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CHAPTER T

L\TRODUCTION

The growth of lslamrc banlong ln the recenl past has caught the anenhon of

rclel ant stakeholders Islamlc banks are slowly assmrlahng themsclves m the financlal

s)'stem Not onl) ln l\Iushm countnes, Islamrc bankrng rs also grt)\! tng m Westcm non_

MusLm countnes especlally ln London although there have been fe\\ rcgulatory

bamers (\\'rlson, 2000.)

Islamrc bankng rs advancrng day by day and :s notJust a fad (Moumra & Anas.

2003) Thc Islamrc financral rndustr) rs growlng at rhe rare of 15 percent annually

(Chong & Llu, 2009, Khan & Bhaftr, 2008b) Emst & \-oung, a consultancy and

accounhng f1rm, presumes that dunng tle penod of2009 to 2013. Islamrc bank[rg

assets lncreased at an armual rate of 17 60,6. and b) 2Ol g Nlll flouflsh to an average of

19 70. a )ear (Brg lnterest no lnterest. 201.{) Islaolc financrng ls an emergrng concepr

largely because of tie fact that rt ls ln ahgn wrth customers. socral and rellglous behefs

(Alam,2012) Rlu, Prao and Naml (2012) predrcted that man),Musltm countnes $1ll

adopt the Islamtc financmg replacing thc convenhonal moale ofbankmg and ln other

countnes rt *l1l be uscd to complement the financral slstem

Islamtc financlal s)stem ts bascd on Sbanah (teachngs of the euran and

Prophet ltluhammad (SAW)) Accordug to Greu ngand Iqbal(2008), termrng Islamrc

fi[anclal system only as 'lnterest ftee" does not reprcscnt the concept tuly Interest

free ts the focus oflslamtc financral sYstem, howe\ er other Islamrc la\r.s aDd pnncrples

also go\.tm Asran Inshfute of Frnancc, Malaysla m tt6 study ttrled ,.Rlsk Management

rn Islarnrc Banks" (2013) llsts do\rD followng (i.Le features of ls]amrc banhng \r luch

dlfferenhates lt from conventlonal banlong



1\

Rrsk Detcrmmants of Banks

Prohlbrtton of lnterest (nba)

Prohrbrtton of gambllng and e\cessrle speculatton

TEnsachons could only be asset based or asset backed

Loans and ln',estrnentJ could only be made tnto pro{lucts and senrces

consrdered halil

Accumulatton and dlstnbutton of Zakat

The researchers arc also focusrng on vanous aspects of Islamlc banklng As the

concept of Islamrc banl:rng ls neu. as compared to conventronal banlong. therefore there

are a lor ofresearch areas stlll to be lnrestlgaied (Anffin & Kasslm, 20l l ) They further

commented dtat currently most of the focus rs on product deielopment and Islamlc

banktng performance, a very maJor area ofstudy shll to be e\plorcd 1s nsk management

of Islamtc banls Tlc lttahO ofthe lssue rs enlunced duc to the nohon that lslamlc

banks dlffer from conr cnhonal banls as the] sork under dtffcrent pru1c1ple! and hence

are exposed to drfferent krnd of nsk (Anss & Sanealdtne, 2007) On tlle other hind.

Anffin, Archer & Kanm (2009) conducted a research on 2g Islamrc banks across l-+

countles and concluded that nsk faced by Islamrc and conrentronal banks are srmrlar rn

nanlte. but the dlfference llcs m the ie\,el ofnsks The tro banklng systems are lftcly

to show dlfferent Ievel of rrsks because of the drfference :n thell operahonal theory

(AIam,1012)

Abu Hussaln and Al-Almr (2012) cxamned nsk management practrces of

Bahrarn banks (Islamrc and convenfional) through quesnonnalre techntque and reported

that Bahram bankers are well-lnformed about thc cffectlic nsk management

rmportance They concludcd that lslamrc banks rn Ba]rarn are e\posed to hrgher lel,el

ofnsk as comparcd to thc[ conlenhonal count€rpa.ts analthts dlfference rs alue to the

I



Rlsk Determtnants of Banls

product dlfferentEhon offcred b) the t\o qpes ofbanks The efficlent crprtai market

rs requrred for Islamrc banhng to flounsh ltr a posltl\e manner (\lourura & Anas,

f008) The nsk management technrques used by con'enional banks are not surtablc

for Islamrc banks because of the rnrolr,ement of lntercst \1hereas Islamrc bankrng

prachces are based on Shanah pnnclples (Kiatr & Bhath, 2008a) The nsk factor rs

pafilcularly of cotrcem for thc Isramrc banks as they rack the Isramrc mstmments for

hedgrng purpose (Srddrqur. 200E)

1.1 Isl2mic Batrking principles

Islomrc bankrng drffers ftom conventlonal bankrng m man! wa),s Here are the

malor dlffcrences beh\een the hro $pes ofbalkrng (Rahman. 2007)

Tablc I lshmrc vs conv.Dtron2t

Based on Shanah pnncrples Based on l\{an-made pnnclples

Rrsk shanng behleen tnvestor

entrepreneur

and Pre-determrned rate of rntereii

Charges penalry'1rn addrtron to rnGGt)

tn case ofdefiult

ftlamic B.nkiEg Conventional Batrking

Dorng busrness ,o pu.m...h[ iiif
customers rs thc pnmary objcchle

Lendmgmoney on mtercst rs thelnmfi

Profit eamed on the basrs of fhc

fo ade/provlslon of goods/servrces

hterest charged o, th" ba.o of trnc

In case of default, o;r -harg;

compensahon fee that goes to ihe chanry



fusk Determrnanrs of Banks

Follo\ung are the most commonl) used terms ln Islamlc mode offinanctng

trIudarabeh: A pannershlp berween txo pe$ons r e the one uho pro\ldes the capltal

lRabb Al-NIal) and one vho uses the caprtal (luudanb) The profit of the m\,estment

made bv mudanb ts shared br both accordrng to the agreed contract, houe\ er loss wtll

be bome b1'rhc Rabb-al-maal unless reason oflnvestment far lure ts due to the mudanb,s

calelessness

trIushlrakah: An agreement bel'.4 cen the Islamrc financral lnstrtuhon and the customcr

rn \,,hlch both partles pool ln capltal ln a specrfic rn\estment profits are shared

accoldlng to the agrced terms m the contract, $hereas losses ara shared on the basrs of

each part,'s contrlbutlon ln the caprtal

luuribahah: It rs a sale agteement, rn uhrch Islamtc financtal tnshtutron offers a

product (m possesston) to lts customers at somc agreed profit

Sukik: Certlficates based on Shaflah complrant assets / pool ofassets

Istisnii" Sal. of an object to be manufactured ,, coDstnrcted lt ts the responslblhty of

the manufacturer ro dehver ihe product / commodlty hmel],to the customer pa),ment

to the manufacturcr can erther be madc tn adyance or may be deferred to any tlme as

agreed b) the parlles

IJ;ireh: It ts a lease (rent) ag.eement, offercd by the lslamlc financlal tnsltuhon for an

asset as demanded b) the customer for a speclfjed hme penod The customer pays reDt

for the use ofassets unhl acqured by hlm

12 Isl.mrc BrnlsEg in PekistaD

Islamrc banklng rs gtrorrrng at a fastcr rJte rn Mlddle East and Malaysla as

compared to Paktstan but lt 1s also galnrng momentum In pakrstan (Slddlqur,200g)

Pakrslan rs worktng to overcome ihe problem of shortage of rnvestment ophons m



Rlsk Determlnants of Banks

Islamlc banlis by dc\elopmg shanah based frroducts tbr tnterbank moncJ. market

(Qarum, l0l0) fhe dlsadlmtage of operahDg the Islamtc bank:ng rn tiual svstem,

especlallv uhen the centr.rl bank \," orks on tntetest based system, ts lhat the Islamlc

banks cannot avall the fcclhty ofborrowrng mone\,ftom central benk for o\.emlght and

as a result thcy have to malntaln hrgher reseFes and compromrse on pro6ts (Slddtqur.

2008)

The first e\.er Islamlc baili establlshed $as Dubal Islamlc Bank rn UAX r\hrch

stafied tts op€rahons tn 1975 Islamtc banklng started \\,orkrng ln pakrstan after Slate

Bar ( ofPahstan lssued hceDse to Nleezan Bank Ltmtted rn 1002 ro start rts operahons

as fuIl-fledged Islamrc banl< Currently therc are 19 Islamrc banktng tnshrubons wlth

1,200 branches offenng wlde mnge ofproducts and seruces and makc 10. o oforerall

banlmg system (Strategrc Plan Islamrc Bankrng Industry of pakrstan, 201.1) Islamlc

banlong rnshtuhons work rn follo\rng three drfferent forms

r Full-fledged Islamrc banks

1r Islamlc windo\\.s ln conventlonal banls

1r1 Islamrc substdlanesofcon\entlonalbaDlis

There arc five firll-fledged Islamrc banks cu[cntl) \r orklng ln pakrstan namely

\leezan Bank Lrmtted

Al Baraka Bank

BanL Islamt Pakrstan Llmlted
BurJ Bank

Dubrr Islamlc Banli

1.3 Focus ofth. Stud)

The current stud) focuses on the determlnalts of nsks faccd by full-fledged

Islamrc banks operahng m Paktstm and selecled convenhonal banks of pakrstun



Another aspect rs to compare the

those of conventloDal banks

l -l A Bri.f St2tcm.trt ofRcse.rch problcm

To e\amme the factors contnbuttng to lhe nsk berng

Islamlc banks operatrng m paktstan orer a pcnod of2006 to

factors wtLh those affechng con\enhonal banks

Rtsk De terrnnants ofBanks

determlnants rffeclrng the Islamlc banks nsks rrth

faced by thc lnll-fledged

2014 and companng tbc

1 5 Objectives of thc Study

The oblectlles of the current study arc mamfold Thc researcher pa(rcularl)

endeavors to stud\ the nsk deternlnants oflslamrc banls and ln E),rng to achle\e thrs

objecttle, thrs sfudy arms to examne the folloung

. Determlnants ofhqurdlty nsk and credlt nsk faced by Islamtc Banf,:s operatrng

rn Pakrstan

. De[emlnants of hqurdtty nsk and credlt nsk for selected mne convenhonal

bad(s operahng rn pakrstan

. To compare thc detcrmhanB of Islamlc banks'nsk w'lth those ofcon\entronal

banks

1.6 Sigtrificatrc. ofth. Study

ManagDg nsk has been ldenhfied as the key area for financlal mshtuhons The

nsk faced by the banks ts of pnmary conccm to the pollcymakers as t}rc financral

stabllrty ofbanks rs one ofthe mdlcators ofthe economy,s performance (Ho\, Kanm,

& Vcrhoeren,2005) Fellure to manage nsk properly rs constdercd one of the major



Rtsk Determlnants of Brnks

Another aspecl ts to comparc the determlnants affechng the Islamlc banks, flsls wtth

thosc of conventtonal banks

I 4 A BriefSt.(.mctrt of R.s.rrch probl.m

To examlnc the factoE conlnbuttng to the nsk bclng faced b),the full,fledged

Islamlc banls operatrng ln pakrstan over a pcnod of2006 lo 20l4 and companng the

factors \lth those affecttng conventtonal benks

I 5 Oblcctivcs of thc Study

The objectrves of the current stud\ are mantfold The rescarcher padlcularl)

endeavors ro stud\ the nsk deterrntnants of Islamlc banks and ln tDlng to achle\e thls

objectlve thrs studv atms to e\amrne the follo$lng

. Determtnants ofllqurdlty nsk and credlt nsk faced b] Islamrc Banks operatlng

rn Paklstan

Determrnants of llqutdtg nsk lnd credlt nsk for selected nrne conlcntronal

banks operatlng ln Paktstan

To compare the dctermrnanls of Islamrc banks. nsl \ rth those ofconvcntronrl

banls

1.6 StgDificaDc. ofth. Study

Irlanagrng nsk has becn ldenllfied as the ke\ area for financtal tnstrtutlons The

rrsk faced bY the banks rs of pnmar), concem to Lhe pollc\,malers as the financral

stabrlrq ofbanls rs one ofthe lndlcarors ofthe cconomr,s performance (Ho$ Kanm,

& \/erhoevcn,2005) Farlure to manage nsk properl\ ls constdered one ofthe ma;or



Rrsk Determlnants of Banks

causes offinanctal cnsts ofbanks aDd thercfore, therc ls a need to explore thts arca of
study (Abu Hussarn & Al-A;mr, 2012)

South Asra ls one of ihe cmergtng centers of the Islamlc banklng (Kian &

Bhath, 2008b) and there ls a lot of scope for research rn thls pan ofthe world for thc

area of Islamlc finance The prc.!,lous studres on nsl management are mostl] ln US ard

westem countles usrng the data from con\'elltronal bantr(s The sfudtes focusrng on

Islamrc banlcs' nsks are based on data from Malat,sra (Ahmad & Ahmad,2O0.l. Ho!!

et al , 2005). Indonesra (Ika & Abdullah, 2011), Bahram (Abu Hussarn & Al-A1rru,

2012- Samad, 2001) and Bruner Darussalam (Hassan, 2[,09) Other rcsearch hare bEEn

camed out related to efficrenfi,and performance (Ghannouct, Ft()rdeltsr. Molltreux. &

Radrc.2012, Tal 201-1, Z.ltun.2012) or financ*l charactenstrcs of Islamlc banks

(Merr.ally, 1997) The srudres from pakrslan col,er the penod before 2010 ha\ rng small

sample s1ze (Ahmed. Akhtar& Llsman.2Ol1. Almed, Aluncd & Naqrr 201l.Alhtar

Ah & Sadaqat, 2011)

To the best ofmy kno*ledge. thrs ls the first stud\ to find the detemrnants of

nsks berng faced by Islamrc banks ln paktslan cor enng nrne vears ofdata (1006-10l+ )

Thrs stud), \r'rll thus help to undersiand thc relaionshlp behveen Islamrc financmg and

nro major twes of nsks rn ahc conte\t ofpakrstan and consequcntl],r\ 1faclhtate the

Islamrc bankmg execuhYes and professronals to better understand ihe nsk factors

assoclaled \1th Islamtc banks of paklstan They $rll be able to devrse stategtes and

pohctes related to nsk management rn a beftcr \\av to mrntmlze the rrsk



Rlsk Determrnants of Banks

mtemal and e\tcmal stakeholdcrs Ltquldrty nsk anses ftom both lntemll and exiemal

factors because ofthe nature ofbankrng operahons (AIl, 2OO4)

Galev, Schuermatur and Strahan (2009) dcduccd that baDls are not rn hrgh nsk

posrhon rf thelr transactloDs deposrts are on htgher srde, $ hereas banks ficlng Itqurdlt)

nsk qlth lo\\. ftansactlons deposrts \rll be erposed to hlgh level ofnsk Islamtc bar*s

ofMalavsta are less nsk, than thetr coD\€ntlonal counterparts and are found to be rrore

profitable (R)lJ et al , 2012)

How et al (2005) reported that Lqurdrq,nsk has srgnrficant and poslhYe

relahon wlth loan vola(lhty and equlty to total assets raho They furLher slated that the

hqurdltJ' problems ln Islamlc banks a.se marnry due to t$ o reasons F'.st, they cannot

borro{ monev from central banli {lue to the tnvohement of lntercst thus they are left

u rthout the lender of last resort facthLv and hrve to rely on thelr oi\n funds Second

narro* Lne of financral mstruments offered b) thc Islamrc banl,s as compared to

con\enhonal banks hmrt therr dtrcrsrficahon due to \rh1ch they cannot match the

deposlts and loans Thc or y mone) market msfument ar,allable for Islamlc benls rs

shorl term murabaha and therefore, [slamrc banks need to ha\e better mechanrsm to

address the hqurdro rssue (AIss & Saneddrne, 2007) Khan and Bhat! (200Ea)

suggested that the [slamrc bari]is should \ork on nsk maDagemenl technlques and to

rmpro\e therr llquldrt)' Holv et al (2005) found tl*t trtararsran banks offenng Islamrc

financlng ha\e lou er ltqurdlt, nsk and the reason ls the banhng sfiucfure ofMalalsu

In Melalsta, Islamlc banks have beetr gl\en flcxrbrlrtl rn holdrng hqurd assets as

comparcd to conYenhonal banls, and the presence of Islamlc mone), market also solvgs

the lrquldlty problems for Islamrc banks Thc central bank also comcs in to rescue the

lslamlc banks and protrde financlal help ln case of hqurdlty probtems Srmrlarfindrngs

hcve been reporred by Loghod (2010) for GCC Islamrc banks Ilassan and Mohammed
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(2007) found that commercralbanks ofUAE show lower levelofhqutdrry nsk Samad

(2004) examtned slx Islanrc baolis anal fiftcen con!enhonal banks from Bahratn for the

penod 1991-2001 and found that there ts no \anahon tn tems of ltquldlty for both

Islamtc and coDyenltonal banks

Islam and Chowdhury (2009) compared an Islamrc bank and a conventronal

banli of Bangladesh for the penod 2003-2006 and found that Islamrc bank shou,ed

befte( Lqildrty management Ika and Abdullah (2011) compared Islamrc and

convent,onal banks oflndonesra ftom 2000_2007 and the results ofthetr study shoq,no

drfference rn both q?es of banlc e\cept for hqutdlq and deduced that lslamlc banks

c\hrbrt more Lquldltv than convenfloDal bank Ttese resulh are also supported b), the

research ofHo\r'et al (2005) ustng Mala],sratr banks as sample Srmtlar findlng ha\e

been reported from Pakrstan by Hun;ra and Bashrr (2014) rl,ho examlned Islamtc and

conventlonal banlcng fmanclal analysls for the penod 200g-2012 and found that

Islamrc banks are more hquld and possess more ltqurd assets rn companson $1th

convsnholal banks Thcy further deduced that conr.enhonal banks are more nslq and

less solient thrn Islamrc banks In a stualy conducted by Iqbal (2012) on IlqDrdl$ nsL

of Islamlc and conYenhonal banlG ofpakrstan for 200?_2010 rncludes 5 Islamrc and 5

conventlolal banlis ustng mhos and rcgrcsston ana]],sls The results ofhrs research

shoq' that Islamtc banks are n a better posrtron to repav lts debt and hence are better

plcced as far as hquldlty ls concemed as compared to con\entronal banks Tle

regresslon results of the study sho$ that non_performrng loan ratro ts slgntficantl)

poslhvel) related to hqurdrtl nsks for botl rypes ofbanLs

On ihe contra+ Hanrf, Tanq, Tahrr anal Momeneen (2012) studFDg Islamrc

banks \s coDvenhonal banks of pahsan for the penod 2005-2009 and found thar

conl'enttonal banks perform better rn tems of llqurdtr) Thcrr findtngs are also

t0
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supported by Ak}tar ct al (2011) qho cxplored hqurdrty nsk management for Islamrc

vs convenhonal banks ofPaklstan for thc pcnod 2006-2009 usrng regreslon analysrs,

iherr results show that conlenttonal banks are found to bc befter performeE ln terms of

hquldrfy nsk management than Islamlc banlG

Crcdit Risk

Credlt nsk ls defined as the nsl that there ts as possrbrhB that a pcrsol ,

compan] \{rll not pay back the mone), as per the contract agreement (\/an Grcunlng &

Iqbal, 2008) Credrt rrsk ofbanJis has become more rmportant irfter the financlrl cnsrs

(IGbrr. Worthmgton & Gupta,20l4) Lrke conventronal banks. lslam rc banks also ha\c

to encounter the credrt nsk and rt ts of the utrnost conccm for Islamlc barlis (Hassan.

2009, Srddrqur,2008) Anss (2010) analyzed the compehh.ieness oflslatrxc banls D

compa son $rtl con\ enhonal barilG of l3 countnes for 2000-2{)06 and concluded that

Islamrc banks' assct stde malnh conslsts of financlng actl\1tres and ha\e better

capltahzahon The financmg modes based on Islamtc p nclples are hnlied lrtth louer

credrt nsk malnly because of sales based asset srdc and profit shanng based deDoslts

(Ho* et al . 2005) The resulrs of ther study sho\l thcr the credrt osk rs tnfluenced bv

Islamrc hnancrng The banls qtth lslamtc imanctng hare lo\er credtt nsk and th€

rcason clted ls the profit sharing based banklng md the fact that Malavsran bankrng rs

domrnated bv Nlurabaha modc offinancmg as agarnst l{udharabah, Musharakah Ilara.

and Ba),'al-Salam mode of financlng m \r'hlch financer puts all of hls lNestmEnt at

stale

Beck. Demrrgug-Kunt and Merrouche (2013) compared Islamlc and

conlenhoral banl(rng usmg the sample of 510 banls for the penod 2005-2009 across

l2 countnes and thelr resuhs sho\r ihat lslamtc banks perform better m temN ofasset

II
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quaLty and caprtallzatlon Commcrclal banks ofUAE are found to be good ln managmg

crcdrt nsk (Hassan & Nlohammed, 2007) Islemlc banlis of Bahraln are also founil to

be less nsly for credrt nsk as compared to conventlonal banks (Samad. 1004) He crtcd

sevcral reasons for Islamlc banks to perfom better fot credlt nsl He polnted out that

better credrt nsk pcrfornance rs malnly due to ihe fact that Islamlc banks keep thelr

equlq per caplta on lugher srde and sccondly as the ne\I entrants to thc markers. the

mtnagement of Islamlc banks knou s that the), ha\ e to perform befter rn order to reram

the credrtabrhtv among the[ customers The Islamrc banks are expectcd to ensure

credlblhq and feaslblllt, check for ne$ proJects because of .no assued. reh.Im (How

et al 200-s)

Banks' nsk goes up \rrth the rncreasc rn loan (:Foos, Norden & \\'ebe..2010)

Aimad and Anff(2007) studled credrt nskdetemrnanLs across drffcrent de\eloped anal

developrng economtes and found loan loss prorlslon to be hlghl), slgnlficant for credrt

n sk \\ herea s thetr rcsults shol^ that le.! era ge ls no t a iletermtnanl of cred rt nsk The)

further concluded that credrt nsk for developed economres I5 lo\\er as comlared to

developmg economtes

Kabrretal (2014)comparedcredltnskfor3Tlslamrcbanksacross l3 counruss

for the penod of2000 to 2012 usrng drffercnt techruques and found that *,hen usmg

\{crton's dtslance,lo-default N{odel. credtt nsk ls lo\\ er for Islamtc banls as compared

to convenhonal banks On the other hrnd. Islamtc banlc tend 10 be hrghcr credrt nsk

slde luth the use of Z-score and non-performlng loan ratro Hence. the), concluded

mcthodolog), emplo) ed for crcdlt nsk cffects the results for crcdrt nsk oflslamrc banks

Thc proxl olnon-performrng loans has been wrdel) used for measunng banks,

credlt nsk Samad (200.+) termed ll as the most lmportant measure for credlt nsk as tt

measures the doubtful loans lnthe banks,portfoho Astudyconductedb),AIam(2012)
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companng the rl,o banklng s)stems, concluded that banl< rnefficrency ts posttt.r.el),

relaled wlth nsl for con\.enhonal benks. Bhereas negah\el) related \r1th nsk for

Islamrc banks Sald (2013) examrned the relahonshp bct\i een effictency and nsks of

Islamrc banks m \{ENA reglon for the penod of2006-2009 and deduced that crcdrt nsL

and efficlenc] are negatrlely related Almed, Akhtar and Usman (2Ol l) studled nsks

assocrated \r1th Islamlc banks of Palostan for the penod 2006-2009 and summanzed

that non-perfomlng loan ls uot a slgrtrficant determmant of cred( nsl \\,htle

management efticrencv ts found to be negatl.!el) related to credrt nsk

Ahmad and Ahmad (200.1) c6lnpx11g the Islamlc and convcntlonal banks o[

Nlalavsra. found that lelerage ts not a slgnlficant determmant of cicdlt rlsk for boih

tlpes of banks *hereas for Islamlc banks. credtt nsk t\ poslh\ely affectcd b),

management effictenc) and for conventlonal banls, rt rs negatrtel), rclated to

management efficrenc) Credlt nsk oflslamtc banlis ts negahl,ely affected b],loan loss

pro!1sron On the odcr hand, credlt nsk oF conventtonal banks ls posthvel\ and

slgnlficantl) affected b) loan loss prollslon (Ahmcd & Ahmad 2001) Baele. Farouq

and Ongena (201.1) conducted a research on Islamtc Iom default pattem m pakrstan aDd

concluded that default mte ts lo\er on Islamlc loans as compared to conlenttonrl ones

Con\entlonal banl's m Palostan are found to be \\orkrng more effictenth as compared

to Islamrc banks for penod 2008-1012 (Hun;ra & Bashrr, 201.1) HamI et al (2012)

deduced that Islamtc banks arc pedormlng befter ln tems of credtt nsk than

conlenhonal banks Small Islamlc banks perform better and carYv less default sl as

compared to Islamlc banks and reason for th1s rs ihat Islamtc banks mosth,reh,on

customers *ho own small bustnesses and hence there are less chances of defaull

(Abedrfar. Ebrahrm. Molyneu\ & Tarazr, 201.t)
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Corseth, Pesenh and Roublnr (199E) unde(ook a study to find the detemrnants

of the Aslan cnsls and found vanous factors causrng tie cnsts mcludtng the non-

perfomrng loans Loan commrtments \rere found to be thc largest source of creallt nsk

for top 20 Japanese banls (Kiarnbata & Bagdr,2003)

2.3 l\Ierkct Risk

Tfuee determtnants ofmarket nsk are rnterest rate nsk, e\change rate nsk and

eqDrtv nsk Intercst rate nsk (lRR) for banks ts defined by Ballester Fener, Gonzilez,

and soto (2009) as "the nsk that lts rncome and/or market ,,rue wl[ bc adversery

affected by lnterest rate movements " l\{rdua and Zarruk ( 1995) demonshated that the

lnterest rate rlsk ofbanls \?nes from counk\ to country Although Islamrc baDls are

not based on rnterest rate system but even Lhen they mlght be affected b),movements

rn mterest rate as argued b1, Rosly (J999) He documented rhat the Islamrc banls lD

Malalsla are marnl) financed b] fi\ed rate asser (Murabaha) and most ofthe asset slde

of Islamtc banks ls not senslh\e to market changes * hereas the Labllt(les srde ol the

Islamrc baritris ls sensrh\€ to tnterestanal marketchanges Therefore, changcs rn lnterest

rate affect the Islamlc banks Thls has been e\,rdent from the fact that dumlg ihe penod

\\ hen rnterest rate 11rs nstng. the profits ofBank Islam Mala] sta Iell

Chor, Elyasranr. and Kopec$ (1992) exammed the 4g largest US banJ<rng

rnstrtutrons co!enng the penod from 1975 to I9g7 to sfud), the mpact of rnterest rate

and e\changc rate on the banks. stock ratcs of retums Ther results tndrcated that stock

retums are negahvelv affected b1, the changes rn short lerm domeshc rnteresl rate Thcr
resulLs further suggested that percentage changes rn exchcnge rate rs negaht,ch related

to stocl retums before the October 1979 pcnod and after that, thts relatronshrp showcd

posltte reiatlon The authors e,r.plalned thal thls change tn the rclatronshlp mlghl be

t.l
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duc to the fact that dunng thls hmc penod, bankrng s),stem \\,ent dor[n from posltlve

net posltron rn forelgn cu[encres 10 negahve netposrhon

Atrndahou and GueFc (2001) lnvesttgated the relahonslup between Canadtan

banks' stock retums and the exchange rate changes usug the data from sL\ Canadlan

chartered banks TIey found tlle exposurc of Canadtan banks, stock rehrm to the

e\change rate changes Thelrresults suggesta posrtr\e and stgnlficant rclatton betBeen

banl<s' stock rctums and Cmadran dollar appreclatton

E\change rate betas \r'ere found mote stgntficant as compareal to uterest rate

bera for 59 large US commerctal banlis for the penod of 1975-t 992 (Chor & El) asram,

199?) Chamberlarn, Houe and popper (199?)companng the e\change rate sensltr\1q

between LiS and Japanese banls. found ihat most of the LIS banli holdng compantes

are sensrltve to e\change rate chanqcs as compared to Japanese banks Only fe\\

Japanese banks 11 ere found to be sensttr\e to e\change rate The authors crted drfferencc

rn operahon and rcgulatoD condlhons ofthe hvo countnes as reason for the contrashrLg

results
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CHAPTER 3

RESEARCII METHODOLOGY

3 I Data Tlpe .nd Sourcc

The study uses sccondar), data collectcd ftom antrual reports of banf,s and

financltl statemcnt analvsls lssued by State Bank ofpahst2n Data formarketnsk B.as

not avallable because only t\o oftfie fi\,e Islamrc banks (Banli Islaml and Meczan

Bank) are hsted rn stoc k exchange and the tr o banks , data ls not sufficlent to smd) the

market nsks' vaoables, thcrefore thrs stucly rs confined to the anahsts ofh\o Dsks r e

hqurdrly and credlt nsks Accountmg mhos arc found to be good rndrcator lbr

measunng banl('s charactenshcs as concluded by Olson and Zoubl (100g) They used

the accountng rahos to compare betwecn Islamlc banks and convenhonal banks of
GCC regron for th€ penod 2000-2005 and lnfered that use of accountlng .atos ls

helpful In de\'eloplng countnes as qell

3.2 \'rri.bl.sD.finitions

In determtnlng the llqurilrt\ and credrt nsks. follo$rng mdependent \anables

havc been ldenhfied based on prevtous sfudtes

Trbl.2 V.n.bt.s
Ind.petrdcDt \,.riabl.s

depostt volat lry'

loans \olahht,

baDt capltal

proporhon ofloan to depostt

Credrt Rlsk mnnagemenl efficlenc),

loan loss pro\.rslon

Dcpctrd.trt variable
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In followrng sectron, prox,es used for hqurdlB,nsk and credlt nsk and therr

detemtnants hat,e been drscussed

3 2I Lryudh, R.l'k

Liquidrt] Rrsk (LR) ls consldered to be of vltal lmportance for anJ, firm and

spcclfically for bankng sector It ls calculated as tle raho oftotal hqurd asscts to total

llab lttes ofbank The htgherthe rcho. the lowerthe bank.s lrqurdrq nsk Lrqurd assets

rnclude 'cash and balances wtth treasury banLs anal balaDces rvlth other baiks.

Dcposit Vohtiht] @\,OL), calculated as volahlo, ofdeponts (measured by standard

deudtlon) drvrded by total assets of bank. shous ho\'much deposlts are contnbullng

towards the assets

Loan Vol2filitv (LVOL), calculated as \'olahht), of loans (measured bl, standard

devlahon) dt\1ded b! total assets of bank Nct loans (adlances net of prortslon) of
con\entronal banks are consrdered for thrs ratlo In case oflsldmlc banks, tle \alue of
'Islamrc financrng and related assets_net, ls taken for th:s raho Hrgher raho meam

bank's rncome marnl] come fiom loans and lnl estrnents \\hereas banl(s tlrih lower Ioan

to asset raho means therr source ofrncome ts fiom drtcrstfie<l non raterest ean ngs

Crpitrl (CAP) rs the book value ofequify dlrrded bv total assers, rt ls ihe measure of
assets amount financedb) thetn\estorsre ln case ofitquldahon. ho\\ much tn\esto$

$rll recel\e

Proportion of Lorh to Deposit (LTD) 1s the ralto of (nel) lodns io total deposlts of the

bank For Islamrc banks, .Islamlc financtng and related assets_net, rn place of loans rs

consrdered u,hrle calculahng the ratlo llt€lherthe rato, hlgher rhe probabrllt), that banks

17
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mrght not be able to firlfill afly unexpecled fund requuemmt, tf ihe raho 1s too low,

banks mlght not be eammg as much as they could

322 Credrt Rtsk

Crcdit RIsk (CR) represents asset quaho ofa barili. calculate<.| as non_performlng Ioan

(NPL) for the current vear to total loan of thc bank NpL has been classrfied as

'Ad\ances non-pcrformmg ,,classlfied, on balance shcet of banks anil gross advances

figure has beell taken for total loans In casc oflslamtc banks, non-performlng under

the head of'lslamrc financlng andrclated assets ls used for NpL and .Islamlc finanumg

and related assets rs used for total loans

Nlanagcmcnt Efliciency (MGT) rs the mho oI operahng rncome (mterest rnconre +

non-mterest tncome) to total assets ofbank and measures ho\y \\ell the management ts

unllzrng bank s assets to make profits Boti mtercsl and non-rnterest lncome ls b€rng

used because noN a large pomon of banl,s tncome come\ from fee tncome (non-

rnterest based tncome) ln addlhon to tnterest rncome For Islamrc banls. toral lncome

fi8ure liom tncome statement has been taken as the concept of rnterest tncome rs lrot

present rn Islamtc mode offinancrng

LoeD Loss Provision (LLP) ts calculated as loan loss prolrsrons (pro\ rslon agatnst

adlances) to total loans (gross ad\ances) of the bank. thls raho measures ho\\

successlul the banl ls tn getttng back rts loans lor Islamrc banls, pro\1sron agalns t non

performrng Islamrc financtng fnd relate assets and IsJamrc financrng and rclared assets

hJ\c been used lor loan loss provtsron and total loans respectl\,ely

Levcraga (LEV) rs calculated as the ra[o ofter 2 capltal to tlcr 1 caplta] ofbank, uer

I caprtal tncludes share capltal and un-appropnatcd profils and trer 2 capfial lncludcs

resenes arld others The hlghcr the rarto, thc hrgher th. credlt nsk

l8



Rrsk Dctermlnalts of Banks

3.3 Theorctic.lFramcwork

331 Lqw&ty Rl'sk

Followtng Angbazo (1997) and How et al (2005) the raho of hqurd assets to

habrhtres ts uscd as a proxy for hqul&ty nsk (LR) Four dctefiunmts ofllquldlty nsk

used are deposrt volatrtty (DVOL), loans volahlrty (LVOL), bank caPital (CAP) and

proportron ofloan to deposlt (LTD)

LR= lo+ \1 DVOL+ tr, LVOL + x] CAP+ tr1LTD + €

LR = the raho of total hquld assets io total habrlrtres of bank

DVOL = volahhty ofdeposlts (mcasuedby standard dcvra hon) dlvlded by total assets

ofb k

LVOL = r'olatrllty of loans (measurcd by stanahrd deuahon) drvlded by total asscts

ofbank

CAP = the book \alue ofequrty dtvlded by total assets ofbank

LTD = thc raho ofloans to tot2l dcposrts ofbank

Based on prevrous studles, all thr four detemlnants of llquldlty nsk arc

expected to have posltlve relatlonshP wth llquldrty nsk (How et al , 2005. wetmorc,

2004, Wldagdo & Ika, 2008)
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Deposrt Volatlhty

Bank Caprtal

Mod.l for Lrqurdity RIsk

332 Credt Rtsk

The proxy used for credlt nsk ls non_Perfomlng loans to total loans (Ahmad &

Alrmad.2004, Ahmed, Takeda, & Thomas, 1999, Bcrger & DeYoung, 1997) The

aletemrnants for Credrt Rrsk uclude management cfficlency GUGT), loxn loss

provlslon (LLP) and levetage (LED (Ahmad & Ahmad, 1004, Ahmed, Takeda, &

Thomas. 1999, Porte, & Chrou. 2013)

CR= Xo+ trrtr{GT+ IrLLP + IrLEv + €

uhere

CR= non-perfommg loan for ihe current ycar to total loan ofbank

MGT : operahng rncome (lntercst lncome +non'mterest lncome)to total asscts ofbank

LLP = loan loss pror1srons to total loans ofbaDk

LEV : trer 2 caprtal to her I caPltal ofthc bank

Basail on hterature, LLP and LEV are expected to be posltlvcly relatcd to crcdrt

nsk(Almad & Ahmad,2004, Almcdetal,1999, Porter & Chrou,2013) Management

Loan Yolahhty

LIQUIDITY RISK

Proporhon of Iran
to Deposrt

20



Efficrency (NIGT) rs expecred to be negahvely relatcd

Ahmad, 200-1)

Rlsk Determlnants of BanlG

to banks cre&t nsk (Almad &

Leverage

IIod.lfor Cr.drt Rrt

3.,1 ElpothcscsD.v.lopm.nt

lD thrs stud), h)?othesrs tesrrng techntque wrll bc used H)?odesrs Is defitred

as "a supposttton of proposed explanaUon nade on the bas$ o_f lrmied evden(e us a

slarttng poDt for further nyestgauon,' The followrng hypotheses hare been

developed to be tested Iater rn the study

H1 Deposlt Volahlrty rs a determrnant ofLrqurdrty fusk

H2 Loan Volahhly rs a determlnant ofLrqurdtty Rrsk

Hl Bank Caprtal rs a detcrmhant ofLrqurdlty Rrsk

H.l Loan to Deposlt Proportton ts a dctermmant of Llquldlty Rlsk

H5 Management Effictency rs a dete[r]lnant ofcredrt Rlsk

H6 Loan Loss Pronsron rs a determtnant ofCrcdtt Rlsk

H7 Irvemgc ls a determlnant of Crcdlt Rlsk

21
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H8 There ls a dlffercnce ln hqurdlty nsk determmants bet\r een Islamlc and

con\enhonal banks

H9 There ls a dlffercnce tn credlt nsk determrnants bet\reen Islamrc

banks

and conrcnnonal

3.5 Sampling

The shrdy il l co\er data llom five full_fledged Is]amrc banlis operatrng

Paklstan and ftom the mne convenhonal banks, o!er the penod of2006 to 201.1

The five Islamrc banks undet constdcrahon are es follows

1

l1

rIt

N{eezan BlnL Ltmltcd
AI Baraka Banl
Bank Islaml Pakrstan Lrmlted
Bu! Bank

Dubal lslam]c Bank

BurJ Bank started tts opeEnon tn lO0?, so ls data ts consldered Iiom 2007-2014

Out of21 con\enhonal banks operatlng ln paktstan, 9 bank ha\e been selected for tlns

stud).on the basN ofstze, measured by natural log ofasset slze wlxch are comparable

to that of five Islamlc banks Asset sue rs bclng controllcd because companng large

conventloflal bants itlth Islamrc banks may affect the outcome of the shrdy. thereforc

for better relhblllty bants of comparable slze arc belng taken rs sample A det"ll of

asset slze ts showl below ln Tablc 3

T.bh 3 
^ssct 

SIz. ofBaDri
Islemic Banks Neturd log of Asscts

AIBARA(A (PAKISTAN)iI1vIITED 't7 51270353
BURI BANI( LIMITEI) 17 01661001
BANK ISLAMI PAXISTA}I LI]\IITED 17 55-183956

DI-IBAI ISLAMIC BANK PAKISiAN'IUIT'b_' -iI7 N
I8 89166596
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The benchmark value for natural log of assets has been set as 19 for selectton ol.

conveDtronal banks On the basts of thls cntcnon, follo$rng nlne banLs ha\e been

selected for further lnrcshgahon

I

1t

lll

1lt

vlll

rx

Frst \Yomen B.nk Ltmrted

The Bank of Khyber

JS Bant

(ASB Bank Llm(ed

MB Bank

Samba Banl< Lrmltcd

Srlkbank Lrmrted

Sonen Bank Llmlted

Summtt Bank

Conventional Batrks

FIRST WO]IIEN BANK LIMITED 16 -11502753
NATIONAI BANK OFIAKISTAN 20 6 r 179386
TTIE BANK OF KH}BER
TIIE B,{NK OF PLI}.IJAB
AILIED BANK LIt\trTEa t9 9i002006

19 4393117
BANK AI-ITABB 

'N'{ITED
19 4696719s
19 85861E86

FAYSAI BAITK LIMITED t9 23192013
ILTBIB BANK LIMITED- 20 7-1696818
HABIB METROPOLITAN BANK LIT,,IITED t9 28646256

1',7 6763'7t15
17 886-{4494
20 t5291Os6

1',7 06274199
I8 10137995

SONERI BANK LII,IITED- r8 s268368s
STANDARD CHARTEPG-D BANK?FAESTAN)
LIM]'IED 19 52613138

l7 98183r0S
I]NITED B-ANK LIMITES 20 396tt9t5

8 t 517593
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3.6 Time P.rio.l

Thc trnle penod of th$ study consrsts of data trom 2006 1C) 20l.1 (both

hcluslve) Thrs research focuses on Islamlc banls. rt was neccssary to look at rhe dakt

ava ablhty oflslamrc banks Only one Islemrc bank,s data (Meezan Banli Lrmrted) rs

avallable for the year before 2006, thcrefore thc study co\ers tle pcnod ofpost 1006

The latest data avatlable rvas for the lear 2014. therefore ihts study co\ers the pcnoal

of 2006-2014

3.7 D.ta CollcchoD

The data for hqutdlty nsk and credlt nsk and therr determlnants \as collected

ftoln the annual reports ofthe banks

3.8 I)ata Anellsls T.chniqu.

Frrst. the rattos bemg used for nsks pro-cres atrd thelr determrDcnts *ere

computed Next, to determme the factors contnbutlng to\rards the llqurdlq, nsk, credlt

nsk and market nsk, mulhple regresslon model (OLS) ivas emploled uslng Eue\\,s I

used dumm] ranablc whrch takes rhe taluc of I for Islamrc banks and 0 for

convetrtlonal banks

Before runnhg the regresston model, I checked the multlcollmeant) of the

detemmants ofboth the dependent tanables and found that !anance lnflahoo factor of

all the lndependent Yanables was lcss rhan 5 confirmrng that there ls no

-multlcolllncanty rn the data The hctcroskadastlctty tesr rejected thc null of

heteroskadashclty Both heteroskedastlcl!y and autoconelahon of unknown form were

corected usmg HAC Consrstent Covanance (Newey-West)
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CTLI.PTER.{

E]IIPIRICAL RIST'LTS

4,1 DescriptivcStatishcs

Descnptlte Stahshcs of the lquldlty nsk and creaht nsk vanables are presented

m Table.l and 5 respectlvely

Mean value for hquldlty nsk ts 0 129 and rt rakes the maxrmum value ofo 576

and mlnrmum lalue ofO 036 The arerage for credlt nsk for all banls ls 0 l2g and tts

mil\lmum valuc rs 0 630 and mlntmum \alue ts 0

Trbl.,l Lrqurdrty Rrsk dctcnrutratrrs-DGscrrptr c St.tNtrcs

LR DVOL LVOL CAP LTD

I\rrnrmum
Sld Dev

9 1?ggg1 0 0s2600 o 054162 o 14s014 0 6os0s6
9997-111 0 074361 o 039sss olos815 0610884
9?!99?! o 282273 o 1e4086 0 s43147 1 28e048
9 9l91lg 0 000000 o o0o1s3 o 002868 0 oo0ooo
0 092422 0 069020 o 047.t74 o 1o77og o 176414

Tzbl. 5 Crcd't Rrsk d.tcrmiDrrrs-D.scnphrc Srroshcs

CR [itGT LLp LEV

l\,4ean

Medran

Mrnrmum
Std Dev

0 128094 0 029891 o 086520 o 004742
0 096023 0 034213 o 064097 o 050387
0 630483 0 098495 o 403253 48 77666
0 000000 -0 040290 o oooo0o .64 548480110506 0 0221A9 o 079264 7 592161

4.2 An.lysis ol Results

Tablc 6 rcpresents the regresston results for hquldtty nbk determhants for all

banks l e both Islamtc and conventronal Dummy vanable ls also hcluded ln thc

results Dummy venable takes the \alue of I for Islamrc banks and 0 for conlenhonal

banks
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The results 1n table 6 tllusfates that CAp and LTD are onlv s:grrficant

detcrmlnants of hquldtq nsk Thc dumm) \ anable ls srgnrficant rmpl}]ng that Islamrc

and conventloflal banks harc drFferent ]lqurdrq nsk determrnants The results fbr

dumml ranable fu.ther lndlcate that Islamrc banks have hgher llquldlfy nsk as

compared to conrentlonal banks Tlese results are conststcnt l\lth those of Akhtar et

al (2011) and Hanf et al (2012) Howcrer tiesc rcsults are con[ary to the studres

takeD rn IndonesE (Ika & Abdullah, 201 l) and Malaysla (Ho\\ et al , 2005)

Tablc 6 R.grcssron R.sutts ofLquidrry nsk.nd rts d.tcrmrnrnt,

Coefficrenl Std Eror t-Slalrstrc

Lrourdrtv Rrsk
DVOL
LVOL
CAP
LTD

OUMI\IY

0138193
0 120090
0 199624
0 3s2007

-0 171227
0 049208

0 0s0972
o 205134
0 233973
0 114989
0 082079
o021541

2711160
0 58U24
0 853191
3 061223

-2 086127
2 28/,380

0 0077
0 5594
0 3953
0 0a27
0 0391
a 0241

Table 7 reprcsents t}c regressron results for credtt nsk determDants for all

banks le both Islamrc and con\enhoDal Dummy ranable ls also tncluded m the

results Durtuny vanable takes the value of I for Islamrc banls and 0 for con\eotlonal

banks

The results ln table 7 tllustrates th.t loan loss provrsron (LLp) ls the only

srgnlficant determlnant ofcredtt nsk The dummy r,anable ts not ng ficantm thls case

showlIIg that credlt nsk of Islamtc and con\ entlonalbanks ls affected by simtlar factors

The beta result for dummy vanable tndlcates that Islamlc bar is havc lo\rer credtt nsk

as compared ro convenhonal banks Thcse findlngs are supported by Haruf et al,

(2012), How et al (2005) and Samad (200.1)
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Trblc ? R.grcssron R.sults ofCrcdlt rrk rnd ils dd.rmhrnrs

Vanabte Coefficrent Srd Eror rstatsrrc prob

Credri Rrsk
MGT

LLP

0 030323 0013708 2211989 002E8
-a 203862 0225249 -O 905050 o 3672
1 217115 0 106937 .11 17269 O OOOOLEV -o ooa212 0 000179 -1 350625 o 1793DulrllY -0005311 0010535 0504089 06151

{,3 Liqulditv Rrsk D.tcrminaEts

431 Islantc Bankl

The regrcsston result ofLtquldrty Rtsk oflslamlc banks ls shown rn the table g

The results mdlccte that the model ls slgntficant as ihe F stahshcs rs less than 0 05 The

R-squored lalue ofLrqurdrty Rlsk Model rs 0 451 whrch shows tlmt.15 19," ofchange

rn hquldray nsk ls due to the change tn tndependent \anables Thelalueof2llof
Durbln \\'atson stat shows that the modcl ts ftee ofautocoffelatlon

Depostt Volatrhty has posttlve rclatlonshp \'tth the Lquldlty nsk for Islamlc

banks but lt rs not a slgmficant determlnant for Islamlc banks Thc beta \ alue mdrcates

that 1 unlt changc ln the valuc ofdeposrrs \olat rty wlll result 1n 0 002 untts change ln

hqurdrty nsk Loan Volatrlrty rs also posthvcly related to hqurdrty nsk oflslamlc bank

but however ihls ts also not a slErlficant factot for Islamlc banks, ltquldtty nsk The

beta result shoEs that 0 522 unlts chang€ tn lrquldtty nsk ls obsened due to 1 unlt

change ln loan volat lty Thls ts not m consrstent wlth the results of How et al (2005)

\\hlch show that loan volatlhty ls a slg ficant factor for hqutdlt, nsk The raho ofbool

value of equrty to total assets (CAp) has posrhve and slgmficant relahonshtp wtth

hquldlty nsk of Islamlc banks \rlth confidencc lelel of 99o% The shrdy conducted by

How ct al (2005) also exhlbrted same resulls for Islamrc banks ofMelaysla The beta

rcsults suggest that 0 73 unts change m hquldrty nsk oflslamtc banks ls due to 1 unlt
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change rn caprldl ratlo The loan to deposlt raho (LTD) his slgnt ficant negatl.!.e relatlon

\\ lth the llquldlt, nsk of Islamlc banks and the results lmpl, ihat I unrt change tn LTD

mho $lll cause 0 37 umts change m llquldrty nsk

Trblc t Lrqudrty R sk D.tcrmDlnts otkt.mrc BaDks

Hrc sbndard erors & colanance {Bantcnkemet, Newerwesrfted
bandwrdh =,t 00OO)

Vanable Coeffcrent Sb Enor lshtrslrc prcb

c o238o1o oioo469 2369002 ao22a
DVOL
LVOL

0 002183 0107752 oOO5353 09958
0 522647 0 546184 O 956908 AU14
0 731896 0 226A76 3 225965 00025LTD _o 37E596 0173196 -2185945 A0347

R-squared O /rsj 1S8 Ourb n,Watson star 2fi1A1AAdJJsredR-sqJa?d 0t96273 prob{F-slausrr) O0O000O

4 3 2 Con,-enuonal Banks

The regresston rcsult of Ltquldlry fusk ofconlenttonal banks ls sho$r tn the

table 9 The results lndlcate that the model ls slgnrficant as the F staishcs rs Iess than

0 05 The R-squared lalue oflrqurdro Rrsk Model rs 0 21 The lalue ofl 7_l ofDurbrn

Watson stat shows that the model ts ftee ofautocorelahon

TIe regrcsslon results for ilquldln,nsk ofconvcnhonalbanks lndtcale that none

of the determmant ls slgnlficant Deposlt Volahllfy has poslhte relahonshlp wlth the

hquldlry nsk of con\ enhonal banlc conslstent *,lth thc results of Islamlc banks I he

beta value rndlcates that I ulut change m thc value ofdeposlts volatrhty $tll result 1n

0 127 unrts changc rn hqurdrry nsk Loan Volanhfy ls posrtlvely related to hqurdlty nsk

wluch means that hlgher the \,olahhty ofloans, hlgh€r the llqDrdrty nsk ofconvenhonal

batrks Thc beta rcsult sho*s that 0 01 untts changc tn Ilquldlty nsk ls obsened due to

Iu tchange rn loan volahhty The raho ofbookvalue ofequrty to total asscts (CAp)
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hes postrrte relatronshlp utri hqurdty nsk of con.ientlonal banls Tlre beta results

suggest that 0 179 unlts change ln hqurdtty nsk ofconvenhonal banks ts due to I umt

change rn capltal raho Tte loan to deposrt raho (lTD) has negau\e relatton wrth the

Lquldrlv nsk of convenhonal bar is and the results rmply that I untt changc rn LTD

raho r\lll caDse 0 106 u rs change tn hqurdtty nsk

T2hl.9 Lrqurdrtt Rtsk D.tcrmrrrnk olConr.nrronet BDks

Hrc sl,andard erors & co\anance (Aarueli kemel. Newe\rwestfE.j
bdndwdlh =, oooo)

Coemcrenl Std E.ror I,Sratrstc prob

c 0130960 O043670 2999326 00037oloL o 127A39 0183090 0 698232 04A72
LlOL

LTD

0 010644 0 196090 O 054280 0 9569
a 179246 0099351 1804163 00752

-0 106563 0 065083 -1 637350 o 1057

ry
C

R-squared O 210308 Dulbrn-Wa6on shl 1 712367
AdlusledR-squared 0168745 prob(F-starsrc) OOO1141

13 3 D\ferences and Srmlanles h Lqutdtty Rtsk Determmants of Islamtc and

Con'entbndl Banks

The above analys$ tndrcates that only t1!o determlnants of hqutdtty nsk, 1 e

equlty to total assets aod proportron ofloan to deposrt. are srgmficant for Islamrc banl<s

whereas none of thc detenmnmt ls srgmficant for convenhonal banlis, llqutdty nsk

Deposlt Volatlhty, loan volattlrty and capltal all ate posrhyely related to ltqurdrty nsk

for both Islamlc and convenhonal banlc Loan to deposlt rato ls negah.iel] related to

hquldrty nsk ofboth t ?es of banks whtch ts colltlary to the pre\rous researches Thrs

mrght be due to the condttron of patJstanl markct and needs to be e\plored funher

N
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11 Cradit Risk DatrrmtnaEts

Jll Islantc Banks

The regresston resuh ofCrcdtt Rrsk ollslamtc banks ls sho$.n tn thc table l0

The table deprcts the regressron resurts for determlnants ofcredrt nsk of Isramrc banks

The F stahsttcs figure shows that rhodel ls a good fit Thc Durbrn,Watson stat figure

confirms that error term rs lndependent and model ts free of autocorrelatron The R-

squared valuc of the model ts 0 67 \r htch tDlpLes that 679o of ranabrlrt! rn credrt nsL

rs e\plarned by the rndependent ianablcs

The results suggest tlat managcment efficrency ls ncgattvely related to credlt

nsk but ls not at slgnrficant level The figure funher tndrcates that I untt change ln

managcment efTiclenc\' \\rll cause 0 32 unlt changc ln credrt nsk of Islamlc banks

These results are supported by Ahmed, Akltar and Usman (20t l ) Loan Loss pro.,rsron

has srgnlficant posrhve relatton r\ lth credtt nsL of Islamtc banks and I 4g unlt ofchange

rn credrt nsl rs due to I untt change tn loan loss pro\lston The LLp rcsult rs not

consrstent qrrh the study conducted by Ahmad and Ahmad (200.1) on iualalsran

Islemtc banls Lcverag€, as calculatcd by thc ratlooftler2 capltal to tler I capltal, rs

negatt\el)'related to credrt nsk *llh coellicrcnt ofO 001.1and ]everagc ofthe Islamtc

banks rs not a stgnlficant determtnant as cvrdent from the regresston results Ahmad

and Ahmad (2004) also drd not find levcrage to be srgnlficanti, relared to credrt nsk of

Itralatslan Islamtc banks
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Trblc l0 Cr.dr( RrsI D.r.rmrnatrrs ofkttmrc B.nks

H,rC standa.d erors a co%nance (Bad.n kernet. Newe\rwest rEd
bandwLdtl:4 0000)

Coefiqenl SE Eror t-stausnc

c
I\,IGT

LEV

0 02r367
-o 322616
1 182907

-0 001418

0 013766 1 552113
o 324430 ,o 994a07
0 250650 5 916234
0 000cE1 -1 60C627

01283
o 3259
0 0000
0 1154

1 99E515
0 000000

J42 Conwnuonol Banks

The regresslon result ofCredrt Rlsk ofCon\ enttonal banLs ts sho\r n rn the table

tl The table lllustrates Lhc regresslon r€sults for determtnants of credlr nsl of

conventronal banks Thc F stahshcs figure sholr,s that model rs a good fit The Durbm-

\\/a6on slat figurc of I 86 confirms ftat crror lerm ls lndepcndent and model rs fiec of.

autocorrelatron The R-squared value of fie model ts 0 7g i\hlch tmpltcs that 7go,o of

!anablltt\'ln credrt nsk rs e\plalned by the tndependent \enables

The results suggcst that management cfficlency ls negatt\ely related to credtt

nsk. also supponed by Ahmad and Ahmad (200-l), but ts not at srgnrficant l€\el The

figure further lndlcates that 1 unrt change !n managcment effictency \Illl causc 0 I99

unrt change ln credl! nsk ofconventlonal banks Loan Loss pro\rston has srgntficant

posltrve relahon !\tth credltnsk ofconvenhonalbanks and I 20 unrts ofchanBe ln credrt

nsk ls duc to I unlt change rn loan loss provrsron Thesc results arc ln ltne *rti the

studres of Ahmad and Almad (2004) and Ahmad and Anff (2007) Lcverage of thc

conventtonal banks, as calculated by the ratlo ofher 2 caprtal to hcr I capltal, rs not a

srgnlficant dete[ntnant as e!ldcnt from thc regresslon rcsults Levcrage ls negatlvely

related to cred( nsk wlth coeffictent of0 0001 Thcse rcsulls are conslstent*lt} those

0 676736
0 653065
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of Ahmad and \hmad (200'{) and Ahmad and Anff (2007) t\ ho concluded that le\ erage

(trer 2 capttal to her I capllal mtlo) ls not a determrnant ofcredtl nsk

Trbl. ll Cr.drt Rrsk D.t.rmrnerls ofConv.n6on'l Benks

HAC standad erors & co\anance (Baden k'rnel, Newerwcst f)€d
band*dh =4 0000)

vanable Coefiocnt Std Eror I-Statstc Prob

c o 032007 o 016/176 1912129 0 0557

I\,IGT -0199019 0292523 'O 660354 04963

LLP 1 201460 O 116897 10 10506 0 0000

LEV ,oooo19l OOOOI!0 _1062117 02915

R-sqlared O 7E5345 Durb n_watson slal I 6676EE

Adlu;r.d R'squared O776gC2 Prob(F stalrsuc) 0000000

413 Drlferences ond Smiannes Ln Credt Rsk Deternmants of Islantc and

Conventrcnal Banke

The above analysrs of credlt nsk dclcfinlnants lndlcate that onl) loan loss

p(or lsron rs slgnrficant aletermlnant for bo(h Islamlc and con\enhonal ban['s and It ls

posrhvely related to the credrt nsk of lslamlc as Ecll as conlentronal banLs Tlts

rmples that lncrease ln loan loss provlslon e\poses banks to the credlt nsk

Managcment effic,ency and leverage are not found to be slgnlficant determhants ofthe

credrtnsk Both are negatlvely related !o credlt nsk for Islamlc and conYenhonal banks
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{.5 Hypothcses Tcsting

Based on the rcgresston and above al]arysls, ihe hlpotheses teshng results ls as follolrs

Hypothcsis 1 Deposrt Volatlhty rs a detemnant ofLrqurdrt! Rrsk

Thls h)?othesrs rs rejected for boih Islamlc and coaventronal banks

Hlpothesls 2 Loan Volahhty rc a determrnant ofLlquldlf) fusk

Thls hlpothesrs ls reJcctcd for both Islamlc and convenhonal banks

HlTothesis 3 Bank Crprtal rs a determrnant ofLrqurdrty Rtsk

For Islamrc banks, thn h)?othesls rs accepted xhcteas for conrentronal bailis. rt rs

re.lccted

Hypothcsrs { Loan to Dcposrt Proporion ls a determlnant ofLlqurdlt, Rlsk

For Islamrc banks, thts h,?othesls 1s accepted whcreas for conrcnnonal banks. it ls

rejected

E]?othcsis 5: ltlanagement Efficlency ls a detcrmtnant ofCredtt Rlsk

Thrs hl,pothesrs rs relected for both Islamtc and conrenhonal banks

Hypothcsis 6: Loan Loss Pro\'lslon 1s a determldant ofCredlt Rlsk

Thls h)?othes6 N accepted for both Islamlc and convcntlonal banks

Eypoth.sis 7i Lelerage N a determlnant ofCredlt fusk

Thls h)?othesls ls rejected for both Islamlc and con\enional barilis

E]?othcsis 8 therc ls a dlfferencc tn llqutdtty nsk dctermtnants of Islamrc and

convcntroDal banks

Thrs hypothesrs rs accepted

Eypothasis 9 There ts a dlfference u credrt nsk detemrnants of Islamtc and

convenhonal banks

Thls hlpothesls rs retected
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CILA.PTER 5

CONCLUSION

Paktstan has dual bankrng slstem te Conrentlonal and Islamrc Islamrc

bankrng ts rn lts preltmrnary phase and ts growlng day by dal, The adrent of Islamrc

bankrng and rts gro\\,th has pared a ua1, for need of research rn thrs area Rlsk

management of these bants ls a \rtal area of conccm rs bankhg svstem rehes on

managmg nsk effictently Thts study prolld.s lnslght on t\r,o major t\Des ofnsks I e

hquldrty nsk and credlt nsk and factors mfluencrng tlese tu,o nsks oflslamrc banks rn

Pakrstan cnd companson !\tth factors effechng convenoonal bar is. nsk

The sample of the research conslsts of 14 banks. 5 f l_fledged Islamrc and g

convenhonal baDks ofPaklstan for the penod 2006_2014 lhe conventlonal banks wgrc

selectcd on the basls ofthelr asset stze \,! hrch 11 ere comparable to 5 firll_fledged Islamrc

banks

lslamrc banks show hrgher degce ofhquldtty nsk and are better performers tn

term of credrt nsk Tle regressron results further lndrcate that thc determmanrs of

Islamrc and conventronal banls drffer \hereas credlt nsk of both tlpes of bmks fie

affected b) smrlar detemDants Equrty to total assets raho (CAp) and proportron of

loan to depostt (LTD) are slgnlficant dete.mDants of Islamlc banks, IlqurdlO rrsk,

whrle none of the determmants under study ls found slgnlficant for hqurdrty nsk of

convenhonal banks CAP has posttl\'e slgnlficant relatton !ltth llqurdlty nsk oflslamlc

banks and LTD rs found to be slgnlficantl), negah!ely relaled to [slamlc ban]s. hquidlr]

nsk For credtt nsk, only one d€termtnant r e loen loss provrsron (LLp) ts stgnlficant

for both t ?es of banks LLP rs found to be posl h,, ely re lated to cred rt nsk The resulls
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further suggest that other r\vo delcrmtnants ofcredlt nsk t e management effictenc\

and le\erage are not stgntficant for both Islamrc and con\entronal banks
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Rrsk Determmants of Banls

CH]4.PT[ R 6

I}IPLICATIONS AI'D LI}IITATIO\S

6.1 Implic2tlons o[ th€ Rcs.arch

Isramrc financrng rs a grolvmg phenomenon The professronars related to thls

lndustry must be a\r are ofthe assoclated nsk and be able to mltlgatc the nsk ef6ctenfly

The baokers can use the rcsults ofthe shrdy to see what factors lnflueDce rhe ltquldrty

rnd crcdlt nsk and conscquentlv be able to alevrse ltrategrcs accordrngl), Th€ results

can further help Islannc benkmg professlonals to undersland that hquldlty nsL should

be ofconcem and steps should be taken to manage the llquldlt\ nsk properlv

Academtctans related to bantmg lndustr, can also be bencfitted from thts studv

m understandmg the nsk ofpakrstam banks tn a better manner

6.2 Ltmitatiols rtrd Futurc Rcs.arch I)ircctions

Thrs research rs confined to the study ofhvo t}?es of nsls I e llqurdltv nsl and

credltnsk For fufure researches, othert,!es ofnsks ma).be studred Thts stud),focuses

on onlv Islamlc bants of pakstan, rt can further be extended by companng nsk

delemuants qlth othercountnes,Islamrc banks Future .e seatchers can ftrrthererplore

the reasons of loan to deposlt raho negahv€ relatron 1ltth hqurdrtl nsk for pakrstan

banks The researLh lncludes onl] full- fledgcillslamtc banks and does not constder the

Islamrc urndoxs of conventlonal banks, fufure researchers ma), focus on companng

the nsk determlnants offull-fledged Islamtc banks \llth those oflsiamtc unlts operahng

under convenhonal banks Thls study aloes not corer the rrsk management tools used

bl, the banks whlch can be explored ln futurc researches
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Abedrfar. P. Ebrahrm. S, N{ol)reu\, p, & Taftn. A, (201{) Islamrc Banklng and
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