
INTRODUCTION
Bank management and the regulatory body are different in their views on bank 
capital management. Since a bankÊs security is closely linked to the capital of the 
bank, the regulatory body stipulates various rules such as capital diversification 
to ensure the security of deposits as well as bank stability. On the other hand, the 
bank management is inclined to maximise the use of capital to achieve maximum 
asset returns. 

In general, the importance of bankÊs capital is linked to its role in bank 
operations, bank protection and bank supervision. Many people are of the view 
that the main roles of bank capital are to reduce risk by acting as „loss absorber‰, 
to facilitate access to financial market for purpose of overcoming liquidity 
problems, and to limit growth and risk taking. 
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At the end of this chapter, you should be able to: 
1. define bank’s capital; 
2. identify the different types of bank’s capital; 
3. explain the element of bank’s capital; 
4. discuss the roles of bank’s capital; and 
5. discuss the effect of capital requirement on bank’s operations. 

OBJECTIVES
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A huge capital base can reduce risks by absorbing income volatility, limiting 
growth opportunities and reducing the probability of failure. However, a huge 
capital base may also reduce the rate of return for shareholders. Therefore, risk-
return trade off is involved in decision making regarding the adequate amount of 
capital. 

8.1 DEFINITION OF BANK’S CAPITAL 

The concept of capital in banking is different from the concept of capital in 
accounting.

For the purpose of computing bank capital adequacy, the regulatory body defines 
bank capital under two categories, i.e.: 

Basic capital or core capital or Tier 1 capital; and 
Additional capital or secondary capital or Tier 2 capital. 

Figure 8.1 shows the different types of bankÊs capital under Tier 1 and Tier 2 
capital. 

BankÊs capital is defined as asset minus liabilities and minus certain types of 
debts and reserves stipulated by the regulatory body. Debts and reserves are 
included in bankÊs capital in order to ensure capital adequacy of banks. 

        
We know in accounting that capital is an owner’s contribution towards the 
business, i.e. assets and liabilities. Does bank capital have the same 
definition?

THINK
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Figure 8.1: Types of bank capital 

In general, bankÊs capital must be fully paid up and with the bank at all times. 
BankÊs capital must be readily obtainable and able to absorb losses. Besides, 
bankÊs capital is not necessarily a fixed charge on income. 

8.1.1 Characteristics of Bank’s Capital 
Further explanation on the features of bankÊs capital are as follows: 

(a) OOrdinary Shares 
 Ordinary shares are securities that symbolise ownership in a bank. The 

more ordinary shares an investor has, the larger his share of ownership in a 
bank.

 Ordinary shares are favoured by the regulatory body as the main source of 
external funds. They form a fixed source of funds with no maturity dates. 
Ordinary shares have perpetual life span, as long as the bank concerned 
remains in operation. As dividend payments are not mandatory, ordinary 
shares are free of fixed payments that can deteriorate bank income and 
value. Besides, all losses are deductible from equity. For these reasons, 
ordinary shares give better protection to banks than debts do. 

 While ordinary shares are favoured by the banking regulatory body, banks 
find a weakness in ordinary shares; Dividends are non tax deductible. 
Besides, dividend payments reduce the amount of profit after tax. 
Furthermore, the cost involved in the issuance of ordinary shares is 
significantly higher than the cost of issuing any other sources of capital. In a 
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slow and depressed market, issuance of ordinary shares is indeed not a 
suitable option to be used to raise capital. Volatility of share prices is 
another negative feature of ordinary shares. New ordinary shares also 
dilute the earnings of existing shareholders and reduce their ownership.

(b) PPreference Shares 
 Preference shares are sometimes called hybrid securities because they have 

the features of both ordinary shares and debt. Therefore, preference shares 
are said to have the advantages and disadvantages of both ordinary shares 
and debts. Like ordinary shares, dividend payments made on preference 
shares are not tax deductible. 

 Preference shares have a preferential position over ordinary shares, with 
regard to the payment of dividends and the division of assets. Preference 
shares are similar to debts/bonds to the extent that debts/bonds receive 
interest at a fixed rate for a fixed tenure, and preference shareholders get a 
fixed rate of dividends for a fixed period of time. The difference between 
them being, the interest on debts/bonds must be paid on specific dates, 
while the dividends on preference shares may be deferred and accrued until 
the company is able to pay. 

 Unlike the dividends on ordinary shares, preference share dividends which 
are not paid can be carried forward for as long as the bank is in operation. 
Preference shares are bank capital that can avoid the dilution of income and 
ownership of banks because dividends are payable at fixed rates and 
preference share holders do not have the rights of ownership. 

(c) UUnappropriated Profit  
 Unappropriated profit is the accumulated net earnings of any transfer to 

fund reserves. Unappropriated profit decreases when the dividend 
payments exceeds the yearÊs net profit, and/or when the bank reports net 
loss for the year. 

 For example, if a bank makes a net profit RM100 million for the year and 
pays dividends of RM10 million, unappropriated profit will increase by 
RM90 million barring any transfer to reserves. Conversely, if a bank reports 
a net loss of RM50 million, itÊs unappropriated profit will be reduced by 
RM50 million. 

(d) CCapital Reserves
 A part of fund reserves that banks are required to keep. It is for the purpose 

of revaluation of bank assets.  



UNIT 2  ASSET, LIABILITY AND CAPITAL MANAGEMENT168

(e) CContingency Reserves
 Contingency reserves are for contingencies such as legal actions and 

payments of undeclared dividend. 

(f) LLoan Loss Reserves 
 Loan loss reserves are used to absorb losses arising from non-repayment of 

loans and are gathered through the provision for loan losses in the income 
statement.

(g)  Debentures 
 Debentures are unsecured long-term debts or bonds. The issuer of a 

debenture must pay interest at a fixed rate and at a stipulated time. Failure 
to meet payment may result in the debenture issuer being liquidated. 

 While debentures provide financial leverage to shareholders, shareholders 
are exposed to greater financial risk as debts increase. This is because the 
exposure to fixed financial cost such as interest increases with the level of 
debts.

(h)  Convertible Securities 
 Convertible securities refer to the bonds which are convertible to ordinary 

shares at a fixed price and a fixed conversion ratio stipulated by the issuing 
company. They are also regarded as hybrid securities because they have the 
characteristics of debts as well as equities. Compared to equity securities 
and debt securities, convertible securities are a cheaper source of fund for 
banks.

 Investors are usually interested in convertible securities because these 
securities can be converted to ordinary shares when the time is right, i.e. 
when the share price increases and exceeds the conversion price. Like other 
bonds, convertible securities involve fixed interest and principal payments. 
Failure to meet the payments may expose the issuer to liquidation risk.  
Sometimes the issuance of convertible securities involves setting up funds 
to redeem the securities. This increases the liquidity pressure on the issuing 
bank since a sum of reserve must be kept for the purpose 



CHAPTER 8  BANK’S CAPITAL MANAGEMENT  169

Test your comprehension level by answering the questions below. 

        
Obtain the balance sheets of at least three commercial banks from their 
annual reports or newspaper.  

Identify the following from the balance sheets: 

 The types of capital owned by these banks; and 
 The percentage of each type of capital. 

Which type of capital is most used by the banks based on your analysis? 

Annual reports of commercial banks can be obtained from the web sites of 
the banks. Visit BNM web site at http://www.bnm.gov.my and click on the 
hyperlink to access the web sites of commercial banks. 

YOUR IDEA 

       
1. From the banksÊ point of view, discuss the advantages and 

disadvantages of the following sources of capital: 

No. Type of Capital Advantage Disadvantage 

1. Ordinary shares   

2. Bonds   

3. Convertible 
securities

4. Preference shares   

Exercise 8.1



UNIT 2  ASSET, LIABILITY AND CAPITAL MANAGEMENT170

8.2 FUNCTIONS OF BANK’S CAPITAL 

Bank capital has three main functions, i.e. 

(a) Operational function 
(b) Protection function 
(c) Supervision function 

(a) OOperational Function 
 Banks need fixed assets such as land and buildings, computer equipment 

and vehicles to carry on their banking businesses. These fixed assets are 
usually financed with long-term funds in line with the life span of the 
assets.

 Long-term funds of banks consist of shareholders funds and long-term 
debts. Banks often issue new shares or make rights issues for development 
and growth purposes including purchases of fixed assets. 

 BankÊs capital is also a measurement used by Bank Negara Malaysia when 
assessing a bankÊs application to open any new branch. Banks need 
adequate level of capital to sustain their branches. 

(b) PProtection Function 
 The protection function can be categorised as: 

(i) Loss absorber of a bank 
(ii) Assurance to the general public on the bankÊs capability 

(i) LLoss Absorber
 A lot of people are of the view that the most important function of bank 

capital is to safeguard depositorsÊ money. Hence banks must always 
have sufficient funds to fulfil deposit withdrawals, even when they are 
incurring losses. For that reason, bankÊs capital plays the role of loss 
absorber so that banks can continue to operate and generate profits. 

        
For manufacturing businesses like Nestle, PROTON and PETRONAS, the 
main function of capital is to finance assets and business operations. Do you 
think bank capital’s main function is to finance bank assets and operations, 
based on your understanding of the definition and the types of bank capital? 

THINK
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Regardless of bank capitalÊs role as loss absorber, continuous losses will 
eventually affect the wellbeing of bank capital; the bank concerned may 
faced with liquidity problem to accommodate deposit withdrawals or 
loan applications by customers. 

It should be noted that there are organisations that make profits but face 
liquidity problem, and conversely, there are organisations that incur 
losses but do not have any liquidity problem. For example, a bank that 
incurs losses does not necessarily faced any liquidity problem because 
the problem is prevented with the statutory reserve and minimum 
liquidity provisions. Nonetheless, banks should continue to increase 
their capital even when they incur losses so that they can carry on to 
operate and to generate income to meet the customersÊ needs.  

(ii) AAssurance to the General Public on the BankÊs Capability
 Apart from being a loss absorber, bankÊs capital provides assurance to 

the general public that banks are capable to continue operating even 
when incurring losses. 

The confidence of the general public is very important to any bank. 
When the confidence in a bank is shaken by any situation or incident, 
the bank will certainly face the bank run crisis, i.e. mass deposit 
withdrawals.

Example 8.1 shows how the general public lost its confidence in a bank and how 
that led to a bank run. 

Example 8.1 

‘International Bank of Asia in Hong Kong experienced a bank run on Monday, 10 
November 1997. Account holders were queuing up outside the bank branches to 
withdraw their savings. 

The Chief Executive of Hong Kong Special Administrative Region, Tung Chee 
Hwa has given assurance that all banks in Hong Kong are stable and strong. 
Hong Kong Monetary Board has issued a statement saying that it has 
confidence in International Bank of Asia Ltd. (IBA). The board of directors of IBA 
has dismissed news on IBA’s financial difficulty as rumours and has stated that 
IBA is able to pay all its obligations.’ 

Source: New Straits Times, 12 November 1997. 
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Visit BNM web site at http://www.bnm.gov.my and the digital library of 
Open University Malaysia at http://www.oum.edu.my to find 
information on local banks which were incurring losses (from 1980 to 
2002) but were still operating as normal. 

Why were these banks able to continue their operations while incurring 
losses? Record your findings in short notes. 

(c) SSupervision Function
The regulatory body of banks in Malaysia is Bank Negara Malaysia (BNM), 
i.e. the Central Bank of our country. One of the important rules imposed by 
BNM on all the commercial banks in Malaysia is the capital adequacy 
requirement which is measured with Capital Adequacy Ratio (CAR). 

CAR is defined as the ratio of a bank's capital to its risk-weighted assets, i.e. 
CAR = capital/total risk-weighted assets. A bank is deemed to have 
adequate capital if its CAR is at least 8%. This means if a bankÊs CAR is less 
than 8%, the bank must increase its capital until the CAR is 8%. Failure to 
comply with the minimum CAR requirement will lead to severe penalty 
under BAFIA, 1989.  

Example 8.2 illustrates how BNM used the supervision function of CAR to 
require Sime Bank (Sime Bank merged with RHB Bank on 30 June 1999) to 
increase its capital to an adequate level. 

Example 8.2 

Sime Bank recorded a loss before tax of RM1.57 billion for the 6-month period 
ending 31 December 1997. The losses reduced Sime Bank’s capital level to 
RM698 million and RWCR to 2.9%. 

The minimum level of RWCR was 8%. Therefore Sime Bank was required to 
increase its capital by a minimum of RM1.2 billion in order to achieve adequate 
capital level. 

Source: BNM press release (http://www.bnm.gov.my) on 3 March 1998



CHAPTER 8  BANK’S CAPITAL MANAGEMENT  173

Test your comprehension level by answering the question below. 

8.3 Bank’s Capital and Bankruptcy Risk 
(Capital Risk) 

How does bankÊs capital help prevent bankruptcy? A bank is still able to carry on 
its banking business even when it is incurring losses so long as it has sufficient 
capital to accommodate the losses. However, should the bank fail to 
accommodate its losses, it will face bankruptcy risk, i.e. the potential of not being 
able to repay its debts or the potential of its liabilities exceeding its assets. 

It is probably difficult for us to understand how an insufficiency of capital to 
accommodate losses can result in bankruptcy risk. Example 8.3 is to help you 
understand the relationship between capital adequacy and bankruptcy risk. 

       
What do you think the connection between bank’s capital and bankruptcy risk 
is, based on your understanding of the definition and functions of bank 
capital discussed earlier? 

THINK

        
Bank capital is said to have three main functions. How do these three 
functions work on a parallel basis with other bank functions? 

Exercise 8.2
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Example 8.3 

ABC Bank’s balance sheet as at 30 June 2002 was as follow: 

ABC Bank 
Balance Sheet 

as at 30 June 2002 

Assets: RM
(Million)

Liabilities and Equity: RM
(Million)

Cash 10 Deposits 60
Short-term securities 20 Long-term debts 10
Loans and advances 100 Capital 30
Fixed assets 10 Retained earnings 40

Total Assets 140 Total Liabilities and Equity 140

On 30 September, ABC Bank incurred losses totalling RM30 million as a result 
of bad debts. ABC Bank’s balance sheet changed to as follow: 

ABC Bank 
Balance Sheet 

as at 30 September 2002 

Assets: RM
(Million)

Liabilities and Equity: RM
(Million)

Cash 10 Deposits 60
Short-term securities 20 Long-term debts 10
Loans and advances 70 Capital 30
Fixed assets 10 Retained earnings 10

Total Assets 110 Total Liabilities and Equity 110
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The RM30 million losses due to bad debts caused the loan assets of ABC Bank 
to decrease to RM70 million (i.e. RM100 million – RM30 million). The retained 
earnings also decreased by RM30 million, i.e. from RM40 million to RM10 
million. This is because when there are bad debts, banks debit the profit and 
credit the loans and advances.  

Although ABC Bank incurred huge losses, i.e. RM30 million, it was still able to 
continue its operation, because the equity or bank capital was sufficient to 
accommodate the losses. Besides, there were sufficient bank assets (RM110 
million) to cover the bank liabilities totalling RM70 million.  

We now observe what would happen to ABC Bank’s balance sheet if it had 
incurred bad debt losses totalling RM80 million on 30 September 2002. 

ABC Bank 
Balance Sheet 

as at 30 September 2002 

Assets: RM
(Million)

Liabilities and Equity: RM
(Million)

Cash 10 Deposits 60
Short-term securities 20 Long-term debts 10
Loans and advances 20 Capital (10)
Fixed assets 10 Retained earnings -

Total Assets 60 Total Liabilities and Equity 60

If ABC bank had incurred RM80 million of bad debt losses, it would have to 
cease operation or face a bankruptcy risk. The bank liabilities totalling RM70 
million would now exceed the bank assets totalling RM60 million. The RM80 
million losses would reduce ABC Bank’s loan assets to RM20 million because 
the bank had to credit loans and advances and debit profit when the losses 
occurred. The profit of RM40 million would not be sufficient to absorb the losses. 
Therefore the bank would have to debit capital by RM40 million to absorb the 
remaining losses. The entire bank equity would be consumed by the losses until 
there was negative bank capital. 

In order to prevent the bank from being liquidated, fresh capital would have to be 
injected into the bank to increase the capital to a safe level. For example, if a 
fresh capital of RM20 million was deposited into ABC Bank’s account on 1 
October 2002, the Bank’s balance sheet would change to: 
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8.4 THE EFFECTS OF CAPITAL REQUIREMENT  
   ON BANK OPERATIONS  
As the regulatory body of banks strives to increase bank capital to safeguard the 
welfare of the banking system, it also imposes restrictions on the operation 
policies of banks in a direct manner. Most of the larger banks are able to raise 
external capital through capital market but smaller banks are only able to use 
internal funds as their main source of capital. Internal funds are in the form of 
retained earnings. They are usually limited because the management have to also 
take into account shareholdersÊ return in the form of dividends. For that reason, 
statutory requirement on minimum capital can indeed hinder the growth of 
banks.

Whenever a bank increases its assets, it has to also increase its capital to comply 
with the capital requirement stipulated by the regulatory body. In fact every bank 
has to limit the growth of assets to a certain percentage of retained earnings plus 
fresh external capital. 

ABC Bank 
Balance Sheet 

as at 1 October 2002 

Assets: RM
(Million)

Liabilities and Equity: RM
(Million)

Cash 30 Deposits 60
Short-term securities 20 Long-term debts 10
Loans and advances 70 Capital 10
Fixed assets 10 Retained earnings -

Total Assets 80 Total Liabilities and Equity 80

With an additional capital of RM20 million, the total assets would increase by 
RM20 million in the form of cash to RM80 million. This would enable the bank 
assets to cover the total liabilities of RM70 million. The additional capital would 
also return the bank capital to the positive region. These two factors would 
enable the bank to continue its operation. 
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The minimum capital requirement forced the banks to use external capital in the 
form of debts. For example, a bank that is unable to issue ordinary shares will be 
forced to use debts if it wants to expand its business. Even though debt securities 
are regarded as capital, debts increase the financial risk of banks and the risk 
exposure of shareholders. Hence the change in capital requirement will trigger a 
change in the capital structure of a bank. 

Another effect of bankÊs capital requirement is, banks which are unable to 
procure additional capital will tend to invest in low risk assets. This indeed 
affects the interest of the shareholders. On the contrary, banks that have the 
ability to secure huge sums of additional capital may invest in high risk assets in 
order to procure large sums of income to justify their large investments. Hence 
capital requirement influences the asset investment structure of banks. 

The minimum capital requirement influences the pricing policies of banks as 
well. Costly additional capital increases bank product prices which have to be 
borne by the bank customers eventually. 

        
Summarise the advantages and disadvantages of minimum capital 
requirement.

You are encouraged to visit the web site of banks in Malaysia through the 
hyperlinks at BNM web site at http://www.bnm.gov.my to obtain additional 
information on minimum capital requirement and its effect on the bank 
operations.

YOUR IDEA 
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Test your comprehension level by answering the questions below. 

In general, the importance of bank capital rests with its roles in the operations, 
protection and supervision of banks. Nevertheless, many people are of the 
opinion that the main role of bank capital is to reduce bank risk by acting as the 
„cushion‰ or „absorber‰ for potential losses, by providing access to financial 
market to overcome liquidity problem, and by limiting growth and risk-taking. 

A huge capital base is able to reduce risk by absorbing income volatility, 
controlling growth and reducing the probability of failure. However, a huge 
capital base may also reduce shareholdersÊ returns. Therefore, the decision on the 
amount of required capital indeed involves a trade off between risk and return.  

       
1. Discuss FFIVE incidents that can trigger a bank run. 

2. Based on the bank run case concerning International Bank of Asia 
(IBA) Ltd in Hong Kong on 10 November 1997, answer the following 
questions:

(a) What caused the bank run at International bank of Asia Ltd? 

(b) Why did the Hong Kong leader, the Hong Kong Monetary Board 
and the board of directors make their respective statements? 

(c) How would you handle the bank run if you were the manager of 
an IBA branch? 

(d) State an example of bank run in Malaysia recently and explain 
why it happened. 

Exercise 8.3 

SUMMARY


