
INTRODUCTION
One of the critical issues in todayÊs commercial bank management involves 
issuing and sustaining adequate capital. This is because many people are of the 
view that capital inadequacy is the main contributing factor to bank failure and 
closure. Many commercial banks in the USA and European countries have been 
forced into liquidation due to their lack of capital to accommodate their losses. 
Furthermore, the financial crisis in our country during 1997 1998 has proven 
clearly that our banking industry is indeed very much exposed to the risk of 
capital inadequacy. Capital adequacy protects banks from liquidation, and it also 
protects bank management teams. It ensures that every bank has sufficient capital 
to carry on their operations. 

Capital adequacy can be measured quantitatively as well as qualitatively with 
several methods. Important issues pertaining to capital adequacy, such as the 
concept of capital adequacy, capital adequacy measurement methods and bank 
stability will be discussed in this chapter. 

CChhaapptteerr 99 Capital
Adequacy

At the end of this chapter, you should be able to: 
1. explain the relationship between the concept of capital adequacy and 

the liquidation risk of banks; 
2. explain the relationship between capital adequacy and bank stability; 
3. measure capital adequacy quantitatively and qualitatively; and 
4. evaluate if a bank has adequate capital, and whether its is stable and 

secure.

OBJECTIVES
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 9.1 THE CONCEPT OF CAPITAL ADEQUACY 

Essentially, capital adequacy is defined as: 

The key question in capital adequacy management is, „How much capital does a 
bank need?‰ In general, a bank must have enough capital to: 

(a) balance the interests of depositors, creditors, shareholders and borrowers. 
(b) protect depositors and creditors from losses. 
(c) maintain general publicÊs confidence in the stability of the bank. 
(d) provide funds for lending purposes. 

In view of the above, the bank management must analyse the trade off between 
risk and return in determining the desired level of capital. If a bankÊs capital level 
is too high, it may have lower risk at the expense of profit. On the contrary, if a 
bank has low level of capital, its profit may increase and so may its risks 
exposure.

The regulatory body of banks (BNM) and the management teams of banks have 
different views on capital adequacy. The banking regulatory body expects banks 
to have more capital for the following reasons: 

(a) Firstly, in BNMÊs opinion, a large capital base can ensure the security and 
stability of the countryÊs financial system. As it is generally known, 
commercial banks form the largest component of any financial system. 
Failure of any commercial bank will certainly distress the financial system. 

(b) Secondly, a large capital base can safeguard the bank itself, since the bank 
can use its capital to absorb losses while carrying on its business. In other 
words, a large capital base can reduce the probability of bank failure. The 
failure of the banking system will definitely affect the stability of the 
financial system and subsequently the economy of the country.  

Any level of capital that allows a bank to absorb or accommodate any losses 
and at the same time equips the bank with sufficient funds to sustain and carry 
on its businesses as a continuing entity.  

        
What do you think the concept of capital adequacy is about, based on your 
understanding of capital management discussed in Chapter 8? 

THINK
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(c) Thirdly, a large capital base can increase bank liquidity for the purpose of 
fulfilling the needs of depositors as well as borrowers. Large capital base 
can help gain confidence from the general public in a bankÊs financial 
stability. 

Otherwise, the management teams of banks favour smaller capital base for the 
benefits of leverage. The smaller the equity base of a bank, the more financial 
leverage and the bigger potential of equity multiplication it has. 

Financial leverage can translate an average return on assets (ROA) to a high 
return on equity. However, the management must remember that while the 
concept of financial leverage can increase profits, it can also increase financial 
losses.

9.1.1 Capital Adequacy and Bank’s Security

What does bankÊs security mean? Who is protected when the bankÊs security is 
intact and who bears the losses when a bank is not secure? In general, when we 
talk about bankÊs security, reference is made to: 

One of the endeavours is to ensure that banks have adequate capital. Capital 
adequacy and bankÊs security can be explained from four perspectives: 

Regulatory body of banks 
Depositors
Borrowers
General public  

The endeavours to protect the interests of the banking regulatory body, the 
depositors and the borrowers specifically, and the interests of the general 
public.

        
How does capital adequacy influence bank’s security? Construct your answer 
based on your understanding of the previous topic, i.e. the concept of capital 
adequacy.

THINK
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(a) RRegulatory Body of Banks 
 To the regulatory body or Bank Negara Malaysia, capital adequacy is vital 

to ensure the stability of the banking system specifically, and of the financial 
system generally. Failure of any bank due to capital inadequacy will affect 
the banking system drastically. We already learned about how a bankÊs 
failure had resulted in a bank run that could cripple the entire banking 
system.

 Without a good banking system, a countryÊs economic system will be 
jeopardised as businesses cannot be carried on without a proper payment 
and credit mechanism. In view of that, the regulatory body imposes various 
rules and laws to ensure that all commercial banks under its regulation 
have adequate capital. 

(b) DDepositors 
 To the depositors, the safety of their deposits is of the utmost importance. 

Banks must remember that depositors are entitled to withdraw their 
deposits at any time. Therefore banks must always have sufficient capital to 
meet the withdrawal demands. 

 Should a depositorÊs withdrawal demand be not fulfilled by a bank for 
whatever reason, such negative news will spread very quickly and will 
most probably affect the bank. The bankÊs failure to handle the negative 
news may even result in its liquidation. In view of that, capital adequacy is 
critical in assuring the depositors that their deposits are safe and protected. 

(c) BBorrowers 
 Borrowers are also concerned about bank security since only secure and 

stable banks are able to provide loans. During the financial crisis in 1997
1998, commercial banks in Malaysia either reduced or froze their lending 
activities for bankÊs security and stability reasons. As non-performing loans 
continued to increase, many banks had to incur huge losses and their bank 
capital also deteriorated accordingly. Banks began to worry about 
increasing potential losses and liquidation risk. 

Reducing or stopping lending activities completely was one of the measures 
adopted by banks in their quest to reduce losses and risk, since loans 
formed the main cause of losses during that period. However, borrowers 
became the victims of such strategy. As a result Bank Negara Malaysia 
interfered in the situation by setting up Danaharta and Danamodal to 
ensure that borrowers could continue to obtain loans from commercial 
banks, and in turn ensure that our economic system would not be 
jeopardised by the slow-down or halt in lending activities by banks. 
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Visit the web site of Danamodal at 
http://skali.bnm.gov.my/danamodal and the web site of Danaharta at 
http://www.danaharta.com.my to obtain information on how 
Danamodal and Danaharta help banking institutions restructure their 
capital. 

What actions do Danamodal and Danaharta take to help the banking 
institutions? Record your findings in short notes. Also work out how 
these actions influence capital adequacy of banks. 

(d) GGeneral Public
 To the general public, bankÊs security is a vital factor in their dealings with 

commercial banks. Through Bank Negara Malaysia, the government always 
reminds the public of its commitment to the stability of the banking system, 
financial system and economic system by means of implementing just and 
appropriate monetary and fiscal policies. The general public are always 
reminded of the importance of safeguarding the welfare of the banking 
system. The general publicÊs desire for efficient and secure banking services 
can only be fulfilled if the wellbeing of the banking system is intact. 

Test your comprehension level by answering the question below. 

        
The banking regulatory body, depositors, borrowers and public have different 
views on capital adequacy and bank’s security. How do capital adequacy 
and bank security form links among the regulatory body, depositors, 
borrowers and public? Sketch a simple mind-map to show the relationships. 

YOUR IDEA 

        
Explain the relationship between bankÊs security and capital adequacy. 

Exercise 9.1



UNIT 2  ASSET, LIABILITY AND CAPITAL MANAGEMENT184

9.2 STRUCTURE OF BANK CAPITAL 

Before any further discussion on the methods of measuring capital adequacy, we 
have to understand the structure of bank capital first. The capital structure of 
banks is different from the capital structure of non-bank institutions. Table 9.1 
shows the comparison between the balance sheet of banks and the balance sheet 
of non-bank institutions. 

Table 9.1: Comparison between the Balance Sheet of Banks and  
the Balance Sheet of Non-bank Institutions 

Below is the summary of the comparison between the balance sheet of banks and 
the balance sheet of non-bank institutions: 

(a) ShareholdersÊ equity of banks is 8% while shareholdersÊ equity of non-bank 
institutions is 40%. This shows that in comparison with non-bank 
institutions, banks have significantly lower capability to absorb losses. How 
does this happen while one of the functions of bank capital is to absorb 
losses? This is due to the fact that banks depend more on customer deposits 
to finance their operations, hence lower capital component. On the other 
hand, non-bank institutions depend more on long-term capital as their main 
source of finance. 

Non-bank Institutions Banks 

Assets %   Assets %
Cash 4  Cash  8  
Accounts receivable 26  Short-term securities 17  
Inventory 30  Short term loans 50  
Total current assets 60  Total current assets  75  
  Long-term securities  5  
  Long-term loans 18  
Fixed assets 40  Total fixed assets  2  
Total assets 100  Total assets 100  
     
Liabilities  Liabilities  
Accounts payable 20  Short-term deposits 60  
Short-term notes payable 10  Short-term debts 20  
Total current liabilities 30  Total current liabilities 80  
Long-term debts 30  Long-term debts 12  
ShareholdersÊ equity 40   ShareholdersÊ equity 8
Total liabilities and equity 100  Total Liabilities and Equity 100  
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(b) Compared to non-banks, banks have higher percentage in assets (75%:60%). 
This shows that banks have higher liquidity level than non-bank 
institutions. Bank liquidity serves the purpose of fulfilling claims arising 
from short-term liabilities, especially deposit withdrawals which can 
happen at any time. Claims against non-bank institutions are of periodic 
nature, i.e. the payment amounts and dates are pre-determined. 

(c) Current assets and fixed assets of non-bank institutions are split at a ratio of 
60%:40% and financed by debts and equity at 60%:40% split. Debts of non-
bank institutions consist of current liabilities and long-term debts, each of 
which constitutes 30% of the total liabilities and equity. On the other hand, 
banks have 75% of their assets in the form of current assets compared to 
only 25% in long-term assets. 92% of the assets are financed by debts, i.e. 
80% by short-term liabilities and 12% by long-term liabilities. The remaining 
8% of assets are financed by equity. It is evident from the composition of 
assets, liabilities and equity that banks have a higher level of financial 
leverage compared to non-bank institutions. This means that banks 
maximise their usage of capital to generate higher return on assets in order 
to maximise shareholdersÊ wealth. 

 9.3 CAPITAL ADEQUACY MEASUREMENT 
METHODS

Up to this stage, we only know that banks need to have sufficient capital so that 
they can bear the losses incurred by them. We also know, in a generic manner, 
that bank capital must have the capability to protect the interests of shareholders, 
depositors and creditors. However, we still do not know specifically how much 
capital, in quantitative terms, is considered adequate for a bank. 

The following section illustrates the quantitative as well as qualitative methods 
used in the evaluation of capital adequacy.  

Capital adequacy can be measured by using the methods shown in Figure 9.1. 
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Figure 9.1: Capital adequacy measurement methods 

9.3.1 Capital Ratios
The four capital ratios frequently used in measuring capital adequacy of banks 
are:

(a) Capital to total deposits ratio 
(b) Capital to total assets ratio 
(c) Capital to risk weighted assets ratio 
(d) Capital to loans ratio 

These ratios represent the conventional methods in assessing how far a bank can 
bear its losses while still having sufficient capital to ensure the safety of 
customersÊ deposits. As the minimum required values of these ratios are not 
available unknown in Malaysia, we will use the minimum requirements in the 
USA as benchmarks.  

(a) CCapital to Total Deposits Ratio
 In the USA, a capital to total deposits ratio of 10% is said to be sufficient to 

protect depositors. The ratio means that every USD10 of deposits is 
protected by every USD1 of capital. The ratio gives depositors the assurance 
that their banks have sufficient capital to protect their deposits. However, 
this ratio has its weakness; it does not take into account the fact that 
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deposits alone do not have any risk apart from their volatility. Besides, all 
deposit-associated risks are indeed originated from risky loans and 
investments. In view of that, this ratio would be more accurate if it also 
incorporated the investment in assets.   

(b) CCapital to Total Assets Ratio
 In the USA, a bank is considered to have adequate capital if its capital to 

total assets ratio is no less than 7%. This means that customersÊ deposits are 
safe so long as every USD100 of investment in assets is financed by at least 
USD7 of capital. This ratio, as well as the capital to total deposits ratio, take 
no account of the structure of assets. As we all know, different assets have 
different risk levels. For example, cash assets do not have any risk whereas 
loan assets have the highest risk amongst all bank assets. For that reason, 
capital ratio that is based on risk weighted assets reflects a more accurate 
picture of capital adequacy than those two ratios. Since they can be easily 
understood and applied, the capital to total deposits ratio and capital to 
total assets ratio are used as simple tests for capital adequacy. 

(c) CCapital to Risk Weighted Assets Ratio 
 Capital to risk weighted assets ratio is sometimes known as risk weighted 

assets ratio. Risk weighted assets mean net total assets of liquid assets 
comprising cash, bank balances and government securities. In Malaysia, a 
capital to risk weighted assets ratio of 8% is considered adequate to protect 
depositors. It means that every RM1 of investment in risk weighted assets 
must be financed by at least RM0.08 of capital. Before the implementation of 
BAFIA, finance companies in Malaysia were allowed a risk weighted assets 
ratio of 15 times the amount of shareholdersÊ funds. In other words, if a 
finance company had a capital base of RM20 million, it was allowed to 
invest up to RM300 million in risk weighted assets. Another interpretation 
to this is, if we wanted to invest RM300 million in risk weighted assets, we 
would need to have a capital of at least RM20 million to protect such 
investment.     

(d) CCapital to Loans Ratio 
 Lending activities provide the main source of income for banks. Amongst 

all bank assets, loans and advances have the highest risk and such risk is 
called credit risk. Bank losses are usually attributed to this group of assets. 

Credit risk is not visible in the capital to risk weighted assets ratio because 
besides loan assets, other assets of lower levels of risk are included in the 
ratio. Capital to loans ratio is to overcome such shortcoming by focusing on 
loans and advances. In the USA, any bank with a gross loan base exceeding 
seven times its capital account will be subject to scrutiny.  For example, if a 
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bank has a gross loan base of RM1,400 million, it must ensure that it has a 
capital base of  at least RM200 million. 

9.3.2 Capital Adequacy Ratios
Before the introduction of risk weighted capital adequacy ratio (RWCR), the 
minimum capital adequacy ratio (CAR) was introduced in September 1981 and 
implemented in January 1982 by Bank Negara Malaysia. This ratio is derived 
from the following formula: 

„Free‰ capital consists of shareholdersÊ funds net of investment in long-term 
assets. The minimum ratios stipulated by BNM are 4% for local banks and 6% for 
foreign banks. 

Minimum capital adequacy ratio does not take account of the risk structure of 
assets. Therefore, RWCR was introduced to overcome such shortcoming; RWCR 
recognises that assets can have different levels of risk, and therefore uses risk-
weighted assets, also known as risk weighted credit exposures in its calculation. 

RWCR can be derived from the following formula: 

While the total risk weighted assets is: 

RWCR  = 
Capital

Total risk weighted assets

   Total risk  = balance sheet items 
   weighted assets x (Off-balance sheet items x Credit conversion factor) x 

Risk weighting 

Minimum capital adequacy ratio = 
Free capital
Total assets
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RWCR ratio classify bankÊs asset into five categories as follows:  

(a) 00% Category 
 Bank assets in this category have either minimal or zero credit risk. Cash 

and Malaysian government securities (MGS) fall into this category. Cash 
itself does have any credit risk whereas MGS do not carry any default risk 
since the repayments are guaranteed by the government. 

(b) 110% Category 
 Investment in money market instruments and investment in Cagamas 

bonds are part of this category. Since money market instruments such as 
bankersÊ acceptances, negotiable certificates of deposit (NCDs) and floating 
rate negotiable certificates of deposit (FRNCDs) are usually highly liquid, 
their credit risks are low. Cagamas bonds have low risk weighting because 
they are guaranteed by the government. 

(c) 220% Category
 Loans guaranteed by financial institutions carry 20% risk weighting. These 

loan assets are not assigned high risk weighting because they are 
guaranteed by third parties, i.e. financial institutions. 

(d) 550% Category
 Housing loans are assigned 50% risk weighting even though the houses 

concerned are used as the collateral securities. This is because the values of 
these collateral securities are subject to economic situations. 

(e) 1100% Category 
 Other loans and advances, and all other bank assets fall into this category. 

RWCR takes account the off-balance sheet items by converting them to credit 
equivalent amounts with credit conversion factor. Bank guarantee is an example 
of off-balance sheet items. When a bank guarantee is issued, the nominal value of 
the guarantee is not recognised in the accounting books of the issuing banks since 
there has been no advances or loans involved. Nevertheless, the bank may have a 
payment obligation in future, depending on whether the guarantee is enforced. 
This means the off-balance sheet items such as bank guarantees also carry credit 
risk which must be taken into consideration in the calculation of RWCR. 

Off-balance sheet items or off-balance sheet credit exposures are weighted 
according to their risk levels after they are converted to their respective credit 
equivalent amounts. Credit conversion factor has four values, i.e. 0%, 20%, 50% 
and 100%. 
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(a) 00% Risk Weightage
 Formal standby credit facilities and formal credit facilities with a maturity 

period of not more than 1 year or which can be unconditionally cancelled at 
any time are subject to 0% credit conversion factor. Facilities with an 
original maturity of more than one year are subject to 50% credit conversion 
factor.

(b) 220% Risk Weightage
 This is applicable to short-term self-liquidating trade related contingencies 

such as letters of credit and shipping guarantees. 

(c) 550% Risk Weightage 
 Trade related contingencies not influenced by the integrity of the counter 

party, such as performance bonds, warranties and standby letters of credit 
which are transaction-related are subject to 50% credit conversion factor. 

(d) 1100% Risk Weightage 
This is applicable to:  

(i) Direct credit substitutes such as guarantees, acceptances and letters of 
credit for financial guarantees.  

(ii) Asset sales with recourse, i.e. the credit risk is still borne by the selling 
institution.

Now letÊs see how RWCR is calculated. 
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Example 9.1 

Let’s just assume that Bank Y, a commercial bank, has the following asset and 
financial details: 

Balance Sheet Items 
RM

Million
Risk

Weightage 

BNM Statutory reserve 30 0%

Malaysian government securities (MGS) and treasury 
bills

50 0%

Placements with discount houses 40 10%

Amounts owed by banking institutions 60 20%

Housing loans secured by first charge on residential 
property 

100 50%

Loans and advances provided to commercial customers 480 100%

Off-balance Sheet Items 
Amount 

(RM
Million)

Credit
Conversion 

Factor
Risk

Weightage 

Housing loans sold to Cagamas with 
recourse 

60 100% 50%

Performance bonds for commercial 
customers 

20 50% 100%

Letters of credit for commercial 
customers 

70 20% 100%

Capital RM Million 

Paid-up ordinary shares 20

Share premium 4

Retained earnings 16

Subordinated term loan 10

Revaluation reserve 4

General provision for bad debts and doubtful debts 6
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Calculation of credit equivalents

Off-balance Sheet Items 
Nominal 
Amount  

(RM Million) 

Credit
Conversion 

Factor

Credit
Equivalent 

Amount 

Housing loans sold to Cagamas with 
recourse 

60 100% 60

Performance bonds for commercial 
customers 20%14 

20 50% 10

Letters of credit for commercial 
customers 

70 20% 14

Calculation of Risk Weighted Assets or Credit Exposures 

Exposure 
Type Amount + Credit

Equivalent = Total x Risk
Weighting =

Risk
Weighted 

asset 
Statutory
reserve 30 + 0 = 30 x 0% = -

MGS and 
treasury bills 50 + 0 = 50 x 0% = -

Placements 
with discount 

houses 
40 + 0 = 40 x 10% = 4

Amounts
owed by 
banking 

institutions

60 + 0 = 60 x 20% = 12

Housing 
loans 100 + 60 = 160 x 50% = 80

Claims 
against non-
bank private 

sector 

480 + 24 = 504 x 100% = 504

Total 589
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The new capital adequacy ratio, i.e. the risk weighted capital adequacy ratio 
(RWCR) was introduced for the following reasons: 

(a) The shortcoming of the old method used in the measurement of capital 
adequacy. The old capital adequacy ratio introduced by BNM does not take 
into account the risk portfolios of assets. 

(b) The old ratio also takes no account of the potential risks of off-balance sheet 
items.

(c) As financial activities undertaken by other financial institutions have 
become increasingly indistinguishable from that undertaken by commercial 
banks, we need a standard measurement that is applicable to all major 
financial institutions consisting of commercial banks, finance companies 
and merchant banks. 

The main weakness of capital adequacy ratio (CAR) is, it takes account of credit 
risk only. In reality, every bank is exposed to five primary risks: 

(a) Credit risk 
(b) Liquidity risk 
(c) Interest rate risk 

RWCR  =  Capital fund
Total risk weighted assets

   

= RM60 million
RM589 million

=  10.2% 

A 10.2% RWCR shows that Bank Y has fulfilled the capital adequacy 
requirement since the minimum ratio imposed by BNM is 8%. 

Another useful ratio is the core capital ratio which compares the core capital with 
the total risk weighted assets. The core capital ratio of Y Bank is 6.8%, 
calculated as follow: 

Core capital ratio =  RM20 million + RM4 million + RM16 million = 6.8%
RM589 million

Bank’s Y’s core capital ratio is considered adequate since the minimum ratio 
stipulated by BNM is 4%. 



UNIT 2  ASSET, LIABILITY AND CAPITAL MANAGEMENT194

(d) Operational risk 
(e) Capital risk or bankruptcy risk 

(a) CCredit Risk 
 Credit risk means the potential loss in net income and the market value of 

equity due to a customer's non-payment or late payment of loan principal 
or interest or both. Loans and advances have the highest credit risk. Credit 
risk is assessed with credit analysis. We will discuss credit analysis in 
Section 3 of Chapter 11. Credit risk is measured with the following ratios: 

(i)
Non-performing loans

Total loans

(ii) 
Provision for bad debts

Total loans

(b) LLiquidity Risk 
 Liquidity risk is risk to net income or capital arising from a bankÊs inability 

to procure funds by selling assets or borrowing without incurring 
unacceptable losses. The highest level of liquidity risk arises from the failure 
to forecast loan applications and deposit withdrawals accompanied by 
failure to access new funding sources. Liquidity risk can be measured with 
the following ratios:

(i)
Purchased (Borrowed) funds

Total assets

(ii) 
Short-term securities

Total deposits

(iii) 
Total Net Borrowings

Totals assets

(iv) 
Cash and Malaysian government securities

Total assets

(c) IInterest Rate Risk
 Interest rate risk is the potential loss in a bankÊs net income and the market 

value of its equity resulting from any change in the market interest rates. 
Banks have to compare the sensitivity of their interest income to the 
changes in the rates of return of their assets, with the sensitivity of their 
income expenses to the changes in the interest rates of their liabilities. For 
example, an increase in interest rate will increase interest expenses, and if 
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the increase in interest income falls short of the increase in interest 
expenses, the net interest income will decline, and so will the value of the 
bank.

Interest rate risk can be measured with the following ratio: 

Interest-sensitive assets
Interest-sensitive liabilities

A bank with a ratio of less than 1 is exposed to losses should the interest 
rates decline. 

(d) OOperational Risk
 Operation risk is the risk to a bankÊs net income and the market value of its 

equity arising from changes in operating expenditure. These changes may 
be related to: 

(i) Direct costs; 
(ii) Staff error; 
(iii) Fraud by customers; and 
(iv) Technology.

Risk to net income can be measured by the standard deviation of net income 
after tax and the standard deviation of the returns on assets and equity. 

Market risk refers to the impact of interest rates on the net asset portfolio. It 
can be measured by the following ratios: 

(i)
Book value of assets

Market value of assets

(ii) 
Variable rate liabilities

Variable rate loans

(iii) 
Variable rate loans

Variable rate liabilities

(e) CCapital Risk or Bankruptcy Risk 
 Capital risk or bankruptcy risk is the potential that a change to a bankÊs 

capital that may disrupt the capital adequacy level and the security of the 
bank subsequently. Capital adequacy and bankruptcy risk or bankÊs 
security were already discussed in-depth earlier.   
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9.3.3 Qualitative Measurement 

Qualitative measurement is used in the assessment of bankÊs capital adequacy 
because the minimum capital adequacy ratio takes no account of the non-
quantitative internal and external aspects of banks. Various aspects that can be 
used as qualitative measurement are as follows: 

(a) Quality of bankÊs management 
(b) Quality of bankÊs assets 
(c) BankÊs earnings history 
(d) Quality of bank ownership 
(e) Accommodation cost
(f) Quality of operation procedures 
(g) Volatility of deposits 
(h) Local market conditions    

(a) QQuality of BankÊs Management 
 Quality of management refers to the qualification and experience of the top 

management of a bank. Market and investorsÊ confidence in the capital 
adequacy of a bank increases with the level of qualification and experience 
of the bankÊs management team. It is generally assumed that there is a 
positive correlation between the quality of bank management and bank 
security, because may people have the opinion that a bank will be run 
properly if it has a responsible management team. 

        
What would happen to the country’s financial system if Bank Negara 
Malaysia (BNM) did not exist or there were more than one central bank? 

In order to arrive at your decision, list all the methods as well as their 
significance and disadvantages respectively. 

YOUR IDEA 

        
In the previous topic, we used various quantitative methods to measure 
capital adequacy of banks. Are those methods sufficient to determine if a 
bank has adequate capital? Do internal and external environment factors 
have any impact on capital adequacy of banks? 

THINK
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(b) QQuality of BankÊs Assets 
 Specifically, quality of bank assets refers to the quality of the loan portfolio 

of a bank. This can be measured by the level of non-performing loans 
(NPLs). Higher loan portfolio quality means lower percentage of NPLs, and 
that translates into higher confidence level in the bankÊs capital adequacy. 
As we all know, high NPL level can reduce or deteriorate bank capital. 
Deterioration in bank capital will certainly affect bank capital adequacy.    

(c) BBankÊs Earnings History
 One of the key components of bankÊs capital is the accumulated retained 

earnings which consist of net income after tax accumulated year after year. 
The growth rates of a bankÊs retained earnings reflect the quality of bank 
income. The higher the growth rates are, the more confidence the market 
and the investors have in the capital adequacy of the bank. 

(d) QQuality of Bank Ownership
 When some commercial banks in Malaysia experienced capital inadequacy 

during the financial crisis in 1997 1998, we had to depend on Danamodal to 
restore the capital adequacy of these banks because most shareholders 
refused to inject fresh capital into the troubled banks. This is a clear 
evidence of how the quality of bank ownership can influence capital 
adequacy of banks. 

(e) AAccommodation Cost 
 A bank without its own premises will have to rent it in order to carry on its 

banking businesses. This means the bank has to incur huge amount of cost 
on rental and building administration, especially if the bank has branches. 
This expenditure can jeopardise the profitability and hence the capital level 
of the bank. 

(f) QQuality of Operation Procedures 
 A bank can run its operations smoothly and efficiently if it has proper 

procedures in place to monitor and ensure the effectiveness of its goal-
achieving actions. Inaccurate and disorganised procedures can affect the 
operations and profitability of a bank, and will in turn jeopardise the capital 
adequacy of the bank.

(g)  Volatility of Deposits 
 Deposits represent the main source of funds for lending activities. At the 

same time, loans represent the main source of bank profits. If the 
availability of deposits is not stable, the loan portfolio will be affected. That 
means the volatility of deposits can indeed jeopardise capital adequacy, 
through the deterioration in loan portfolio. 
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(h)  Local Market Conditions    
 Borrowing from the money market or capital market is one of the ways to 

overcome capital inadequacy problem. Should the market conditions not 
favour funding for such purpose, banks will lose this main remedy for 
capital inadequacy. However, if the market is ever ready to provide 
funding, bank security can be assured since the capital inadequacy problem 
will not be prolonged and banks can always carry on their banking 
businesses smoothly. 

 9.4 CAPITAL ADEQUACY AND BANK 
STABILITY

The key question pertaining to capital adequacy is the relationship between 
capital adequacy and bank stability since both terms are often treated as 
interchangeable. Example 9.2 is to help you differentiate them. 

Example 9.2 

The balance sheets of Bank M and Bank N are as follow: 

Bank M 
Balance Sheet (RM Million) 

Assets RM Liabilities and Net Values RM 
Cash 60 Current deposits 120 
Treasury bills 120 Savings deposits 100 
Long-term
investments 

120 Fixed deposits 140 

Loans and 
advances

140 Negotiable certificates of 
deposit (NCDs) 

30

  REPOS 30 
  Equity 20 
Total Assets 440 Total Liabilities and Equity 440 
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Bank N 
Balance Sheet (RM Million) 

Assets RM Liabilities and Net Values RM  
Cash 40 Current deposits 320 
Treasury bills 20 Savings deposits 10 
Long-term
investments 

100 Fixed deposits 10 

Loans and 
advances

290 Negotiable certificates of 
deposit (NCDs) 

50

 REPOS 10 
 Equity 40 
Total Assets 440 Total Liabilities and Equity 440 

Which bank has better capital adequacy level, based on the balance sheets of 
Bank M and Bank N? 

Answer: 

Bank N has better capital adequacy than Bank M because: 

 Bank N has more capital than Bank M. 
 Capital ratios of Bank N are better than the capital ratios of Bank M. 

Capital Ratio Bank M Bank N 

Capital/Total assets 4.5% 9.1%

Capital/Total deposits 5.0% 10.0%

Capital/Total loans 14.3% 14.3%

Therefore, can we also conclude that Bank N is more stable than Bank M? 
Before we provide the answer, we should first look at the asset and liability 
structures of the two banks. 

Asset Structure 
From the aspect of asset structure, Bank M has more liquid assets compared to 
Bank N. Bank M has cash and treasury bills totalling RM180 million while Bank 
N has a total of RM60 million only. 
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Based on the above example, we can conclude that capital adequacy is different 
from bank stability. Capital adequacy is just a part of bank stability. In other 
words, capital adequacy is a subset of bank stability. Bank stability reflects a 
bankÊs strengths in terms of capital, assets and liabilities. 

        
Obtain the balance sheets of at least two local banks from their annual 
reports or newspaper. Calculate the following ratios, based on the available 
information:

 Capital to total deposits ratio 
 Capital to total assets ratio 
 Capital to risk weighted assets ratio 
 Capital to loans ratio 

Which bank has better capital adequacy, based on the ratios? Which bank 
has better capital adequacy if you also incorporate qualitative measurement 
into the assessment? 

YOUR IDEA 

Therefore, it can be concluded that Bank M is more liquid than Bank N. Besides, 
Bank N has higher exposure to bad debts since it has more loans and advances 
than Bank M. If the average rate of bad debts of the banking industry is 10%, 
Bank N will have more bad debts compare to Bank M. 

Nevertheless, we have to take into consideration that Bank’s N rate of bad debts 
may be lower than Bank’s M. There is not enough information for us to 
determine the loan portfolio quality of these banks. 

Liability Structure 
From the aspect of liabilities, the deposits at Bank N are considered less stable 
than that at Bank M because Bank N has more current deposits than Bank M. 
Besides, Bank M has a more balanced composition of deposits. 

In view of the above, we can conclude that the asset and liability structures of 
Bank N have higher risk than that of Bank M. With additional information, we 
may be able to conclude that Bank M is more stable than Bank N. 
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Test your comprehension level by answering the following questions. 

The concept of capital adequacy is a vital concept in bank management because 
this concept is closely linked to the concept of bankÊs security and bankÂs 
stability. 

Commercial banks must have adequate capital to assure the regulatory body, 
depositors, borrowers and general public of the banksÊ security. 

Commercial banks need to have adequate capital because capital adequacy is one 
of the key determinants of bank stability. At the same time, bank security is 
closely related to bank stability since a secure bank is a stable bankÊs. Therefore, 
the management of each bank must always strive to have adequate bank capital 
in order to protect the interests of the regulatory body, depositors, borrowers and 
general public.    

       
1. What is the difference between the old CAR and the new CAR?

2. What is the relationship between bank security and bank stability?

3. Explain the relationship between capital adequacy and bank stability. 

Exercise 9.2

SUMMARY


