates the significance of the statement, then outcome of H3 is accepted.

The results support the findings of Kirimi et al., (2022), who found a
significant and positive correlation between bank size and Islamic bank
performance. The size of Islamic.banks in Malaysia, which may lead to
economies. of scale that lower the cost associated with information
gathering and processing or economies of scope that boost the diversity of
Islamic banks"products as well as access to capital markets,-and better cost
control among Islamic banks are supporting factors for the findings.

Nonetheless, a study conducted by Al-Shaghdari & Bardai, (2020)
discovered that bank size has a negative relationship with profitability. This
demonstrates that as a bank's size grows, profits do not necessarily increase.
Although larger banks have greater access to extra financing sources, they
incur greater risk when dealing with liquidity issues and diversifying

products.
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5.3.4 Gross domestic product on ROA
The fourth research question is "Does gross domestic product have
relationship with Islamic bank's financial performance?" Based on this

research topic, Hypothesis 4 seeks to establish the relationship between
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GDP and the performance of Islamic banks listed on Bank Negara
Malaysia. Nonetheless, H4 is not supported by the facts examined since
gross domestic product was not-determined to.be"significant on return on
assets. It indicates that Hypothesis 4 is rejected. Thereiis assimilar result to
the study from« Murugiah & Supramaniam, (2021) that shows gross
domestie product has no significant effects towards the bank performance.
This indicates that'the performance of Islamic banks in Malaysia is not

influenced by gross domestic product either positively or negatively.

In contrast, this result contradicts the conclusions of Abdullahi & Yusuf,
(2022) and Al-Shaghdari-& Bardai, (2020) hat GDP Growth Rate
favourably improves the financial performance of Islamic banks. Another
study found that gross domestic product is required to boost the profitability

of Islamic banks operating in the Indonesian banking sector (Amzal, 2016).

5.3.5 Interest rate on ROA
The last study question is, "Does intercst rate have a relationship with an
Islamic bank's financial performance?" Based on this study subject,
Hypothesis 5 examines ‘the. relationship between interest rates and the
performance of Islamic banks, listed von ,Bank Negara Malaysia.
Nonetheless, HS is not supported by the facts examined since interest rates

are not determined to be significant on ROA. As a result, this hypothesis
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statement is rejected.. There is a similar result to the study-from Abdullahi
& Yusuf, (2022) and Budiyone,(2021).that.revealed the interest rate was
found to not impact the banks' financial performance. This indicates that
interest rates have no influence on the performance of Malaysian Islamic

banks, either positively or negatively.

This result is contrary to a research by Hidayat et al., (2020) that
discovered interest rates have significant impacts on the profitability of

Islamic banking in Indonesia between 2014 and 2018.
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5.4 Contribution of the Study
This research study was conducted in order to address the research study's
objectives and contribute to the literature. In theory, it would increase economic

knowledge and provide a topic for further research into the elements that impact
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Islamic banks' financial performance. This study identifies the importance of
financial performance criteria, particularly.forinvestors who would use them to
decide whether to participate in banks. In the case of banks, it can also be utilized
to evaluate overall company performance as a foundation fordetermining the

organization's future strategy.

5.5 Recommendation for Future Study
This study suffers from some limitations. Based on the findings, of the research
and/discussion in the preceding chapter, the researcher can make the following

recommendations for future study:

1. Because the population and sampling data used in this study only cover 5
years from 2017-2021 and the limited number of Islamic banks in
Malaysia, the suggestion for future research is to-be able to expand the
sample period for data collection in order to tmprove better and more
accurate research results.

2. "It would be better for future research to include additional independent
variables that have not been discussed in this study, both internally and
externally, or to modify the dependent variable that defines bank financial
performance, so that future researchrcan more effectively and variably

explain the factors that affect financial performance in Islamic banks.
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5.6 Conclusion

The goal of this study is to examine at the factors that determine the financial
performance of 13 Islamic banks that were listed on Bank Negara Malaysia
between 2017 and 2021. The findings of this study highlight how important
capital adequacy is to a bank's financial success. The value of capital adequacy
will increase, which will boost the bank'swfinancial performance. Financial
performance is significantly and-favourably impacted by.liquidity management.
The findings of this study also demonstrate that the size.of'the bank has a
relationship on how well Islamic banks perform financially. As the bank grows,

its financial performance improves.

This/suggests that internal variables like adequate capital, liquidity, and bank
size'are significant for impacting the financial performance of Islamic banks and
ensuring their success and development . in profitability in Malaysia. However,
according to the study's results, neither the gross domestic product nor the interest
rate has any significant relationship on the financial performance of Malaysia's

Islamic banks.
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APPENDICES

A: LIST OF THE BANKS

Banks Name

Affin Islamic Bank Berhad

Ambank Islamic Berhad

Alliance Islamic Bank Berhad

Bank Islam Malaysia Berhad

Bank Muamalat Malaysia Berhad

CIMB dslamic Bank Berhad

Hong Leong Islamic Bank Berhad

HSBC Amanah Berhad

Maybank Islamic Berhad

OCBC Al-Amin Bank Berhad

Public Islamic Bank Berhad

RHB Islamic Bank Berhad

Standard Chartered Saadiq Berhad
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1. Dilarang mengutip sebagian atau seluruh karya tulis ini tanpa mencantumkan dan menyebutkan sumber :

a. Pengutipan hanya untuk kepentingan pendidikan, penelitian , penulisan karya ilmiah, penulisan laporan, penulisan kritik atau tinjauan suatu masalah.

b. Pengutipan tidak merugikan kepentingan yang wajar Politeknik Negeri Jakarta

2. Dilarang mengumumkan dan memperbanyak sebagian atau seluruh karya tulis ini dalam bentuk apapun
tanpa izin Politeknik Negeri Jakarta
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Hak Cipta:
1. Dilarang mengutip sebagian atau seluruh karya tulis ini tanpa mencantumkan dan menyebutkan sumber :

a. Pengutipan hanya untuk kepentingan pendidikan, penelitian , penulisan karya ilmiah, penulisan laporan, penulisan kritik atau tinjauan suatu masalah.
b. Pengutipan tidak merugikan kepentingan yang wajar Politeknik Negeri Jakarta

2. Dilarang mengumumkan dan memperbanyak sebagian atau seluruh karya tulis ini dalam bentuk apapun

tanpa izin Politeknik Negeri Jakarta
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Hak Cipta:

1. Dilarang mengutip sebagian atau seluruh karya tulis ini tanpa mencantumkan dan menyebutkan sumber :

)

b. Pengutipan tidak merugikan kepentingan yang wajar Politeknik Negeri Jakarta

2. Dilarang mengumumkan dan memperbanyak sebagian atau seluruh karya tulis ini dalam bentuk apapun
tanpa izin Politeknik Negeri Jakarta
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a. Pengutipan hanya untuk kepentingan pendidikan, penelitian , penulisan karya ilmiah, penulisan laporan, penulisan kritik atau tinjauan suatu masalah.
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