
INTRODUCTION
On 29 July 1999, Bank Negara Malaysia (BNM) announced the programme on the 
mergers of local banks. The announcement triggered various reactions from 
different parties. The supporting parties were of the opinion that BNMÊs action 
was appropriate in this era of globalisation, while the objectors were concerned 
that the mergers would result in large scale dismissal of bank employees. 

The banking industry is very influential to the economy and financial system of 
the country. After the economic recession in the late 1980s, a number of financial 
control measures were introduced by the government. The stringent rules were 
written into the Banking and Financial Institutions Act (BAFIA), 1989, which 
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At the end of this chapter, you should be able to: 
1. explain why the new banking act, BAFIA, 1989 was introduced; 
2. discuss the new provisions under BAFIA (1989); and 
3. identify the effect BAFIA, 1989 has on the management of commercial 

banks.

OBJECTIVES
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replaced the Banking Act, 1973 and the Finance Companies Act., 1969. The new 
act combined most of the provisions already existing in the two old acts. 
Nevertheless, BAFIA, 1989 introduced new laws on several matters. 

2.1 BANKING AND FINANCIAL INSTITUTIONS 
ACT (BAFIA), 1989 

BAFIA, 1989 was introduced to provide an integrated regulation system for the 
financial system in Malaysia and to modernise and coordinate laws related to 
banking and other financial institutions. 

Due to rapid growth and stiff competition in the banking system, there were no 
longer clear lines between the businesses of commercial banks, finance companies 
and merchant banks. Even though these three groups of institutions were 
regulated separately by Bank Negara Malaysia (BNM) in accordance with the old 
acts (Banking Act, 1973 and Finance Companies Act, 1969) which have since been 
repealed, the control over the three groups became more and more joint over 
time. Presently, BAFIA, 1989 enables BNM to supervise and control all financial 
institutions, including those controlled by way of administration, under one 
regime.

BAFIA, 1989 was introduced also because of the financial crisis related to co-
operative societies and problems associated with illegal deposits taking by 
institutions. The lack of power of BNM to act swiftly and effectively to resolve the 
issues became apparent when it was confronted with the above mentioned 
problems. Now BAFIA, 1989 provides that BNM has the power to investigate and 
prosecute immediately in the event of any illegal activity.    

The financial system in Malaysia has changed dramatically with the rapid 
development of ancillary financial institutions such as institutions of 
development finance, dedicated credit institutions, credit firms and co-operatives 
(especially deposits taking co-operatives). Although their operation is small as 

        
Before the implementation of BAFIA, 1989, commercial banks in Malaysia 
were controlled under the Banking Act, 1973 and finance companies under 
the Finance Companies Act, 1969. Why was BAFIA, 1989 introduced while 
the two Acts were already in effect? 

THINK
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compared to that of commercial banks and finance companies, the combined 
operation of these institutions has important implication on the monetary policy 
and financial stability of the country. 

Get rich schemes or deposit taking cooperatives have proven to give a bad 
impression towards the operation of financial institutions and weaken the faith of 
the public towards the strength of the financial structure as a whole.  BAFIA,1989 
enables BNM to oversee, supervise and control activities as well as the operation 
of financial institutions  to safeguard the stability of the nation financial structure. 

 2.2 NEW PROVISIONS UNDER BAFIA, 1989 

BAFIA, 1989 was introduced to spell out and update various matters which were 
deemed ambiguous. The matters, relating to the management of commercial 
banks and other banking institutions, include the following: 

Licensing and regulation 
Management of licensed institutions 
Ownership and control of licensed financial institutions Supervision and 
control of licensed financial institutions 
Power to investigate, search and seize 
Power and duties of auditors 
Deposits taking and definition of deposits 
Secrecy
Electronic funds transfer
Penalty 

The new Act has included new provisions to cover the loopholes found in the old 
banking acts in relation to the matters listed above. It also takes into account the 
current development in and around the banking industry. 

2.2.1 Licensing and Regulation
BAFIA, 1989 provides new laws for the licensing and regulation of financial 
institutions carrying out banking, finance company, merchant banking, discount 
house and money broking businesses. It came into effect on 1 October 1989 and 
required all local commercial banks, local finance companies and local merchant 
banks to replace their old licences with the new ones before the end of March 
1990, i.e. six months from 1 October 1989. 

Old licences for foreign banks were valid for five years only. Any foreign bank 
applying for the new licence must first be incorporated as a new company in 
Malaysia. This means all the foreign banks that had been operating as Malaysian 
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branches of foreign banks would have to convert themselves into subsidiaries 
incorporated in Malaysia in order to continue operating in the country. This is 
mandatory as BAFIA, 1989 permits issuing of licences to public companies 
incorporated in Malaysia only. 

All applicants of new licences under BAFIA, 1989 must fulfil the minimum 
criteria in addition to the requirements stated in the old banking acts. Briefly, the 
minimum criteria are as follow: 

(a) Every person who is, or is to be, a director, controller or manager of a 
financial institution must be a qualified and proper person to hold the 
particular position;

(b) At least two individuals must be effectively direct the business of a financial 
institution;

(c) The board of directors must include such number (if any) of directors 
without executive responsibility as BNM considers appropriate;    

(d) The financial institution must conducts its business in a prudent manner; 
and    

(e) The shareholding structure of the financial institution must be in 
accordance with the economic policy of Malaysia.    

The licence may be revoked for reasons stated in Section 7, BAFIA, 1989. They 
include:

(a) Failure to fulfil the minimum criteria; 

(b) The breach of any condition imposed under the licence; 

(c) In any situation whereby, the interests of the depositors, customers or 
creditors are in any way threatened; 

(d) The appointment of receiver or manager of the financial; and 

(e) The financial institution has insufficient assets to meet its liabilities.    

Test your comprehension level by answering the question below. 

        
Explain in detail the new provisions in BAFIA, 1989 concerning licensing of 
banking institutions. 

Exercise 2.1 
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2.2.2 Management of Licensed Institutions
No person is allowed to accept appointment or election as a director of a licensed 
institution unless he has, prior to such acceptance, obtained the written consent of 
BNM to accept the same. 

However, the following individuals are disqualified from being a director, 
manager, secretary, or any officer concerned in the management of a licensed 
financial institution:   

(a) A person who is a bankrupt; 

(b) A person who has been guilty of a criminal offence punishable with 
imprisonment for one year or more; 

(c) A person who has been proven guilty of any offence under BAFIA, 1989; 

(d) A person who has been imposed with any order of detention, supervision, 
restricted residence, banishment or deportation; or 

(e) A person who has been a director of, or directly concerned in the 
management of, any corporation which is being or has been wound up by a 
court.

Every licensed financial institution must appoint an individual as the chief 
executive officer of the institution and such individual must be a resident in 
Malaysia during the period of his appointment. After the implementation date of 
BAFIA, 1989, every licensed financial institution must seek and obtain BNMÊs 
written approval before appointing a chief executive officer.  

2.2.3 Ownership and Control of Financial Institutions
BAFIA, 1989 places restrictions on the ownership of financial institutions to 
ensure that shareholdings in financial institutions are adequately spread out and 
that the controlling power in any one financial institution does not lies with a few 
individuals only. 
Any person who wishes to acquire 5% or more shares of any financial institution 
must obtain prior written approval of the Minister of Finance. The aggregate of 
5% shares include shares of that institution which are already held by the person 
and by persons acting in concert with him. The same applies to disposal of 
shares; i.e., any person who wishes to dispose 5% or more shares of any financial 
institution must obtain prior written approval of the Minister of Finance.

An individual are not allowed to hold more than 10% shares of a licensed 
financial institution, while as corporations, cannot hold more than 20% shares.  
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The corporation is deemed as an individual if 75% or more of the corporation 
shares are held by an individual. 

The above restrictions do not apply to acquisitions, disposals or shareholdings 
before the implementation date of BAFIA, 1989. The restrictions are taken into 
account when determining whether any of the post-implementation date 
acquisitions, disposals and shareholdings is prohibited. 

2.2.4 Supervision and Control of Licensed Financial 
Institutions 

Under BAFIA, 1989, BNM has the responsibility to, from time to time and 
without any prior notice, examine the books or other documents, accounts and 
transactions of each licensed financial institution. Any licensed financial 
institution which considers itself to be insolvent, or is likely to become unable to 
meet all or any of its obligations, or, that it is about to suspend payment to any 
extent, must immediately inform BNM of that fact. 

If a licensed financial institution does any of the following:   

(a) carrying on its business in a manner detrimental to the interests of its 
depositors, creditors, or the general public ;  

(b) insolvent or unable to meet all or any of its obligations; or 

(c) has breach any provision of BAFIA, 1989 or any condition of its licence,  

BNM may exercise any one or more of the following powers: 

(a) ordering the financial institution to take any steps or any action which BNM 
considers necessary;

(b) prohibiting the financial institution from extending any further credit 
facility; 

(c) terminating from office any officers of the financial institution;  

        

BAFIA, 1989 does not allow the controlling power in any one financial 
institution to rest with just a few individuals. How does this restriction help the 
financial institution concerned, the shareholders and the customers in their 
financial activities?

        
BAFIA, 1989 does not allow the controlling power in any one financial 
institution to rest with just a few individuals. How does this restriction help the 
financial institution concerned, the shareholders and the customers in their 
financial activities? 

YOUR IDEA 
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(d) terminating from office any directors of the licensed financial institution;  

(e) appointing any person or persons as a director or directors of the licensed 
financial institution; and  

(f) appointing a person to advise the financial institution in relation to the 
proper conduct of its business. 

With the approval of the Minister of finance, BNM may also:   

(a) grant loans to that financial institution against the security of that 
institutionÊs own shares; 

(b) purchase any shares of that financial institution for the purpose of 
controlling the business of that institution; or 

(c) grant loans to another licensed financial institution to purchase any shares, 
assets and liabilities of the financial institution facing problems.   

In respect of a licensed local financial institution, on the recommendation of 
BNM, the Minister of Finance may:

(a) confer powers to BNM to assume control of the whole of the property, 
business and affairs of the  licensed financial institution facing problems; 

(b) authorise BNM to make an application to the High Court to appoint a 
receiver or manager to manage the whole of the business, affairs and 
property of the licensed financial institution, and to present a petition to the 
High Court for the winding up of the financial institution if it is a local 
financial institution.   

If the minister of Finance considers it is to be in the interest of the depositors, he 
may, on the recommendation of BNM:  

(a) prohibit the institution from carrying on its licensed business or from doing 
or performing any act or function connected with its licensed business; 

(b) authorise BNM to apply to the High Court for a stay order  for a period not 
exceeding six months on all actions and proceedings by or against the 
financial institution; and 

(c) suspend the licence granted to the financial institution.  
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2.2.5 Power to Investigate, Search and Seize
Commercial crimes in the banking and financial industry increased 
tremendously to the extent that the BNMÊs power to investigate and search prior 
to BAFIA, 1989 was proven to be inadequate for curbing these white collar 
crimes. Today, BAFIA, 1989 provides to the investigating officers of BNM the 
power to enter, search, seize, detain and examine suspected individuals and their 
partner.

Investigating officers may supply the acquired information to the police or any 
other public officer. The power conferred on an investigating officer may be used 
against any person suspected to have committed an offence under BAFIA, 1989 
or any of its by-laws. The rationale for this extended power is to enable BNM to 
collect all the necessary evidence in order to prosecute any person committing an 
offence under the provisions of BAFIA, 1989.

Test your comprehension level by answering the questions below. 

2.2.6 Power and Duties of Auditors
Section 40 of BAFIA, 1989 has increased the power and duties of the auditors of 
licensed financial institutions.  An auditor has the responsibility to report to BNM 
if in the course of his duties he has discovered any of the following:    

(a) there has been a breach of any provision of BAFIA, 1989 or an offence under 
any other law has been committed by the financial institution; 

(b) losses have been incurred by the financial institution which reduce its 
capital funds by more than 50%; 

(c) any irregularity which jeopardises the interests of depositors or creditors of 
the financial institution; 

(d) any other serious irregularity; or  

        
1. According to BAFIA, 1989, who is eligible to manage a commercial bank 

in Malaysia? 

2. „BAFIA, 1989 gives absolute power to BNM with regard to the 
management of our countryÊs financial system‰. Provide your opinion. 

Exercise 2.2 
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(e) the auditor is unable to confirm that the claims of depositors or creditors are 
covered by the assets of the financial institution.  

The auditor is given power to obtain all information from the relevant officers in 
the financial institution for auditing purposes.   

2.2.7 Deposits Taking and Definition of Deposits
The provisions on deposits taking under BAFIA, 1989 have two objectives, i.e. 
development objective and control objective. Development objective aims to 
promote the growth and innovation of bond market and commercial paper 
market by relaxing the definition of deposits. 

The controlling objective aims to supervise deposits taking activities in an 
adequate manner in order to obliterate illegal deposits taking activities. Under 
Section 25 of BAFIA, 1989 prohibit any individuals to carry out deposits taking 
business except under and in accordance with a valid licence granted by the 
Ministry of Finance to carry out banking, finance company, merchant banking or 
discount house business. Besides this, Section 26 of BAFIA, 1989 prohibit any 
individuals, without the written consent of BNM, to enter into any agreement to 
accept any deposit from any person in Malaysia or outside Malaysia.

BAFIA, 1989 defines deposit as a sum of money received or paid on terms under 
which it will be repaid in the form of money or moneyÊs worth, with or without 
interest or at a premium or discount. Any activity with deposits taking elements 
are regarded as deposits taking regardless whether the transaction is described as 
a loan, an advance, an investment, a saving, a sale or a sale and repurchase. 

BAFIA, 1989 provides the list of activities that are one not regarded as deposits 
taking activities as follows,: 

(a) Money paid by way of an advance or a part payment under a contract for 
the sale, hire or other provision of property or services.

(b)  Money paid by way of deposit for the performance of a contract. 

        
BAFIA, 1989 grants power to the auditors of licensed financial institutions to 
report any contravention of BAFIA, 1989 to BNM. Does this not cause any 
conflict since the auditors are paid by the financial institution? 

YOUR IDEA 
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(c) Money paid in the circumstances specified in the First Schedule of BAFIA, 
1989, including money paid by an individual to any of the specific 
institutions such as the Government of Malaysia, BNM or a local authority, 
or money paid to any person by any of the specific persons such as the 
Government of Malaysia, a statutory body, or the individuals related or 
associate company.

2.2.8 Secrecy

The relationship between a bank and any of its customers is considered highly 
confidential to the extent that there are provisions in terms of secrecy provisions 
in the banking act to protect such relationship. When a customer applies or 
obtains a credit facility from a bank, he expects the bank not to disclose that 
matter to anyone. In order to harbour such confidential information, the banking 
act prohibits the bank from disclosing the information to anyone, except with the 
consent of the customer concerned. A relationship is formed between a bank and 
a customer when, among others, the customer keeps his money in the bank or 
when the customer buys bonds from the bank.  

The law on secrecy has been made clear and extended to all licensed financial 
institutions under BAFIA, 1989. Section 99 of the said act permits disclosure of 
information under the following circumstances: 

(a) The customer has given permission in writing to disclose the information;  

(b) The customer is declared bankrupt;  

(c) In court case which involves the financial institution and the customer; 

(d) The information that is only related to the credit facility granted by a branch 
of a licensed foreign bank and the information is required by the head office 
overseas.

The above disclosure is permitted by federal law to be made to a police officer 
investigating  an offence. The disclosure by the financial institution to the police 
officer must be limited to the accounts and affairs of the person suspected of the 
offence.

        

What do you understand about secrecy in banking? 

THINK
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BNM also permits the relevant supervisory authorities of a foreign country to 
examine the books, accounts and transactions of a foreign bank or a foreign 
bankÊs representative office in Malaysia.    

2.2.9 Electronic Funds Transfer
Provisions have been made in BAFIA, 1989 for the supervision and control of any 
proposed electronic funds transfer system or any existing system in Malaysia. 
According to Section 119, BAFIA, 1989, no individual is allowed to operate any 
electronic funds transfer system unless he has revealed to BNM the operation 
scheme in relation to the duties and liabilities of all parties involved in the 
electronic funds transfer system. This enables BNM to coordinate and supervise 
the development of modern electronic funds transfer system in Malaysia. 

2.2.10 Penalty
In general, the quantum of penalties imposed under BAFIA, 1989 have been 
increased to ensure that the penalty imposed corresponds to the offence 
committed. The maximum fine is RM10 million and the maximum imprisonment 
term is 10 years. 

Examples of penalties imposed for failure to comply with the provisions of 
BAFIA, 1989 are listed in Table 2.1: 

        
Mr. and Mrs. Chong have a joint account in Bank Bumirakyat since 1970. 
Consent of both parties’ or of Mr.Chong’s only must be obtained to effect 
any transaction in relation to that account. Mr. and Mrs. Chong divorced two 
months ago. Subsequently Mrs. Chong came to see a bank officer and 
make an inquiry on the account balance. Can the bank officer reveal the 
account balance without Mr. Chong’s consent, with reference to the 
provisions under BAFIA, 1989 on secrecy? Why? 

YOUR IDEA 
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Table 2.1: Examples of Penalties 

Offence Section Imprisonment Fines Daily Fines 

Carrying out banking 
businesses without a 
valid licence 

Section 4 (a) 10 years RM10 
million

RM100 
thousand

Failure to display sign 
board „licensed bank‰ 

Section 16 - RM5 
thousand

RM5 
hundred

Advertising to solicit 
deposits (except 
licensed banks) 

Section 27 3 years RM3 
million

-

Fail to appoint auditor Section 
40(1) 

- RM1 
million

RM1 
thousand

Section 106 of BAFIA, 1989 provides that where any offence against any provision 
of BAFIA, 1989 has been committed by any financial institution, any person who 
at the time of the commission of the offence was a director, officer, or controller, 
of the financial institution is considered guilty of that offence unless he can prove 
that the offence was committed without his knowledge or consent and that he 
had exercised all necessary care and diligence to prevent the commission of the 
offence.

Controller means a person who has an interest in more than 50% of the shares of 
the institution. According to Section 121, BAFIA, 1989, the director, officer and 
controller of the licensed financial institution are liable to indemnify the 
institution in full for the loss or damage in any form resulting from the offence 
committed. Nevertheless, the director, officer and controller can avoid such 
penalty if the offence was committed without his consent and he had exercised all 
necessary care and diligence to prevent the commission of the offence.   

   2.3    THE EFFECT BAFIA, 1989 HAS ON THE 
MANAGEMENT OF COMMERCIAL BANKS

        
After knowing why BAFIA, 1989 was implemented, and about its provisions - 
What is the effect BAFIA, 1989 has on the management of commercial 
banks?

THINK
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In general, BAFIA, 1989, by way of holding the management and the boards of 
directors responsible, forces the management of commercial banks to be more 
disciplined, professional and transparent in order to ensure prudent management 
and integrity of their respective banks. 

BAFIA, 1989 holds the members of the board of directors and the bank officers 
accountable for any offence committed by the bank unless they can prove that the 
offence was committed without their consent and that they exercised all 
necessary care and diligence to prevent the commission of the offence. They are 
also liable to indemnify the institution for the loss or damage in any form 
resulting from the offence committed.        

The provisions of BAFIA, 1989 make the members of the board of directors and 
the bank officers more cautious and alert in their respective duties because they 
will be subject to severe penalties in the event that their duties are neglected or 
not carried out competently. 

BAFIA, 1989 also ensures that the appointed key officers are of highly calibre and 
experienced by requiring banks to obtain BNMÊs written consent before making 
any key appointment. Although this condition is cumbersome, it ensures that 
each commercial bank is managed by a truly qualified individuals. This filtration 
process eliminates influential individuals from holding any post in financial 
institutions.

Test your comprehension level by answering the questions below: 

        
1. Why does BAFIA, 1989 impose harsh penalties for offences committed 

under this new act? 

2. Bank Untung Selalu Berhad is found to have breached one of the 
provisions in BAFIA, 1989 regarding bankÊs liquidity. Why is the bank 
officer held responsible by BAFIA, 1989? 

3. Can BAFIA, 1989 withstand the new challenges in the banking industry 
in future? 

Exercise 2.3 
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The Banking and Financial Institutions Act (BAFIA), 1989 which came into effect 
on 1 October 1989. It was legislated to provide new and comprehensive laws for 
the licensing and regulation of financial institutions carrying out banking, finance 
company, merchant banking, discount house and money broking businesses, and 
for the regulation of financial institutions carrying out other financial businesses. 

Rapid development and stiff competition in the banking system, and the financial 
crisis of the deposits taking co-operatives (DTC), were the main rationale for the 
legislation of these new laws. There were harsh criticisms against BAFIA, 1989, 
but in reality the banking system in Malaysia was in need of a new banking act to 
solve the development and competition problems in a more swiftly and 
effectively manner. BAFIA, 1989 is able to help Bank Negara Malaysia (BNM) 
control and supervise the participants in the banking industry in a more 
organised and comprehensive manner for the stability and robustness of the 
countryÊs financial system. 

In addition, BAFIA, 1989, also directly, promotes more discipline, professionalism 
and sense of responsibility among the members of the boards of directors and the 
management of commercial banks by imposing harsh penalties in the event of 
negligence in the management of any commercial bank. This new banking act is 
expected to open a new horizon for increased sense of responsibility and 
accountability in the management of commercial banks.

SUMMARY


