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Abstract 

 
Like their conventional counterparts, Islamic banks face a variety of risks when conducting 

business, including operational, credit, liquidity, foreign exchange, interest rate, and market risk. 

To address these risks, banks of all types employ risk management practices as a way of improving 

bank performance and reducing any potential damage. The purpose of this thesis is to examine the 

risk management practices implemented in both Islamic and conventional banks in Saudi Arabia, 

the primary focus being the analysis of the relationship between risk management practices and 

financial performance, concentrating on the operational, credit and liquidity risks prevalent in 

Saudi Arabia, and the effectiveness of current risk-management strategies and practices. There is 

particular attention on the differences in risk management practice in both types of banks and the 

implications this may have for their performance and sustainability. 

The empirical analysis employs a sample of 12 banks operating in Saudi Arabia throughout the 

period from 2005 to 2014. Eight of these are conventional banks and the remainder are Islamic 

banks. The thesis employs a two-step approach to analyze risk management practices. In the first 

step, financial data is used to quantitatively determine the credit, liquidity, and operational risks 

faced by both Islamic and conventional banks within Saudi Arabia, the aim being to recognise the 

level of influence each aspect plays in risk management practices. To accomplish the objective of 

analysing the relationships between risk management practices and financial performance, the 

thesis also examines the current risk situation in both Islamic and conventional banks. 

The posited determinants of risk include bank size, non-performing loans (NPLs), the capital 

adequacy ratio (CAR), the debt-to-equity ratio (DER), asset management (ASM) and management 

efficiency (MGT). Mann–Whitney tests reveal no statistically significant difference between 

Islamic and conventional banking in terms of operational risk. Therefore, we reject the hypothesis 

that Islamic banks have less exposure to operational risks than conventional banks, along with the 

hypothesis that argues that Islamic banks are generally less exposed to liquidity risks than 

conventional banks. The difference between the mean values suggests that conventional banks 

hold more liquid assets than Islamic bank and that banks providing Islamic products and services 

are less exposed to credit risks than other banks. Overall, conventional banks in Saudi Arabia have 
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a higher return on equity than Islamic banks. Conventional banks also appear to perform more 

efficiently than Islamic banks. This has important implications for the future business behavior of 

the Islamic banking sector in Saudi Arabia. 

In the second step, the thesis draws on a purpose-built survey to gather information relating to 

current risk management practices in Islamic and conventional banks. The analysis scores each 

Islamic bank according to its risk management practices, and compares across important categories 

of practice, including Understanding Risk and Risk Management (URM); Risk Identification (RI); 

Risk Assessment and Analysis (RAA); Risk Monitoring (RM); and Credit Risk Analysis (CRA). 

This enables a finer analysis of the possible reasons for any deficiencies in risk management 

practices using the institution-level data in the first analysis. The results demonstrate that all of 

these practices play an important role in determining the efficiency and effectiveness of bank risk 

management in the banks concerned. However, risk assessment and analysis (RAA) and risk 

monitoring (RM) are the most influential in determining the quality of credit, liquidity, and 

operational risk management. This suggests that both Islamic and conventional banks in Saudi 

Arabia need to concentrate more on these areas. In contrast, the most significant factor in liquidity 

risk management practice is comprehension of the potential risks and risk management (URM). 

This thesis adds to the extant literature in several ways. Foremost is that this is first study conducted 

specifically using Saudi Arabian banks which examines the risk management practices applied by 

both Islamic and conventional banks, focusing on their operational, credit and liquidity risks. The 

findings of this research are informative for banking stakeholders, including policy makers, 

regulators, the central bank, government, and bank managers, both in Saudi Arabia and other 

developing countries with a dual-banking system including Islamic banks. Although this thesis has 

contributed significantly towards our knowledge of risk management practices in banking, it does 

include some limitations, all of which suggest future directions for research. Most importantly, the 

results in part rely solely on self-reporting by participants, which may not reflect changes in credit, 

liquidity and operational risks over time. The cross-sectional data in the survey may also be 

affected by the participant previous experiences or by their psychological state at the time of 

completing the survey. 
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Chapter 1: Introduction 

 

1.1 Research background 

Financial institutions have developed various methods to mitigate risk and improve their overall 

performance. Risk management is one such practice used to reduce various types of risk. Like their 

conventional counterparts, Islamic banks face a wide range of important risks, even though the 

business approach used in Islamic banking differs from conventional banking. In short, the unique 

characteristics and nature of Islamic banking, specifically its profit-sharing approach to banking, 

completely alters the extent of any risks they may face. Furthermore, when compared with 

conventional banks, Islamic banks deal in many products not found in conventional banking, each 

with often uniquely greater risks. For this reason, it is extremely important for Islamic banks to use 

risk management techniques to mitigate any present and potential risks affecting the financial 

institution (Al-Tamimi & Al-Mazrooei, 2007). 

The basic difference between Islamic banks and conventional banks is that Islamic banking 

prohibits fixed or floating payments or the acceptance of any interest or fees in return for the 

money lent. Therefore, banks and customers work as joint investors and earnings are distributed 

based on the profits earned from this cooperation. Moreover, Islamic banking portfolios typically 

comprise secondary market financing instruments, such as stocks, rather than fixed-income 

securities. Consequently, their products are divided into three categories: (i) profit-sharing Islamic 

financing products such as Musharakah (equity participation) and Mudarabah (profit-sharing 

participation), (ii) advance purchase Islamic financing products, including Murabahah (profit- 

sharing agreements) and Ijarah (leasing and hire purchase arrangements), and (iii) deposit 

products, such as Wadi’ah (savings accounts) (Rosly & Bakar, 2003). 

Even within Islamic banking, banks with different asset and liability characteristics can face 

different kinds of risks, including sharing risk and Shari’ah compliance risk. In addition, while 

they are exposed to similar risks faced by conventional commercial banks, such as credit, liquidity, 

and interest rate risk, they often take another form given the striking differences in the products 

offered by the two types of banks. This in turn affects the characteristics of the bank’s assets and 

liabilities. Credit risk is the potential exposure that occurs when one of the parties in a deal makes 
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a payment, as is the case in a Salam or Istisna’ contract, or transfers assets, as is the case in a 

Murabahah contract, before the receipt of its own assets or money. In the instance of finances 

based on profit sharing like Murabahah and Musharakah, credit risk arises when the entrepreneur 

fails to pay the bank its share when it falls due. This generally occurs when banks have insufficient 

information (an asymmetric information problem) concerning the actual profit of the enterprise 

owing them money. Similarly, Murabahah, which are basically trading contracts, are subject to 

counterparty credit risk resulting from non-performing trading partners, the reasons for which can 

be internal to the business or of an external systemic nature (Boumediene, 2011). 

Currently, there are more than 500 financial institutions worldwide whose operations are 

conducted according to Shari’ah (Islamic law). These institutions are spread throughout the world 

and provide an extensive range of services and products with total assets currently in excess of 

US$1.5 trillion (IFSB, 2016). The burgeoning popularity of Islamic Finance has encouraged many 

countries to award licences to financial institutions so they can start operating according to 

Shari’ah. These licenced firms are now present in more than 75 countries including Muslim 

majority states such as Bahrain, Kuwait, Malaysia, and the United Arab Emirates (UAE) along 

with others with significant minority Muslim populations like Singapore and the UK (Al-Ajmi, 

Hussain, & AlSaleh, 2009). 

Our chosen context for the analysis of risk in Islamic and conventional banks is Saudi Arabia. Two 

unique factors affect bank portfolios in Saudi Arabia. The first is the impact of fluctuations in oil 

prices directly linked to the economy, which consequently affects individual bank portfolios. The 

second is that conventional banks, which are in direct competition with Islamic banks, are exposed 

to the risks of their own assets and liabilities. In some cases, these conventional banks have 

attempted (sometimes unsuccessfully) to imitate the services offered by Islamic banks (Al- 

Zomaia, 2004). For the most part, the government of Saudi Arabia has organized a well-structured 

financial system comprising of a capital market and Saudi financial and banking institutions. 

Continuous monitoring and regulation of institutions, including commercial banks, government- 

owned specialized credit institution funds, and nonbank financial institutions are conducted by the 

Saudi Arabian Monetary Agency (SAMA). In addition, SAMA’s basic role is to manage the 

foreign assets owned by the government, the issuance of the Saudi riyal as the local currency, and 
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maintaining a check on the money supply. Moreover, when required, SAMA provides liquidity to 

banks using its repo services, foreign exchange swaps and deposit placement (Ramady, 2009). 

 

 
1.2 Thesis motivation 

The concept of Islamic banking is becoming attractive and demand for Islamic banking products 

and services is burgeoning, especially in the rapidly growing Muslim world. The primary feature 

of Islamic banking, and that which differentiates it from the more conventional Western form of 

banking, is compliance with Shari’ah. Currently, Islamic banking is regarded as an alternative to 

the overall banking system and is now in direct competition with the traditional system (Hanif, 

2011). Many scholars who are experts in the field of Islamic banking assert that this type of 

banking helps mitigate risks faced by conventional banking. The performance of Islamic banking 

is also being appreciated in developed countries while more and more developing countries are 

adopting the principles laid down by Islamic banking. For example, to some extent, banks in the 

UK and the US are adopting the services offered by Islamic banks (Kablan & Yous, 2011). 

The nature of risk is quite uncertain and can completely alter the goals of a bank. Risk can also 

impact their objectives, including the bank’s strategic, transactional, and economic objectives. An 

example of an uncertain future event could be the failure of payment by a borrower to repay credit, 

fraud, disobedience of rules, especially Shari’ah, and other activities (Khan & Ahmed 2001). 

Islamic banks can reduce their risks by having well-structured risk management procedures so that 

they become highly competitive in the market (Iqbal & Mirakhor, 2007). Islamic banks’ 

disabilities in proper RMPs can lead to short-term loans (Hassan & Dicle, 2005). 

Theories of risk management define it as “…the method through which decisions are prepared” 

(Frosdick, 1997, p.166). There are two steps to risk management: recognition of the origin of risk 

in which primary variables that are the main source(s) behind the risk are determined; and risk 

quantification (using mathematical models) performed to understand the impact of risk (Rosman, 

2009). In general, conventional banks are very focused on risk management. However, it is rather 

less developed in Islamic banks, even though both banking systems in many instances face the 

same sorts of risk. In addition, Islamic banks are also prone to new risks that have developed due 

to their unique asset and liability structures (Kahf, 2006). These emerging risks are directly linked 
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with the implications and restrictions associated with Shari’ah. Consequently, interest-free 

procedures are undertaken in Islamic banks in which investment account holders share the risk of 

investment with the banks (Ismail, Rahman, & Ahmad, 2013). 

In addition to mitigating risk, risk management also assesses the future performance and financial 

position of banks. Conventional banks use a wide variety of tools, such as credit and financial 

derivatives like swaps, forwards, futures, and options, to practice risk management. Unfortunately, 

it is not possible to apply these tools, which are widely available and readily accepted in the 

conventional banking system, in Islamic banks because the prohibitions on Riba. Furthermore, 

additional externalities further complicate credit risk management in Islamic banks. For example, 

in the case of fraud or default by the partner/customer, Islamic banks are prohibited by Shari’ah 

law to charge any interest to or penalize the counterparty. The only exception is made in the case 

of conscious procrastination. Using this facility, customers could exploit providers by delaying 

payment because they know that the bank will not charge them any penalties (Ariffin & Kassim 

2011). 

Thus, the scarce bank capital is caught in up non-productive activity and no income can be 

generated. Furthermore, Islamic banks typically have the greatest obligation to demand deposit 

holders, whereas conventional banks have an obligation to all depositors. It may then be reasonable 

to conclude that the adequacy of liquidity in Islamic banks should be developed for a suitable 

broader systematic liquidity arrangement (Ariffin & Kassim 2011). The basic purpose of this thesis 

is then to determine the current risk management practices being undertaken in Saudi Arabian 

Islamic banks. Three risks are considered, operational risk, credit risk, and liquidity risk, areas in 

which there has been particularly little research to date in the context of Saudi Arabian banks. 

 

 
1.3 Thesis objectives 

The key objective of this thesis is to explain the risk management practices of Islamic and 

conventional banks operating in Saudi Arabia. More specifically, the thesis aims: 

i. To explain the different risk management practices followed by both Islamic banks and 

conventional banks to diminish operational risk, credit risk and liquidity risk. 
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ii. To evaluate the relationship between risk management practices and the financial outlook of 

Islamic and conventional banks. 

iii. To identify which of the three risk types needs more consideration in risk management in both 

Islamic and conventional banks in the Saudi Arabian context. 

 

 
1.4 Research questions 

This thesis is divided into two main parts. The first part assesses current credit risk, liquidity risk 

and operational risk in Islamic and conventional banks in Saudi Arabia. The three questions 

addressed in this section involve identifying which risk type needs more consideration in risk 

management in both Islamic and conventional banks in the Saudi Arabian context and evaluating 

the relationship between risk management practices and the financial outlook of Islamic and 

conventional banks. The questions are; 

1. What are the major determinants of credit risk, liquidity risk and operational risk in Saudi 

Arabian Islamic and conventional banks? 

2. Are Saudi Arabian Islamic banks generally less exposed to credit risk, liquidity risk, and 

operational risk than conventional banks? 

3. Are Islamic banks generally more efficient than conventional banks in Saudi Arabia? 
 

The second part of thesis examines risk management practices in both Islamic and conventional 

banking in more detail. The two questions addressed in this section explain the different risk 

management practices followed by both Islamic banks and conventional banks to diminish 

operational risk, credit risk and liquidity risk. The questions are: 

4. Do Islamic and conventional banks in Saudi Arabia efficiently employ risk management 

practices in managing their operational, credit and liquidity risks? 

5. Are Islamic banks in Saudi Arabia more efficient in employment of risk management practices 

than conventional banks? 
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1.5 Research hypotheses 

Greuning and Iqbal (2009) argue that a comprehensive model of risk management is equally 

relevant to conventional and Islamic banks. The findings of Hassan (2009) lend further support to 

this argument. Khan and Bhatti (2008) noted that Islamic banks confront another essential 

challenge to ameliorating their risk management strategies and corporate governance because of 

their adherence to Shari’ah. This adherence will have an impact on the risk management of Islamic 

banks in terms of certain applications, emphases and inclusions or exclusions. To address the 

questions for the first analytical part of the thesis, we formulate three hypotheses: 

H1. There is a negative relation between SIZE, non-performing loans, capital adequacy ratio, debt 

to equity ratio, asset management and management efficiency with credit risk, liquidity risk 

and operational risk in both Islamic banks and conventional banks. 

H2. Islamic Banks are less exposed to credit risk, liquidity risk and operational risk on average, 

than banks with conventional financial instruments. 

H3. Saudi Islamic banks on average underperform compared to conventional banks. 

For the second analytical part of thesis, there are two hypotheses; 

H4. There is a positive relationship between risk management practices and the concepts of 

understanding risk and risk management, risk identification, risk assessment and analysis, risk 

monitoring and credit risk analysis. 

H5. There is no significant difference between conventional and Islamic banks with respect to 

understanding risk and risk management, risk identification, risk assessment and analysis, risk 

monitoring and credit risk analysis. 

 

 
1.6 Key findings 

As mentioned earlier, this thesis focuses on risk management practices followed in Islamic and 

conventional banks. This study confirms that the size of a bank has a negative and significant 

relationship with credit and liquidity risks. The relationship between bank size and operational 

risks is positive and statistically significant in Islamic banking. Examination of NPLs discovered 

that there is a positive relationship between NPLs and Islamic and conventional banking in relation 
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to liquidity risks, while there is a positive relation between NPLs and Islamic banks in regard to 

credit risks. NPLs formed a negative relationship with operational risks in both types of financial 

institutions. Moreover, Capital adequacy ratio (CAR) has a negative and significant relationship 

with credit and liquidity risks and is negatively and significantly affected by exposure to 

operational risks in conventional banking. Asset management (ASM) has a negative and 

significant relationship with credit and operational risks in Islamic banking whereas it is found to 

have a negative and significant relationship with liquidity and operational risks. Finally, 

Management efficiency (MGT) is negatively and significantly affected by credit risks in both types 

of financial institutions. In conclusion, conventional banks in Saudi Arabia have a higher return 

on equity than Islamic banks, which results in conventional banks performing more efficiently in 

comparison to Islamic financial institutions. 

The second part of the thesis used a questionnaire to identify specific risk management practices 

in both Islamic and conventional banking in Saudi Arabia. The results indicated that risk 

assessment and analysis (RAA) and risk monitoring (RM) were the most important or influential 

variables in risk management practices for credit, liquidity and operational risk, thereby suggesting 

that Islamic and conventional banks in Saudi Arabia are required to focus more upon risk 

assessment and analysis as well as risk monitoring. The most important variable in liquidity risk 

management practices was found to be the comprehension of risk and risk management (URM). 

On this basis, the thesis concluded that Islamic banks were relatively more efficient in terms of 

credit risk and liquidity risk management practices, whereas conventional banks were relatively 

more efficient in terms of operational risk management practices. 

 

 
1.7 Thesis Structure 

This chapter presents the background to the research, the research questions, the research 

hypotheses and objectives. The remainder of the thesis comprises six chapters. 

Chapter 2 addresses conceptual risk management issues in the Islamic financial industry. This 

chapter provides an overview of credit risk management issues and highlights the sources of credit 

risk liquidity risk and operational risk. 
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Chapter 3 focuses on the banking system in Saudi Arabia. As in nearly all countries, the bank 

sector as part of the financial system plays a significant role in national economic growth and 

welfare. If the banking sector does not do well, the performance of the economy is weak. An 

efficient banking sector reflects sound intermediation processes and the contribution of banks to 

economic development. If the banks operate efficiently, financial policies are effective. 

Chapter 4 provides a literature review of risk management practices in banking. Emphasis is placed 

on credit, liquidity, and operational risk management practices. 

Chapter 5 examines the current risk situation and the performance of Islamic and conventional 

banking in Saudi Arabia. It uses the financial determinants for credit risk, liquidity risk and 

operational risk. It starts with theoretical framework that introduces an overview of risk and the 

nature of risk in Islamic and conventional banking. 

Chapter 6 discusses the questionnaire design, questionnaire administration methodology, and data 

collection procedures used to identify risk management practices in both Islamic and conventional 

banking. It discusses data analysis methods, and summarizes the steps taken to confirm the validity 

and reliability of our results. 

Finally, Chapter 7 summarizes the thesis. The chapter also details the key contribution of the thesis 

for both policy and practice and highlights some potential limitations facing researchers. The 

chapter provides some suggestions for future research areas. 
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Chapter 2: Risk Management in Islamic and Conventional Banking 

 

2.1 Introduction 

Islamic banking faces both financial as well as nonfinancial risks. Financial risks mostly comprise 

of market risk, credit risk and liquidity risk. Nonfinancial risks typically consist of operational risk, 

business risk, regulatory risk, strategic risk, legal risk and Shari’ah risk. The risk features of 

Islamic banking differ from conventional banking. Some, like Shari’ah risk, relate to the 

characteristics of financial assets or nonfinancial assets like real estate, commodities and work in 

procedure inventories (Salam, Ijarah or Istisna’) or from the consequences of financing on a profit 

sharing basis (Musharakah and Mudarabah). The Islamic Financial Services Board (IFSB) issued 

an inclusive standards document on risk management in December 2005 that classifies risks and 

offers guiding principles of risk management (Islamic Financial Service Board, 2005). 

Risk management in Islamic banks is peculiar and more challenging than in conventional banks 

because most of the instruments used in conventional risk management are based on the interest. 

Islamic banking always implements the same strategies of conventional banking as long as these 

strategies are compatible with Islamic law. Therefore, this chapter will briefly discuss the strategies 

in managing credit risk, liquidity risk and operational risk in conventional banks and then focus on 

Islamic banks and how they manage these risks. 

This chapter also discusses the differences between Saudi Arabian conventional banks and Islamic 

banks in terms of bank risk management practices. The chapter is structured as follows; Section 

2.2 briefly discusses credit risk management in conventional and Islamic banking. Section 2.3 

examines liquidity risk management in conventional and Islamic banking. Section 2.4 addresses 

operational risk management in conventional and Islamic banking. Section 2.5 discusses the 

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) standards for 

Islamic banking. Section 2.6 highlights the differences between Saudi Arabian conventional banks 

and Islamic banks in terms of bank risk management practices. Section 2.7 provides a summary of 

the chapter. 
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2.2 Credit risk management in conventional and Islamic banking 

To minimize or avoid the impact of credit risk, there is a need for banks to develop effective credit 

management strategies. An effective credit risk management strategy is critical because it 

guarantees the company’s profitability and general survival. The major principles underpinning 

the foundation for credit risk management processes in any conventional banking include the 

establishment of clear management structure, clear allocation of responsibilities, presence of 

accountability, prioritization of processes, clear communication of duties as well as the presence 

of discipline and business ethics. The strategies that help mitigate credit risks include the 

following: 

1. Credit derivatives: these are crucial because they enable banks to operate without the need 

for a loan portfolio. Moreover, these credit derivatives act as a new source of income as 

well as an opportunity for the bank to reduce its capital regulation. The credit default swap 

is the most common credit derivative that allows the seller to shift the loan’s credit risk to 

the buyer’s protection. Credit derivatives are critical because they allow banks to lend more 

than they would to riskier borrowers at lower rates. Credit derivatives have recently been 

enhanced which has enabled lenders to transfer the credit risk to other institutions without 

affecting the bank’s relationship with the borrowers (Funso, Kolade, & Ojo, 2012). 

2. Credit Securitization: this refers to the transfer of the credit risk to an insurance firm 

therefore lessening the strain on the bank to monitor the loan borrower as well as the 

uncertainty on the impacts of classified assets. In this manner, the lending activity of the 

banks will be guaranteed. Credit risk securitization is becoming increasingly popular since 

it allows the diversification of credit exposure as well as exploration of alternative means 

of funding through focusing on regulatory arbitrage and liquidity improvements during the 

selling of the securitization sales. One form of securitization includes the obligation of the 

collateralized loan in cash form where the assets or bank loans are deleted from the balance 

sheet of the bank and traded as marketable securities sold to investors (Funso, Kolade, & 

Ojo, 2012). 

3. Compliance with the Basel Agreement or Accord: this term refers to the ability to track 

and report on the business’ data that is risk-related and integrated, and identify and generate 

information with transparency and audibility that will create the opportunity to improve 
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the risk management strategies of the bank. In addition, the New Basel Capital Accord 

assigns greater responsibility to implementing sound internally-based credit risk 

management practices that will enable the company to assess their capital sufficiency needs 

(Chen & Pan, 2012). 

4. Sound internal lending policy adoption: the lending policy is crucial in enabling banks to 

effectively disburse the loans to customers. The credit risk management is the best executed 

by adhering to the lending policy in a very strict manner. However, such lending policies 

should be aligned with the bank’s overall strategy as well as other factors that inform the 

design of the lending policy, such as prevailing economic climate, economic conditions of 

the country, industry norms and existing credit policy (Kithinji, 2010). 

5. Credit Bureau: the credit bureau is an institution that is mandated to compile information 

that it often sells to banks so they can make decisions on the borrower based on the profile 

given. This bureau is responsible for awarding credit scores to the borrower, which is 

referred to as statistical odds. This will help the bank make decisions on lending to the 

borrower (Funso, Kolade, & Ojo, 2012). 

In regards to Islamic banking, there are some procedures and processes that are applied to minimize 

credit risk. These include: 

1. Asset classification and loss provisioning policies 
 

One of the important risk management tools is asset classification. Asset classification can be 

described as a process and an asset within this process is an important feature for assessing credit 

risk. This feature has a probability of whether it will be liquidated and serviced according to the 

contract or not. Usually, all risky assets, such as advances, investment and financing assets, 

accounts receivable, contingent liabilities and equity participation, should be classified. Generally, 

assets are first classified at commencing date, later reviewed and then, if required, reclassified after 

some years. Critical assets are reviewed every quarter, while “pass” or “watch” classified assets 

are reviewed only twice a year. This varies on the extent or the degree of credit risk. The evaluation 

not only reflects clients’ financial status, but also service performance. Evaluation of loan 

repayment is affected by economic trends, market change and price of goods (Greuning & Iqbal, 

2009). 
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The standards are generally set by the regulatory authorities; banks only regulate the classification 

themselves. Client’s ability, willingness and capability to meet obligations, and not disturbing the 

operating cash flow are the primary goals of the bank. Some regulatory authorities state that every 

client should be assigned the same risk classification; differences in classification should be 

highlighted and justified. However, other authorities state that every asset should be evaluated 

differently, i.e. based on its merits and features. Thus, whether using subjective or objective 

criteria, or if assets are classified differently, several classifications would apply. Moreover, the 

bank always has the option to adjust the classification according to its needs, i.e. in case of stringent 

classification by the external auditors or other supervisory authorities. In case of “pass” and 

“standard” categories, banks have the option to use more than one rating level. This is generally in 

advanced banking systems. The idea behind this procedure is to enhance the know-how of the 

relationship between profitability and rating level and enhance the capability of differentiating 

various types of credit (Greuning & Iqbal, 2009). 

To determine the adequate level of provision within losses, asset classification is a salient tool. 

Within conventional banks, these provisions are not allocated to any explicit asset, but are stated 

as Tier 2 capital with respect to general loss reserve, thus boosting the bank’s capacity in 

engrossing losses. All salient aspects that affect the collectability of the portfolio in determining a 

sufficient reserve should be measured. Prior loss experience, quality of management, changes in 

national, local, economic, and business conditions, general economic trends, collection and 

recovery practices, quality of credit policies and procedures are some of the significant features. 

Moreover, evaluation of this asset value should not only be documented properly, but should also 

be executed systematically, consistently, and analytically, with the objective base in mind 

(Greuning & Iqbal, 2009). 

Every banking system has their own loss provision, which is either mandatory or discretionary. 

Similarly, provision of tax treatment also differs from country to country. Some economists state 

that tax considerations should not have any impact and influence on the precise risk management 

policies. Moreover, for taxes, these provisions should be taken as business expenditure. In 

developing countries with insubstantial economies, auditors and regulators create fixed levels of 

provisions that are associated with asset classification. Exceptions always exist, as in certain 

developed countries; banks determine the precise level of provisions. In the case of large clients, 
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it is more appropriate to assign a specific provision to every different classification category. This 

methodology in calculating loss on a case by case basis has many advantages (Packer & Zhu, 

2012). 

2. Workout procedures 
 

Credit risk management processes significantly depend on workout procedures. Should there be 

shortcomings in appropriate action towards trying to resolve various problems, any benefits to be 

accrued from poor-quality assets could be forever lost. Ultimately, the long-term accumulation of 

such losses could threaten the solvency of the financial institution. Multiple workout procedures 

should periodically review the various functions therein, reviewing departmental and staff 

performance towards greater rates of return for both the numbers and the associated volumes, and 

the averages of the rates of recovery. The specifics of the workout methodology utilized, along 

with the role of the senior management in this regard, should also be periodically evaluated. 

During the workout process, individual accounts and the corresponding client should be evaluated 

in consideration of their own merits. Thus, standard workout processes would normally involve 

aspects of: 

- Bringing down the overall credit risk exposure of the financial institution. This could include 

requiring the client to contribute extra capital, funds, collateral and guarantees. 

- Collaborating with the client towards evaluating the extent of the challenges and gradually 

working towards provision of advice, bringing down operating costs, enhancing earnings, 

selling off assets, restructuring various programs and introducing new account terms. 

- Bringing around processes to allow for a trustworthy party to be responsible for a client, 

perhaps through a joint-venture initiative. 

- Liquidating exposure by preferring to settle out of court, by calling upon guarantees, 

foreclosing or encashment of the collateral originally deposited (OECD, 2006). 

3. Review of risk management capacity 
 

A thorough review of the various credit risk management processes within a financial institution 

would evaluate the multiple processes adopted in this regard. This would include reviewing the 

institutional capacity to assess, administer, supervise, enforce or recover the various investments 

or financing assets, the advances, guarantees and associated credit instruments. The process also 



MAHFOD ALDOSERI 14 

Chapter 2 Risk management in banking 
 

 

 

reviews financial information available in relation to financial and credit information (Greuning 

& Iqbal, 2009). 

On behalf of depositors, account holders and the various stakeholders, it is important that the board 

of directors of the institution consider the following aspects before deciding on an investment: 

i. The assets involved in the investment and the financials need to be intermediated on 

a collectable basis; 

ii. The funds should benefit the various stakeholders involved; 

iii. The required objectives and requirements of economic agents and associated 

households should be fulfilled to the extent possible. 

Reviewing investment operations ensures the fulfilment of certain criteria. Correspondingly, it is 

important to review the structure of the investments and financial assets, evaluating the extent to 

which policies are reflective of established procedures and guidelines. The staffing should be 

adequate, and guidelines and procedures should be followed in this regard. The resulting 

information accrued through the processes should be timely, accurate and complete, with the 

analyst reviewing any anomalies observed within the asset towards determining the strategy to be 

implemented therein (Greuning & Iqbal, 2009). The soundness of the entire process would be a 

function of the objectified credit decisions which would contribute towards ensuring that the risks 

are acceptable against the foreseeable returns. 

Reviewing the process and evaluating the associated credit manuals throughout the various 

departments would provide an overview of the associated credit functions. Correspondingly, it 

would also evaluate the associated origination, appraisal, approval, disbursement, monitoring, 

collection and the handling processes in place. Such reviews should therefore focus upon: 

- Established credit analysis and approval processes, including aspects of the application forms 

used, internal credit summaries and manuals used, and the client handling processes used during 

the business. 

- The established criteria dictating client accounts would be reviewed, including a focus upon 

return policies and the associated limits assigned by the management towards circulating assets 

throughout the network of the institution. 
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- The process of accruing collaterals should be reviewed in the context of financial institutions, 

and the associated methodologies and practices adopted in periodically re-evaluating collateral 

and the associated files. 

- Responsibilities, compliance and control processes employed regarding administrative and 

monitoring processes. 

- How exceptions are handled within the setup (Greuning & Iqbal, 2009). 
 

4. Human resources 
 

Credit approval processes need to encompass specific hierarchies to ensure the soundness of the 

decision undertaken in consideration of specific parameters. Staffing functions associated with 

origination, appraisal, supervision and related credit processes should be able to deal with Islamic 

solutions and need to be aware of the basic Shari’ah guidelines associated with aspects of defaults, 

penalties and associated investor rights. It is correspondingly important to consider the number, 

age, experience and the responsibilities of the staff engaged, while their placement, skill levels and 

qualifications should be reviewed regarding established policies and procedures. The adequacy of 

the training programs periodically conducted by the bank should be reviewed since the extent of 

training provided is an effective representation of the credit skills prevalent within the staff (Fight, 

2004). 

5. Information flows and disclosure 
 

It is important that banks and associated financial institutions follow pre-set guidelines which can 

be perhaps most efficiently achieved in consideration of regular internal reviews and an efficient 

reporting system. This setup should aim to inform the executive management on the periodic 

policies instituted and conclude in sourcing regular information on the progress status of lower 

level employees. Considering how important it is that it correct information be disseminated 

amongst the decision-makers, extensive efforts need to be undertaken towards ensuring that 

aspects of its availability and quality is ensured in a cost-effective and efficient manner. In addition, 

the information accrued needs to be compiled against multiple sectors of the various operations 

conducted within the institution, and it is correspondingly very important that an unhindered flow 

of information and data is ensured at all times. Such processes are specifically relevant with regard 

to human resources, various organizational and control resources and the information technology 

departments (Hassan & Lewis, 2007). 
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Different countries have seemingly divergent classification standards, provisioning requirements, 

and methodologies to resolve client issues against their accounts. It is therefore important that 

appropriate disclosure processes are maintained to enable supervisors and third-party overseers to 

evaluate the actual condition within the financial institution. It is important that relevant regulatory 

authorities define established principles related to disclosing aspects impacting the credit risk 

scenario of the institution. The Basel Committee on Banking Supervision (BCBS) has made 

multiple recommendations in this regard, which focus upon aspects related to: 

- Specifics related to factors impairing account functions; 

- Specific risk management and associated controlling policies and methodologies; 

- Allowances regarding loss reserves and corresponding provisions quantified amongst most 

clients spread over diverse regions ensuring that all aspects are synchronized with each other; 

- Big time exposures and their coordination against specific clients; 

- Ensuring that clients are provided regular updates on the state of their accounts through balance 

statements and related information (Hassan & Lewis, 2007). 

 
 

2.3 Liquidity risk management in conventional and Islamic banking 

In connection to the economic conditions, there is a strong recommendation by the BIS that banks 

develop a robust liquidity management process through identifying, controlling, monitoring and 

measuring liquidity risks (BCBS, 2008). This process involves four pillars: (i) the roles of internal 

control systems dealing with liquidity management, (ii) the roles of the Asset Liability Committee 

(ALCO), (iii) the roles of an effective information system addressing monitoring and liquidity risk, 

and (iv) the liquidity management policies advocated by the Board of Directors (BOD). The details 

of the process are explored below. 

1. Liquidity Management Policies 

The BOD institutes the liquidity management policies for the liquidity management process, which 

guides all the organization’s entities. In this regard, there are three requirements that the BOD must 

pay attention to as postulated by BCBS (2008): (i) the BOD should communicate, disseminate as 

well as guide the organization’s top management to effectively manage liquidity; (ii) the BOD 

must integrate the new product approval, performance measurement, and risk in the internal 
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pricing, benefits and liquidity costs, and (iii) the BOD must determine and approve the liquidity 

risk management practices, policies, and strategies (Greenbaum & Thakor, 1995). 

In many banking institutions there is variation in liquidity management. However, there should be 

incorporation of the following four components or policies: 

- The policy must encompass very specific objectives and goals connected to managing liquidity, 

which should also include the short and long-term liquidity management strategies 

- The policies should also stipulate the responsibilities and roles of the entities involved in the 

liquidity management process, which include the management of the relationship regulators and 

other financial institutions. 

- The policies also play a key role in the structure of identifying, monitoring, reporting and 

reviewing the liquidity condition of the bank. 

- The policies also play a central role in setting the liquidity risk’s limit as well as ensuring the 

presence of the contingency plan that will adequately address the liquidity challenges. 

The BOD has the liberty to consider and integrate ideas from the various entities responsible for 

managing liquidity risk during the formulation and preparation of the liquidity policies. Those 

concerned with this process include the various heads of risk management divisions or departments 

as well as the Chief Executive Officer (CEO). Moreover, it is important to pay attention to the 

input of the stakeholders and banking regulators when developing such policy frameworks. This 

integrative approach is critical because it enables stakeholders and the board to fully understand 

the complexities and realities of both the internal and external business environment so that they 

would be better placed to apply the liquidity management policies (Greenbaum & Thakor, 1995). 

2. Asset Liability Committee (ALCO) 

For BOD to ensure the implementation of the liquidity management policies, it must allocate the 

roles to a special body that will be mandated to organize and carry out the policies at a lower level. 

Additionally, ALCO also ensures that liquidity management policies together with financial risk 

management and operational risk management are adopted through ensuring the availability of 

favourable strategies (BCBS, 2008). ALCO, therefore, will: 

i. Monitor and manage the collaterals on the asset and liability sides as well as daily 

liquidity position. 

iv. Detect imbalance on liquidity. 
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v. Develop strategies to reduce the liquidity imbalance. 

vi. Ensure the existence of a good relationship between the company and the external 

entities so as to foster cooperation and alleviate the liquidity pressures. 

In order for ALCO to carry out its roles in an effective manner, it should continuously consult with 

BOD and its three cooperating bodies—the business risk management committee, the financial 

risk management committee, and the operational risk management committee. 

In relation to the operational level of risk management, the top-level management should ensure a 

conscious application of the liquidity management policies as well as ALCO’s strategies. Under 

the guidance of ALCO, the top management are required to; 

 

 
i. Ensure that the required changes are adopted so as to improve the liquidity 

management policies, strategies and objectives related to the decision- 

making of the stakeholders during the operations and management of 

liquidity by ensuring strict adherence to their responsibilities. 

ii. Ensuring the soundness and effectiveness of the liquidity management 

process. 

 

 
iii. Monitoring and adoption of the liquidity management process as well as 

enabling the managers to relay the relevant information to the stakeholders 

(BCBS, 2008). 

i. Effective Information System 

An effective information system is vital in supporting the liquidity management process, which is 

a core mandate of the ALCO through its liquidity management policies (BCBS, 2008). Through 

this system, the banks are enabled to control, monitor and report the liquidity risk exposure as well 

as determine the funding requirements within and external to the organization. 

For the stakeholder to make informed decisions about the effectiveness of a bank’s liquidity 

position and the liquidity risk management framework, the management of the bank must publish 

the reports and make them available (BCBS, 2008). Therefore, the presence of an effective 
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information system, communication and comprehensive coordination is very important in creating 

the vibrant management mechanism needed to control liquidity risk. 

ii. Liquidity Management’s Internal Control System 

For banks to have effective liquidity management processes, they should have a functional internal 

control system that is compliant with the decision-maker’s perspectives (BCBS, 2008). The ALCO 

is tasked with the responsibility of managing the internal control system because it one of the 

representatives of BOD, which is tasked with the role of bridging the gap between the users of 

information and stakeholders. ALCO, moreover, investigates the security risks levels and mitigates 

their effects based on the decisions suggested by the decision-makers, especially in problems 

related to liquidity risk problems. Additionally, in cases of serious liquidity risk problems, ALCO 

will consult with the stakeholders to determine the actions that need to be taken (BCBS, 2008). 

The function of the internal control system is to holistically audit the liquidity process to assess 

the liquidity position with a view to reviewing or revising the liquidity process. Furthermore, there 

is need for effective cooperation and communication between the organization and the external 

supervisors, which include the government entities, so that the bank’s liquidity risk management 

framework and liquidity levels can be evaluated (BCBS, 2008). 

Islamic banks contribute significantly to liquidity management. The liquidity is controlled in the 

functions of the organizations with the help of investors, company partners and all the stakeholders. 

The techniques involve three significant factors concerned with accumulating and enhancing 

finances to control the asset and accountability from the point of view of Shari’ah, which are as 

follows: 

i. The attitude of the individuals as the Islamic banking functions are grounded on faith and the 

sharing of risk with the counterparts. 

ii. Coordination of asset and liability. 

iii. Evaluation and supervision of the reserves. 
 

These factors ensure that the liquidity risk management in Islamic banks concerns the actions and 

donations of the investors, financers and the Islamic banks to coordinate assets and liability and to 

assess and supervise the investments (Ismal, 2010). 
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Islamic banks are required to preserve sufficient liquidity amidst the stocks to efficiently handle 

the dangers associated with probable liquidity issues in the activities of the organization. The 

intensity of such stocks shall be studied frequently, including the situation and setting of the 

liquidity of the bank, economic atmosphere and market circumstances. To evaluate the amount of 

liquidity that needs to be stocked, Islamic banks need to identify liquidity shortfall by constructing 

maturity ladders based on appropriate time bands. Accordingly, Islamic banks may categorize cash 

flows and distinguish amongst them as seen below (Islamic Financial Service Board (IFSB), 

2008): 

i. Acknowledged cash flows. This is cash flow in which the developments and the quantities are 

acknowledged beforehand, like creditors from Murabahah, Ijarah, Ijarah Muntahia Bittamleek 

(IMB) and Reducing Musharakah. 

ii. Provisional but anticipated cash flows. Uncertainty is elaborated as the kind of agreement or 

functioning of work depending on the footings and circumstances for an arranged duration. 

iii. Provisional and unanticipated cash flows. In some instances, a share in the Musharakah is for 

a flexible time period and an escape policy may be considered occasionally. The exchange of 

capital and anticipated intensity of return on investment is provisional on the efficiency of the 

operations. 

To evaluate and supervise the danger associated with liquidity, Islamic banks should constantly 

evaluate the cash influxes of the company/schemes that are being supported and the cash 

discharges of finance extraction. Also, Islamic banks should form the arrangement of future 

expenditures by separating the actuality and the prediction of expense. 

Islamic banks acknowledge two kinds of cash influxes, which include the specific influx and the 

unsure influxes. The first appears from the agreements built on debt and assistances while the 

second is produced from the agreements grounded on the equity. According to the cash discharges, 

specific cash discharge originates from time deposits and the unsure discharges derive from both 

saving and request payments (Ismal, 2010). 

In Islamic banks some owners of the account are inclined to extract their investments from the 

banks due several reasons, such as: (i) a return on investment that is less than the anticipated and 

adequate rate; (ii) apprehensions relating to the financial situation of the bank; and (iii) bank does 

not conform with the Shari’ah standards and morals. There are several ways to combine the issues 
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linked with the liquidity grounded on Shari’ah standards and morals. Basically, the three settings 

that these methods include are: (i) steady request for liquidity; (ii) anticipated uneven request for 

liquidity; and (iii) impulsive uneven request for liquidity. Islamic banks have several procedures 

to deal with these issues (Ismal, 2010); 

1. In the first situation, the method involves the interior liquidity management strategies of the 

bank to deal with the requirement of liquidity. (a) having liquidity funds; (b) controlling the 

improvement time of credits; (c) modifying a fault in financing based on both equity and debt; 

and (d) creating a liquidity contract with the parent company (for Islamic windows), are some 

of the examples. 

2. In the second situation, the method requires the exterior liquidity management strategies of the 

bank. Essentially, Islamic banks inhabit the Islamic financial markets to perform their 

liquidating devices. 

3. In the third situation, Islamic banks make a request to exterior liquidity deliverers for 

emergency liquidity, like central banks, government or other similar organizations. But 

dissimilar to conventional banking operations, these methods are applied by stating the 

Shari’ah standards, as mentioned below: 

i. The liquidity funds bear no financial prize as any such prize on unspent cash is Riba. In 

traditional banking operations, the central bank is forced to pay interest on the funds 

maintained by the bank 

ii. The Islamic banks and financers have coordinated with each other in handling a business 

(expense) non-payment, as the investors are associates of the banks. 

iii. Islamic liquidating instrument should have a fundamental asset or project. 

iv. The emergency liquidity received from the central bank is free of cost or on generous loan 

terms (Qardh Hassan). Any extra loan is considered Riba al fadl which is not allowed 

(Ismal, 2010). 

 
 

2.4 Operational risk management in conventional and Islamic banking 

Due to the huge operational risk scope, there are immense problems associated with operational 

risk management analysis. Hence, developing a possible classification scheme for this risk is very 
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difficult. The operational risk source can be identified on the basis of five categories for Islamic 

and conventional banking: risk nature, the influence of the risk, extent of expectancy, magnitude 

and frequency of the loss and events, hazards and type of consequence (Hylmun, 2010). 

 

 
1. Nature of the risk 

 

With respect to BCBS categories, internally caused operational risks can include inappropriate 

property regulations, intentional defraud, and company policy or law that is inappropriate. This 

involves incorrect reporting of employee theft, positions, and insider trading on employees’ 

accounts. Other operational risks originating inside the bank’s management arise from not 

complying with the Shari’ah rules and failure to maintain fiduciary responsibilities. Other internal- 

related risks can be due to technological risks arising from programming faults, IT system crashes 

due to new applications, and limited or no compatibility of the contractual aspects and the 

technology in the system. The business process structures also play a vital part. With respect to 

Islamic banks, it is important to have a process properly designed to structure the financial 

products. It should be noted that the sequencing in the product structuring determines the financial 

products with respect to the rules of the Shari’ah. External risks can be caused due to incidents of 

theft, fraud, computer hacking, regime changes and other factors beyond the control of the bank 

(Akkizidis & Kumar, 2008). 

Several internal operational risks can be managed through proper internal management. For 

instance, having stronger management and control over personnel to prevent employee mistakes 

and internal fraud. In addition, the telecommunication network can be enhanced to prevent 

technological failures. On the other hand, external operational risks are more difficult to prevent. 

There are some researchers however, who believe that these risks can be controlled by designing 

insurance and other hedging strategies to reduce loss (Hylmun, 2010). 

2. The influence of the risk 
 

Direct risk can be defined as risk which leads to losses arising directly from the related events. For 

instance, trading in incompetent currency causes a loss to the bank because of the adverse rate of 

exchange. Moreover, if a bank accidentally charges £10,000 rather than £15,000, the bank will 

suffer a £5,000 loss. Some major guidelines are set by the Base II with respect to the regulatory 
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estimation for the capital charge by banks, based on direct losses. The Base II categories have been 

identified and show the direct operational losses. Indirect risk on the other hand, can be described 

as the opportunity costs and the losses related to the costs of correcting a problem of operational 

risk, like near-miss losses. The regulatory proposals (BCBS, 2001) discuss near-miss losses. These 

losses can possibly be used to augment the internal loss data with respect to the calibration of the 

capital models. Near-miss losses can be defined as the losses estimated from the events which can 

possibly take place, but are then successfully prevented (Hylmun, 2010). 

3. Expected vs. unexpected operational loss 
 

There are some expected losses due to operational risk. However, some losses are not expected. 

The expected losses (EL) are losses which take place regularly, like minor errors by employees 

and credit card fraud (minor). More specifically, expected loss is expected for the next period of 

time (BCBS, 2002). 

4. Frequency and magnitude of loss 
 

Expected losses usually are losses which are less severe and high in frequency. Operational losses 

can be categorized into four main areas: 

i. Low severity/low frequency. 
 

ii. High severity/high frequency. 
 

iii. High severity/low frequency. 
 

iv. Low severity/high frequency. 
 

We can have an idea about the frequency of the operational risk and magnitude through the 

severity-frequency quadrant. The quadrant provides information regarding the operational risk 

exposures for the bank (BCBS, 2002). 

5. Hazard, consequence and event types 
 

Operational risk analysis is difficult because of the extent of operational failures including events, 

consequences and hazards. An efficient operational risk management analysis follows a 

multidimensional infrastructure, which first focuses on the event dimension to start the analysis. 

There is sometimes a little confusion in the operational risk due to the distinction between the 
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event type, risk type and the loss type (consequence). It is important for the banks to record the 

loss data separately for each type of loss, type of event, and the type of risk involved. Hazard 

involves one or more elements that increase the chances of the event, while the event is just one 

incident that causes the effect or effects. 

The occurrence of operational losses involves the process known as “cause and effect” which is 

the relationship that exists between the hazard, event and loss. Loss can be defined as the effect 

resulting from the event, and the event is the cause of the incurred loss. Event is the result of the 

hazard, and the hazard is the reason for the event. Every loss needs to be related to the event that 

caused this loss, and every event needs to be linked to one or more hazards that resulted in the 

event. Moreover, it can be said that causes comprise of both events and hazards, because hazards 

and events combined result in the loss. Hazards in other words, are things that must have been 

done but were not (Khan, 2008). 

Islamic banking has a unique mode of dealing with business so the operational risk management 

in Islamic banking needs to be emphasized more than in conventional banking. It requires a 

thorough understanding of the sources and reasons of operational risk that may cause a potential 

loss. Hence, it is recommended that the basis of the operational risk exposure with respect to 

Islamic banks includes: Shari’ah compliance risk, fiduciary risk, people risk, legal risk and 

technology risk. 

1. Shari’ah compliance risk 
 

The definition of Shari’ah noncompliance risk is clearly described by the IFSB which guides the 

general principles and rules of risk management for firms that offer Islamic financial services. 

This risk is the risk arising from the failure to comply with the IIFS’ principles and rules of 

Shari’ah determined by the board of Shari’ah or any other significant institution in the jurisdiction. 

With respect to Islamic banks, complying with the Shari’ah is of utmost necessity. According to 

IFSB principle 7.1, there should be enough controls and systems in Islamic banks, particularly the 

Shari’ah Advisor/Board, to ensure that the Shari’ah rules and principles are duly met. The 

organization should comply with these requirements in every business matter and activity 

including the products. Failure to comply with the Shari’ah causes cancellation of the transactions 

that fall as illegitimate (Islamic Financial Services Board, 2005). 
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All documentation relating to the termination and formation of elements, influencing the 

contractual performance of the business, need to comply with the Shari’ah. Moreover, according 

to IFSB (2005), the degree of Shari’ah should be analyzed and studied every year. This can be 

done by any significant relevant party which may or may not be a part of the same Shari’ah control 

department. The chief purpose for this review is to ensure that the financing and equity investment 

of the Islamic banks is as per the Shari’ah principles and that all the operations of the business are 

carried out within the dimensions ascribed by the Shari’ah (Hylmun, 2010). 

When cases of noncompliance of the Shari’ah take place, whether in the business or the products 

of the business, Islamic banks must maintain a record of all the profits made from it. This record 

will be useful for Islamic banks to analyze the possibility of these cases occurring in the future. 

Moreover, having data of the areas with Shari’ah noncompliance will help these banks assess the 

profits not legitimate for the business. More specifically, the business can manage possible loss, 

reducing the risk of wasted profits. Considering the requirements of the Shari’ah with respect to 

financial contracts, and the various understandings of the subject in the industry, AAOIFI 

(Accounting and Auditing Organization for Islamic Financial Institutions) has provided the 

updated standard of Shari’ah for any issue regarding Islamic banking. Overall, the following 

requirements should be fulfilled with respect to financing compliance of the Shari’ah which lie in 

six distinct contracts (AAOIFI, 2005): 

i. Murabahah and Ijarah contracts: 
 

- At the time of lease or sale, the asset exists. With respect to Ijarah, acquisition of the 

rightful use of the leased asset should take place, once the contract is made. 

- When sold, the asset legally remains in the ownership of Islamic banks; 
 

- The asset sold will be used by the lessee/buyer for business activities allowed in the 

framework of the Shari’ah. In cases of the asset being eased back to the owner within the first 

lease period, there should be no Bay' Al-Inah contract after changing the duration of the rent 

of the asset; 

- In cases of late payment, no penalty fees or price increases should be charged for 

rescheduling or extending the payment date, regardless of whether the debtor is insolvent or 

solvent. 
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ii. Salam and Istina’ contracts: 
 

- No inter-conditional and inter-dependent relationship can exist between a sale and purchase 

contract. 

- In case of late delivery of a good purchased under the Salam contract, no penalty can be 

stipulated. However, this is allowed with Istina’ contracts. 

- There may be no physical existence of a subject matter of an Istina’ contract when the 

contract is made. 

iii. Musharakah and Mudarabah contracts: 
 

- The Islamic banks’ capital must be invested with respect to business activities or Shari’ah 

compliant investments. 
 

- With respect to Musharakah, the capital of another partner cannot be guaranteed by a 

partner and the capital of Mudarabah is not guaranteed by the Mudarib. 

- In a Musharakah, the partner’s share purchase price should be set according to the market 

price with respect to the agreement time. The share cannot be stipulated at the face value. 

The Islamic banks hence must follow the principles of the Shari’ah in all aspects of the business. 

Moreover, it is also important that they consider the contract’s structure, as the sequence structure 

of the financial products determines the extent to which the Shari’ah is followed. Certain contracts 

may be used to assess the Shari’ah principles (Hylmun, 2010). 

2. Fiduciary risk 
 

Islamic banks are responsible for all the losses they generate due to investment breach, misconduct 

or their negligence. Fiduciary risk can be described as the risk that arises due to these losses. It can 

be further defined as a manifestation of failure to follow the implicit and explicit standards set by 

the fiduciary responsibilities (Islamic Financial Services Board, 2005). This failure is evident 

through the extent of the volatile earnings that Islamic banks make. When such losses occur, 

Islamic banks can turn insolvent since they fail to fulfil the current account holders’ demands and 

are unable to pay their funds. Secondly, they are also unable to safeguard the investment account 

holders’ interests. 
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With respect to conducting the fiduciary role, it is important that Islamic banks safeguard the 

interests of the fund providers, meeting the IFSB standard for the risk management rule. When 

doing this, Islamic banks need to ensure that there is a proper establishment of the basis on which 

the revenue, asset, profit and expense are allocated, reported and applied with respect to the 

responsibilities of the Islamic banking fiduciary system. This system maintains the trust of the 

fund providers (Islamic Financial Services Board, 2005). 

There are two significant points that must be considered with respect to maintaining this trust: 
 

i. Shari’ah aspect: all the products and activities of Islamic banks must be according to the 

Shari’ah. 
 

ii. Performance aspect: Islamic banks must ensure that there is proper financial performance, 

avoiding any misconduct or mismanagement. Islamic banks should comply with the Shari’ah, 

with respect to the Shari’ah supervisory board. In terms of performance, the following points can 

be included in the policy that can be made by Islamic banks: 

- Sound identification of the profitable investments and Shari’ah compliance, contributing 

to a positive return on investment. 

- Efficient asset and profit allocation carried out professionally as well as according to the 

fiduciary responsibilities of the Islamic banks. 

- Daily provision of information on the investment performance with respect to the 

investment account holders as well as the market, to be able to judge the risk profiles and the 

financial efficiency of Islamic banks. 

Is it important that there is a strong relationship of trust between the fund providers and Islamic 

banks? This very relationship is the chief differentiation between Islamic banks and conventional 

banks, and is the basis on which the Islamic banks exist. Therefore, it is duly expected of the 

Islamic banks that they work efficiently in the fund providers’ interests, who may be shareholders, 

depositors or investors. With respect to the fiduciary role, fiduciary risk occurs when the objectives 

of the shareholders and investors are not met. There can be serious consequences if fiduciary risk 

occurs, most critically the Islamic banks lose their good reputation with their customers. 

Furthermore, there can be significant impacts on the access to liquidity and bank costs. If the banks 

become insolvent, they will fail to fulfil the demands of the investment and current account 
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holders. Therefore, it is important for Islamic banks to maintain a sound solvency level to improve 

their credibility. There are three major indicators used to determine the solvency level of a bank: 

(i) capital adequacy ratio which is based on IFSB directives, (ii) equity coverage ratio which shows 

the capability of the capital to recover the loss resulting from the financial exposure of the bank, 

and (iii) leverage ratio which shows the residual estimate of the bank claims. Some fiduciary risk 

exposures that can occur with respect to Islamic banks (Islamic Financial Services Board, 2005) 

include: 

- In Musharakah and Mudarabah contracts, the bank needs to conduct proper monitoring 

and screening on the asset side of the balance sheet. A rise in fiduciary risk can occur if there 

is negligence here, whether deliberate or not. The managers need to carry out due diligence 

before considering any action using depositor or investor funds. 

- Fiduciary risk can also occur if the funds of the current account holders are mismanaged. 

This can happen when there are serious losses faced by Islamic banks while using these funds. 

This causes a loss of depositor confidence and trust. 

- If a bank conducts expenses and allocates extra expenses on the investment account 

holders, this is a breach of the implicit contract. 

3. People risk 
 

Another kind of operational risk is people risk which is a result of fraud or incompetence, exposing 

Islamic banks to heavy losses. This risk involves lack of expertise, deliberate fraud and human 

errors regardless of whether the loss risk unintentional or intentional. 

Usually however, most of the losses are incurred due to intentional activities like unauthorized 

trading and fraud. For example, the Dubai Islamic Bank had an internal control problem, costing 

the bank US$50 million in 1998. This was due to a bank official not conforming to the credit terms 

of the bank. This caused a run on the deposits of US$138 million—7% of the bank’s total 

deposits—in one day. The same bank official provided an unauthorized loan to West African 

tycoon Foutanga Dit Babani Sissoko, of US$242 million (Hylmun, 2010). 

Although no official research has ever been conducted regarding people risk exposure in Islamic 

banks, it is nevertheless obvious that this challenge is significant. With respect to Islamic banking 

development, there is a distinct lack of people who are experts in directing and running the 
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business. There is wider people risk in Islamic banks compared to the conventional banks mainly 

because the officials of the Islamic banks need to be aware of both the conventional and Islamic 

banking systems. There is a serious need for new innovators and risk managers in the Islamic 

banking industry, as well as a need for supervisors and regulators who are well versed in finance 

and Shari’ah knowledge. 

Officials should also know about the current Islamic alternatives to their conventional products 

and the associated commercial advantages and disadvantages. Lack of skilled officials as discussed 

above, will result in a greater people risk. Inefficient and untrained staff will expose Islamic banks 

to operational risk. Due to the increased demand for this industry, Islamic banks’ staff need to 

know how to design the financial innovations which are in compliance with the Shari’ah to meet 

the needs of the customers and clients and match conventional products, procedures and techniques 

(Jackson-Moore, 2007). 

Furthermore, it is important that Islamic bank staff know how to form financial contracts that are 

not merely interest free. To be precise, the staff need to ensure that the products are not only 

Shari’ah compliant but also efficient. Unskilled staff may result in inefficient or illegitimate (as 

per the Shari’ah) products. A proper system should be established by the financial institutions with 

overall management control regarding operational risks arising from employees. Procedures 

within these systems need to include: 

- Selecting employees who follow and respect the principles of the Shari’ah. 
 

- Separating the duties of the employees. 
 

- Supervising employee performance internally. 
 

- Proper establishment of policies which comply with the principles of the Shari’ah and are 

known by all the employees. 

- Training of the employees regarding risk management. 
 

- A clear mechanism of punishment and reward. 
 

Currently, operational risks can also be due to people risk. A reason for this is that some staff are 

not properly trained with respect to the Fiqh Muamalah or financial transactions. In most 

scenarios, Shari’ah scholars are hired by Islamic banks, where these scholars are not practically 
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aware of modern financial transactions. It is also very difficult to have financial economists who 

have sound awareness of the Fiqh Muamalah (Akkizidis & Kumar, 2008). 

4. Technology risk 
 

In a developed financial industry, the technology system plays a significant role in any Islamic 

bank’s operations. The chief determinant of the business’ success relies on the skills of assembling 

an enhanced database and ability to make efficient decisions, keeping client demands and 

industrial changes in consideration. The present competition in the Islamic banking industry is 

highly influenced using information technology (IT). An Islamic bank’s success is also dependent 

on the ability to capitalize on IT use in various ways for the business. An Islamic bank cannot be 

competitive in the market if it is unable to maintain advanced IT use. Hence, it is important for 

Islamic banks to ensure consistent upgrading, improvement, and continuous testing of the 

technology to meet the following objectives (Chorafas, 2004): 

i. Efficient client requirements; 

ii. Regulatory and market changes; 

iii. Evolving knowledge and information management. 

If requirements are not met, it is likely that the business will be exposed to operational risk with 

respect to IT. Moreover, there are various technological risks that can occur if the software and 

telecommunication systems are not properly designed for the requirements of Islamic banks. These 

risks can be internal or external, for example, internal fraud, human error, manipulation of 

programming errors, system failure to fulfil business requirements, IT crash due to new 

applications, no compatibility with the current system, external fraud, mismanagement, natural 

disasters, obsolete machines and applications, and reliability issues. 

It is evident that the IT operational risk can be increased with extensive IT use. Yet, very few 

institutions know how to best capitalize on their technology. Another operational risk related to IT 

can be the huge costs of the technology without having the right return on investment (Chorafas, 

2004). 

5. Legal risk 
 

There has been debate among various practitioners about including legal risk with respect to 

operational risk. The primary reason for this debate is the complexity in defining the nature of the 
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risk. It is also due to the volatile effect of legal risk, even though it can be determined by the losses 

incurred by banks. There is also significant criticism of the relationship made between operational 

risk and legal risk, as it is neither universally accepted nor self-evident (Hadjiemmanuil, 2003). 

The main confusion and dispute on the subject matter arise because there are different meanings 

of legal risk, depending on the context and relevant concerns of the people who employ it. 

Moreover, the loss can be incurred in various ways, most of which are categorized as part of legal 

risk. Hence, this loss can be characterized as: 

i. Actions which are not legally correct on the part of either the bank itself or the agents or the 

employees of it: this causes the bank to face liabilities or makes it unable to follow the principles 

to safeguard its interests. 

ii. Legal uncertainty: this parameter is external and independent of the bank’s errors. It influences 

even those institutions which are run most efficiently and prudently. This law can be expressed 

sometimes in abstract terms. Due to information constraints, it is not possible to have rules that 

make provisions for every eventuality. 

iii. Financial innovation and legal uncertainties: innovation can be an important factor contributing 

to legal risk. Adopting difficult and new techniques of transactions also have legal uncertainty. 

Therefore, banks can be exposed to a significant risk. 

iv. Country specific legal costs and perils: legal risk can be defined as the possible risk of 

conducting business in various countries, with respect to the quality of the relevant country’s 

legal system. We can compare the jurisdictions with respect to the influences of the judiciary 

laws in terms of the risk levels (Sundararajan, 2005). 

In Islamic banking, there are significant effects of legal risk that should be not ignored. There are 

various reasons for which legal risk can arise, such as: law uncertainty, uncertainty in contracts, 

financial instruments legality, unreliability of the legal system, unavailability of legal experts, and 

exposure to unforeseen law changes. Furthermore, there are certain aspects of operational 

functioning with respect to Islamic banking that the law does not cover properly. This causes 

further exposure to legal risk for the Islamic banks. Moreover, there are other contracts in Islamic 

banking which can cause a possible legal risk. For instance, with respect to Murabahah 

transactions, the bank purchases an asset and then sells it under various terms of payment, where 
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every step requires times and needs a new contractual agreement. This has a potential risk of 

disagreement. Another cause of legal risk is uncertainty in the regulations, such as regulatory 

changes which influence the legality of different instruments of Islamic finance. For example, in 

Indonesia some Mudarabah bonds are issued as debt which in effect is guaranteed by the 

patrimony of Mudarib. However, according to the Shari’ah, this is not allowed (Kumar, 2008). 

 

 
2.5 AAOIFI Shari’ah standards role in Islamic banking 

The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) plays a 

crucial role in providing assistance to Islamic financial organizations in a number of problematic 

areas such as accounting treatments or interpretation of financial issues relating to Islamic 

insurance or products. Moreover, AAOIFI has the purpose of encouraging Islamic financial 

organizations to adopt and implement its principles in liaison with the relevant regulatory 

authorities in the countries where these organizations conduct their business. In light of this 

purpose, national and transnational bodies, such as LASB, accounting organizations and central 

banks, are encouraged to become members of AAOIFI (Vinnicombe, 2010). 

Across the globe, AAIOFI is instrumental in the development of the Islamic banking industry. In 

addition, all banks are required by the accounting standards in Islamic Banks, the third pillar of 

Base II dealing with effective market disciplines including Islamic banks, to develop disclosure 

and transparency measures. This requirement forms the foundation upon which risk analysis can 

be conducted. Transparency, being a critical facet of finance, refers to the bank’s open information 

policy regarding the business’ concrete actions and decisions which can be assessed, viewed and 

reviewed to provide invaluable insight for the business’ stakeholders. On the other hand, disclosure 

refers to the concerns and measures that relate to methodology and processes connected to the 

dissemination of information as well as policy frameworks and decision-making processes to 

enhance understanding and openness. The financial reporting obligations of a bank encompass 

areas such as asset quality reports, cash flow reports, income statements and balance sheets among 

others. Normally, these reports are required to be submitted periodically (monthly, quarterly or 

yearly) in accordance with the demands of the regulator. Moreover, the bank’s risk evaluations 

should be disclosed on a periodic basis as this is critical in enabling the regulator to effectively 
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perform risk supervisions. The risk reporting includes the market risk or country report, operational 

risk report, commodity and equity position report, foreign currency risk report (not covering active 

investment), liquidity risk report, aggregate market risk report, the credit report and the CAR report 

(Wahyudi, Rosmanita, Prasetyo, & Putri, 2016). 

The risk reporting in terms of transparency should be representative of the bank’s holistic risk 

profile as reflected on both the on- and off-balance sheet accounts, as well as covering risk 

measurement methods, risk exposure and risk coverage. Furthermore, the bank should disclose all 

the relevant information regarding the capital sufficiency, the bank’s ability to bounce back after 

short-term challenges as well as the bank’s capacity to source fresh capital. With the adoption of 

Basel III, these reports are very important. Moreover, the bank’s operational details including 

liquidity position and solvency as well as the current business activities’ inherent risk levels are 

covered in the risk reporting. In connection to profit and loss statements, cash flow statements and 

other bank financial reports, the AAOIFI develops the standards of reporting for Islamic banks. 

Additionally, AAOIFI plays the crucial role of providing a uniform Shari’ah standard relating to 

the contract’s language, which is one of the key components of Islamic banking. It must also be 

noted that AAOIFI Basel methods compliant with reporting include asset quality and risk 

assessment. The third pillar of Basel II clearly demands disclosure of information because such 

disclosures will enhance the adoption and implementation of expected market discipline. Through 

this disclosure, accessible and dependable information can be made available to the stakeholders, 

based on accounting measures uniform across the entire Islamic industry as well as being in 

compliance with AAOIFI standards. In this regard, the Islamic banking industry will be facilitated 

to achieve transparency, consistency and comparability in their financial reports (Wahyudi et al., 

2016) . 

The Shari’ah standards developed by AAOIFI have critically underpinned regulatory frameworks 

in a number of countries such as Syria, Sudan, Pakistan, Oman and Bahrain. Due to the importance 

of AAIOFI Shari’ah standards as regulatory framework, many banks such as Islamic Development 

Bank Group, have adopted them. Even in countries such as Malaysia and Indonesia, these Shari’ah 

guidelines have been at the core of the banking industry. The AAOIFI Shari’ah standards have 

also been adopted voluntarily by other countries and regions such as North America, Central Asia, 

Africa, United Kingdom, United Arab Emirates, South Africa, Qatar Financial centre, Qatar, Saudi 
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Arabia, Lebanon, Kuwait, Jordan, France, Dubai International Financial centre and Brunei 

(Wahyudi et al., 2016). 

 

 
2.6 Risk management practices in Saudi’s Islamic and conventional banking 

Competitive compressions in banking increase the rate of innovation and the complexity of the 

business. Like their foreign counterparts, Saudi Arabian banks—whether Islamic or 

conventional—are coping with these compressions in diverse ways and have established better 

governance practices and risk management structures encountered in their differing business 

approaches. Therefore, the banks in Saudi Arabia have minimized the negative global financial 

crisis effects by providing sound management tools, credit and deposit facilities, foreign exchange 

services, strong trade securities, investment banking, expanding branches & ATMs service, and 

government finance (Kadar, Wanke, & Azad, 2017). 

The key objective of this section is to identify the differences between Saudi Arabian conventional 

banks and Islamic banks in terms of bank risk management practices. However, as mentioned 

previously, this study is considered the first to compare risk management practices between Islamic 

and conventional banking in Saudi Arabia. There are currently no empirical studies demonstrating 

these differences in regards to understanding risk and risk management (URM); risk identification 

(RI); risk assessment and analysis (RAA); risk monitoring (RM); and credit risk analysis (CRA). 

Thus, this section will focus on the aspects reflecting the efficiency of risk management practices 

in both types of banks, namely the efficiency of applying the Basel Accords, bank performance and 

risk management disclosure practices. 

SAMA has long encouraged banks to build prudent capital and provisioning buffers, based on 

reliable financial statements. Such buffers have proved valuable in recent years allowing the 

impact of the global crisis and the default of two large groups to be absorbed without threatening 

any bank. Capital buffers are now defined as part of the Internal Capital Adequacy Assessment 

Process (ICAAP), while provisioning buffers result from pragmatic decisions made by SAMA’s 

senior management. The latter would benefit from being more formalized. Moreover, significant 

improvements in banking regulation and supervision have occurred since 2004. SAMA introduced 

Basel II and used the Pillar 2 requirements to promote improvements in the risk management and 
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capital planning of banks. In terms of supervision, risk-based approaches were introduced, and 

large resources were assigned to supervision. SAMA also started the introduction of Basel III 

requirements (SAMA, 2017). 

The Islamic Financial Services Board (IFSB) serves as an international authority that issues 

various governance principles and standards for the guidance of Islamic financial institutions in 

the interest of promoting the stability of Islamic finance and service industries. To date, it has 

issued many standards on risk management principles, capital adequacy, bank governance, 

supervision and monitoring, transparency, and market discipline. IFSB extensively adopted Basel 

rules in the development of its standards and guidance principles for capital adequacy, risk 

assessment, corporate governance, transparency and market discipline, and supervisory review 

processes (Rosman & Rahman, 2015). 

AAOIFI develops reporting standards for the balance sheet, profit-loss statements, cash flow 

statements, and other bank financial reports. In addition, AAOIFI presents a uniform Sharia’h 

standard for the language of the contracts commonly used in Islamic banking. Lastly, AAOIFI 

complies fully with Basel methods in matters of reporting, such as for the assessment of risks and 

asset quality. The disclosure of this information would facilitate the implementation of market 

discipline as mandated in the third pillar of Basel II. A variety of information useful to the 

stakeholders can be made publicly available. This situation is made possible through the 

uniformization of accounting measures throughout Islamic banks (Wahyudi et al., 2016). 

It is observed through the annual reports of Saudi Arabian Islamic and conventional banks that 

these banks suitably address Basel committee standards because both types of banks believe that 

the disclosure of relevant information about banks’ financial profiles is compulsory to ensure 

transparency so that market discipline can operate most eff ectively. Moreover, SAMA urges the 

AAOIFI and the IFSB to set up accounting and auditing standards for Islamic banks to protect 

these investments.(SAMA, 2017). 

In term of Saudi banks’ performances, Zehri and Mbarek (2016) show that the measures of some 

bank characteristics, such as profitability ratios, efficiency ratios and risk ratios are good 

discriminators between Islamic and conventional banks in KSA. Islamic banks were more 

profitable, less risky but less efficient during and after the last financial crisis. The strict and 

prudent instructions imposed by Shari’ah in Islamic finance may explain the relative stability of 
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the Islamic banking system in KSA. Alghfais (2017) also found that Islamic banks were more 

profitable, had higher capitalization, had lower risk, and contributed more to economic growth 

than conventional banks. Nevertheless, the conventional banks are more efficient and have more 

diversified investment portfolios than Islamic banks. According to the study outcomes, Islamic 

banks are able to use their high capitalization to increase profitability. However, they are less 

efficient than conventional banks; this is probably due to the lack of standardized products across 

the Islamic banks in Saudi Arabia. Islamic banks also tend to have less diversified investment 

portfolios owing to a lack of Shari’ah-compliant investment products. In fact, they may need to 

diversify their investment portfolio. They should also invest heavily in financial technology 

(Fintech) to reduce their operational costs and become more efficient (Alghfais, 2017). 

In terms of risk management disclosure practices in Saudi Arabian banks, it is clear that the global 

financial crisis in 2008 was triggered by low levels of risk management capability in banks and a 

lack of transparency in reporting their performance in their annual reports. Risk management 

disclosure will lead to better risk management, as well as improved accountability for stewardship, 

investor protection, and the usefulness of financial reporting. This would help financial report users 

to identify potential managerial problems/opportunities and assess management's effectiveness in 

dealing with such issues (Lajili & Zeghal, 2005). 

Islamic banks report less risk information than conventional banks. However, the analysis reveals 

that both types of banks report approximately the same amount of risk information regarding the 

banks’ conventional risk related items. Islamic banks report very little concerning Islamic risk 

related disclosure items. Consequently, we concluded that Islamic banks disclose less risk 

management information than their conventional counterparties. This outcome could be a 

reflection of the inherently conservative nature of the principles that guide Islamic financial 

institutions, which provide financial products that aim to serve the interests of society more broadly 

than do conventional banks, which are more likely to focus upon profit maximization (Al- 

Maghzom, 2016). 

In conclusion, risk management practices in Saudi Arabian banks in terms of applying the Basel 

Accords, bank performance and risk management disclosure practices show that while 

conventional banks have an advantage over Islamic banks, Islamic banks are more profitable. 

Furthermore, it is clear that risk management processes in Saudi Arabian banks are efficient with 
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an adequate understanding of risk management and a system for risk identification. There is a high 

level of board involvement in assessing, analyzing, monitoring and controlling risk efficiently. 

They are, however, only reasonably efficient in managing risk, hence, URM, RM and RMC are 

the most influential factors in RMPs (Ismail, 214). 

 

 
2.6 Concluding remarks 

This chapter covered several significant areas relating to risk management issues in the Islamic 

and conventional finance industry. It provided an overview of credit risk management issues and 

highlights the management of credit risk, liquidity risk and operational risk. Islamic banks apply 

Murabahah, Istisna’, Mudarabah, Musharakah, Ijarah, and Salam contracts. It is important that 

appropriate disclosure processes are maintained to enable supervisors and third-party overseers to 

evaluate the actual conditions within the financial institution. It is also important that relevant 

regulatory authorities define established principles related to disclosing factors impacting the 

credit risk scenario, liquidity risk scenario and operational risk scenario of the Islamic banking 

institutions. Moreover, considering the importance of correct information dissemination amongst 

the decision-makers, concerted efforts need to be made towards ensuring that information 

availability and quality is ensured in a cost-effective and efficient manner for the Islamic banking 

industry. 

Conventional banks and Islamic banks in Saudi Arabia have clear strategies to manage and deal 

with different types of risks including credit risk, liquidity risk and operational risk although 

conventional banks manage and minimize these risks better than Islamic banks. The biggest 

challenge to Islamic banking in Saudi Arabia is to keep creating best practices to manage the risks. 
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Chapter 3: Banking in Saudi Arabia 

 

3.1 Introduction 

As mentioned earlier, the objective of this thesis is to examine credit risk management practices, 

liquidity risk management practices, and operational risk management practices in Saudi Arabia’s 

Islamic and conventional banks. Chapter 2 discussed the risk management issues in Islamic banks 

for these three types of risks, while this chapter will focus on banking systems in Saudi Arabia. 

The bank sector, as the critical financial system sector, plays a significant role in encouraging a 

country’s economic growth. If the banking sector does not do well, the economic performance will 

be weak. An efficient banking sector reflects a sound intermediation procedure and subsequently, 

a significant contribution to economic development. 

Saudi Arabia is the biggest crude petroleum producer and exporter in the world. Saudi Arabia's 

broad coastlines on the Arabian Gulf and Red Sea provide a good position for easy transportation 

of unrefined oil through the Arabian Gulf and the Suez Canal. Ninety percent of Saudi Arabia’s 

export commodities are petroleum and petroleum products with their major trading partners being 

the US, Singapore, South Korea, Japan and India. Imports include machinery and equipment, 

foodstuffs, chemicals, motor vehicles, and textiles with major import partners being the US, UK, 

Japan and Germany. Before the petroleum boom, Saudi Arabia was something of a backwater in 

the Arabian Peninsula. The country’s economy in that early stage was poor, basic, and simple; 

with few foreign based trading houses and money changers to serve and provide basic financial 

services to locals and the pilgrims, who were the major sources of revenue in the country’s 

economy. The emergence of a modern day unified state has been supported by the discovery of oil 

in 1938, and the Kingdom’s transformation has been astonishing. Since that time, the country’s 

revenues have grown and foreign banks have become interested in entering the country’s market 

through de novo entry (Al-Zomaia, 2004). 

This chapter contains the following sections; Section 3.2 begins with the early history of Saudi 

Arabia’s banking system. Section 3.3 focuses on the assessment of the Saudi Arabian banking 

industry. Section 3.4 presents the concluding remarks for this chapter. 
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3.2 Banking restructuring and expansion – an early history 

In October 1952, the Saudi administration launched the Saudi Arabian Monetary Agency (SAMA) 

to consolidate its currency and monetary systems. However, the administration maintained its 

existing agency relationship with the Al-Kaki and Bin Mahfouz Co. Bureau de Change, despite 

SAMA setting up offices in the country’s key metropolitan areas. Al-Kaki and Bin Mahfouz Co. 

was then authorized in 1953 to establish the country’s first commercial bank, taking the National 

Commercial Bank as its name. 

This move precipitated the entry of other overseas banks, with the First National City Bank of 

New York and Banque du Liban et d’Outre Mer following Banque du Caire’s lead in 1954. In 

1957, the Riyad Bank established a presence and was quickly followed in January 1957 by Bank 

Al-Watany. Pilgrim Receipts, which were underpinned by gold, silver and overseas tender, 

heralded the introduction of physical currency between the years 1950 and 1956. Four years after 

this point, banknotes had supplanted all Pilgrim Receipts, SAR 3.75 was equal to USD 1 (pegged 

and stabilized), inflation had been controlled and foreign currency reserves had risen. The 

Kingdom found itself at the beginning of many years of having no debt (SAMA, 2003). 

In 1960, SAMA witnessed the emergence of the first signs of concerns in the banking sector. Poor 

management and a lack of supervision over the issuing of loans led to Riyad Bank and Al-Watany 

Bank experiencing grave liquidity issues. Not only had the members of both banks’ boards taken 

on more debt than they could manage, they had also failed to make their scheduled loan 

repayments. A failure on the part of Bank Al-Watany to pay out its local depositors led to its 

technical insolvency by 1960. SAMA stepped in to force a merger between Bank Al-Watany and 

Riyad Bank when the Bank Al-Watany board rejected its request to settle its arears, before once 

again intervening to call upon Riyad Bank to restructure its operations in 1961. This entailed 

wholesale changes to the management structure, including the removal of the chairman and 

reshuffling of the directors. The company shares of the directors who had not settled their arrears 

were assumed on the government’s behalf by SAMA, which amounted to a 38% stake in the bank. 

These issues opened the door for SAMA to expand its remit to include the supervision and 

authorization of the whole banking sector. The year 1966 witnessed the scope of SAMA’s 

regulatory authority increasing through the approval of a new Banking Control Law. Not only did 

this piece of legislation require all banks to fulfil specific reserve and capital adequacy demands 
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as well as liquidity and lending ratios, it also paved the way for SAMA to (i) initiate legal 

proceedings against those responsible for legislative breaches, (ii) implement various directives, 

and (iii) request that organizations reapply for their permissions to operate (on the condition that 

the Minister of Finance authorized it to do so). The law also backed the idea of banks providing a 

“universal” range of financial services, i.e. a one-stop shop. This triggered the nationwide 

prevalence of banks among all the financial institutions in place and the improvement of their 

status to the first port of call for services of this nature (Alshogeathri, 2011). 

3.2.1 Rapid growth and restructuring in the 1970s 
 

A steep increase in public sector income and spending, allied with the need to fund flagship 

infrastructural and manufacturing schemes, let to the swift growth of the Kingdom’s banking 

system in the 1970s. Despite the economic policy of the country until 1975 being focused on 

incentivizing overseas financial institutions to enter its banking sector—which led to 10 

international banks setting up shop with 29 branches—the focus of the government’s second Five- 

Year Plan, which began in 1976, was to encourage the Saudi people to engage in the 

transformation of overseas banking divisions in the Kingdom. There were several goals associated 

with the implementation of this plan. Not only did it encourage Saudi nationals to engage in the 

banking system, it also incentivized domestic financiers to become more involved in an area that 

was rapidly gaining in size and strength. The growth of the Kingdom’s fledgling stock market was 

also fueled by the opportunities presented by purchasing shares in these banks, and further 

encouraged the Saudi people to get involved. Overseas associates sought to improve their position 

by providing incentives for foreign banks to assume significant stakes in the recently set up banks 

and by providing them with management agreements; in this way, they were able to retain strong 

levels of power over management, but still reap the rewards available to domestic Saudi banks 

(Abalkhail, 1999). 

By 1979 the number of bank offices had doubled and there were 12 banks with a presence in the 

Kingdom, nine of which were Saudi owned. Over 250 bureaux de change supplied money 

changing and other banking services to areas popular among religious tourists, which included far- 

flung, isolated locations and main metropolitan hubs alike. 

The Saudi Agricultural Bank, the Saudi Credit Bank, the Saudi Industrial Development Fund, the 

Public Investment Fund and the Real Estate Fund were the five key financing bodies established 



MAHFOD ALDOSERI 41 

Chapter 3 Banking in Saudi Arabia 
 

 

 

by the government in the 1970s to join the existing bureaux de change and banks. The idea was 

for these organizations to augment the short-term funds made available by commercial banks with 

medium- and long-term finance for development purposes. 

With deposits rising by a multiple of 25, i.e. from SR 1.6 billion to SR 40 billion, and loans 

increasing by a factor of just under 12, i.e. from SR 1.6 billion to SR 19 billion, the 1970s witnessed 

total assets rising from SR 2.7 billion to SR 53 billion, which represented a vast improvement in 

the business health of the commercial banks in the Kingdom. As well as the cheap medium- and 

long-term loans granted by public sector lenders to businesses, demand steadily began to outstrip 

supply of credit. This caused the share of overseas assets in commercial banks to rise from 11% 

in 1977 to more than double in 1979 (25%). 

Despite this, however, there were areas in which the needs of the market were not being met. These 

comprised the following: (i) a lack of digitization; (ii) outdated processes; (iii) a lack of retail 

credit services; (iv) a reluctance to supply bureaux de change services; (v) difficulties for small 

companies to get loans; (vi) only being able to cash cheques in coins and notes; and (vii) the lack 

of a national clearing house. These shortcomings were compounded by an overreliance on 

foreigners in the banking industry, which prompted the Kingdom to start making efforts to 

improve the situation in 1980 (Al-Zomaia, 2004). 

3.2.2 Banking problems and the consolidation of the 1980s 
 

In the 1980s the Kingdom’s banking system lurched from crisis to calamity. The Saudi banks 

experienced difficulties related to the lower quality of the assets they held and general cutbacks 

when attempting to adjust to the economic downturn which ran from 1982–86 after the boom times 

at the turn of the decade. The plunge in demand for business loans to 10% during the period 1982– 

89 was preceded by a relatively healthy 26% in the two years after the turn of the decade. Bank 

offices increased just under three-fold to 534 from 188 during this time, and the funds held by the 

banks had increased dramatically to reach a high of SR 146 billion by December 1989. 

The United Saudi Commercial Bank was formed in 1982 upon the merger of the last three foreign 

banking presences in the Kingdom. When a major bureau de change went bust in 1982, this 

prompted the Saudi authorities to ensure that these institutions would be overseen and monitored 

by SAMA—the Law for Money Changing Business was passed for this purpose. The restrictions 
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imposed on bureaux de change also included their participation in any service not explicitly stated 

in the aforementioned piece of legislation (granting credit, taking payments, etc.). It also allowed 

banks in the Kingdom to enter funding syndicates with overseas banking institutions, and launched 

the Banking Security Deposit Account, a new way to regulate liquidity. SAMA continued to make 

progress in 1985 by encouraging the Kingdom’s banks to allocate budgets for ICTs and allowing 

them to engage in investment banking (Alshogeathri, 2011). 

It became clear in 1982 that Saudi Cairo Bank had been engaged in wrongdoing and SAMA faced 

a test of its mettle. Between 1979 and 1981, the treasurer and the managing director had been 

engaged in the purchase and sale of precious metals, despite not being permitted to do so. Since 

these losses had not only been hidden but also surpassed the value of the bank’s share capital, 

SAMA removed the entire management structure before ensuring that the two aforementioned 

employees were found guilty and incarcerated. In 1986, SAMA used the Public Investment Fund 

(PIF) to allow the bank to not only double its share capital, but also take advantage of the low-cost 

funding the PIF could provide. By helping to improve the bank’s operations and financial 

resources, the PIF played a valuable role as an investor to turn to when all other options fail. 

The economic slowdown, which began in 1981 and persisted until 1986, was categorized by a 

plunge in the price of oil and served to devalue many bank assets. After a vast increase in the 

number of loans granted outside the public sector from 1976 to 1981 (500%), this plummeted to 

20% for the 5 years that followed. NPLs began to increase, eventually taking up one-fifth of all 

credit granted by the end of that period, causing serious losses and write-offs to increase. By 1988 

most banks had made sufficient provisions for risky accounts, with the average provision for the 

banking system rising to around one-eighth of all outstanding credit. 

The macroeconomic disparities caused by the rapid increase in public sector income between 1979 

and 1981, which preceded a steep decrease in income from oil, served as the fundamental driver 

behind the issues confronted by the Saudi banking system. The Kingdom’s income from oil fell to 

only SR 74 billion in 1987 from the 1981 high of SR 333 billion. The need for business loans came 

to a head along with the steep increase in liquidity and bank assets during the period 1977– 1983. 

A few banks, which had no satisfactory procedures in place regarding the evaluation and 

supervision of credit, began to overextend themselves. These issues were compounded by a lack 

of competent HR professionals, low-grade computer infrastructure and a poor standard of 
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technical know-how. These issues became even more pronounced when the economy contracted, 

leaving these businesses illiquid and unable to grant further loans. Although the building and short- 

term recruitment segments flourished during the boom times, they were hardest hit when the 

business climate nosedived. When attempting to liquidate the collateral held and recoup their 

advances, the banks experienced serious problems (Abalkhail, 1999). 

Although the 1980s saw a rise in turbulent environments economically, the financial institutions 

in Saudi developed quickly. This quick development is shown through the increased branch 

numbers between 1980 and 1989, increasing from 247 to 1,007. Also, within this time, the AlRajhi 

Banking and Investment Corporation, United Saudi Investment Bank, and the Saudi Investment 

Bank opened. Along with the increase in branch numbers from 1980 to 1989, the number of 

employees increased considerably—rising from 11,000 to roughly 20,000 from 1980 to 1989. A 

further aspect indicative of developing financial institutions in Saudi comes from the presence of 

major overseas branches, some of which were established in Bahrain, Beirut, Turkey, and the UK. 

New methods and arrangements were continually initiated in the 1980s by the Saudi government 

to improve and reinforce their economic systems. To update the financial system, substantial 

alterations were needed, some of which are as follows: 

- Initiation of Government Development Bond plans to be utilized by financial institutions and 

investors within Saudi Arabia as a valuable investing tool. 

- Plans between financial institutions of the Saudi government and SAMA to allow for 

repositions of a maximum of share assets. 

- The ability as a customer, to retrieve financial information from every piece of equipment as 

a result of the initiation of a country wide Automated Teller Machine. 

- Creation of charge cards and debit and credit cards. 
 

- SWIFT sum system and Saudi Arabia connection (Alshogeathri, 2011). 
 

3.2.3 Current situation of Saudi financial sector 
 

The development of the financial sector in Saudi Arabia over the last 40 years has been steady, 

and quite possibly outstanding. The sector encountered numerous difficulties, which were a result 

of the Gulf War, slumps in the national economy, instability and turmoil in the international 
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markets and crises in international banking. Over the 40 years, the financial structure has 

experienced swift expansion and protracted deceleration. It has also overcome decreasing asset 

quality and issues with reckless borrowers, it has also faced a loss of credits and damage resulting 

from the international financial climate. Despite these issues, the Saudi financial institutions have 

remained resilient and have accomplished a sturdy locus, whilst avoiding a significant financial 

disaster. From 2000, they have been in a healthy state—when capital, technology and asset 

excellence are taken into account—to take a significant position in markets, both locally and 

internationally (Abusaaq et al., 2015). 

 

 
3.3 Assessment of the Saudi Arabian banking industry 

The banking industry within Saudi Arabia is the main component of the country’s economic 

framework—it is not short of money, it makes good returns and runs positively. As far as loans 

and debts are concerned, there is little action beyond the immediate borders and ultimately it is 

these characteristics, along with strict guidelines implemented by the country’s leadership, that 

have led to this specific industry maintaining its independence from the worldwide economic 

events of the recent era. After the worldwide economic crisis between 2007 and 2009, credit 

expansion within the country initially slowed, but as time went by it resurrected its momentum 

and the banking industry showed no suffering in terms of their asset statuses. 

The major official guidelines for the economy still took a stance of backing financial expansion 

patterns that reflected worldwide tendencies. Additionally, the country enjoyed significant cash 

surpluses and foreign savings coming to fruition, as a result of the increase in the cost of oil 

following the worldwide economic meltdown. In the latter part of 2014, the cost of oil decreased, 

yet the official economic guidelines were not altered, because the country’s rulers were dedicated 

to certain financial investments being made, in order to maintain the banks’ overall strength, as an 

entire industry. 

In this era, despite certain parties attempting to further grow the country’s economic structures and 

increase the mortgages and SME economic plans, thus adding new characteristics to the economy, 

the overall design of the system has been improved to reflect the Basel III stipulations. This will 
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ultimately improve levels of consistency within the country’s monetary affairs and will guarantee 

a close watch is kept, thus potential hazards are seen early on (Abusaaq et al., 2015). 

3.3.1 Evaluation of balance spreadsheet – assets of the banks 
 

The banking industry within Saudi Arabia is the biggest component of the economic structure and 

has combined assets that equate to 75.6% of the country’s output. There were 24 banking 

institutions functioning within the country by 2014’s close including 12 overseas-based bank 

branches. In total, there were 1,912 banks outlets and 15,516 ATMs throughout the nation. 

Banks within the country carried on reaching significant levels of asset growth due to the 

continuation of financial activity and their asset portfolios grew by a compound expansion rate of 

9.3% annually, reaching SAR 2.1 trillion between 2010 and 2014. This equated to 75.6% of 2014’s 

Gross Domestic Product (GDP) and 133.2% of the Gross Domestic Product that was not oil-related 

(non-oil GDP) (Figure 3-1). The yearly increase in the assets of the various banking institutions 

over the last 3 years has been greater than the expansion rate of the GDP and the non-oil GDP, 

which is denoted within the ratios showing asset growth to GDP (Figure 3-2). 

The strategic business plans of Saudi banking institutions continued to aim at the local sector and 

thus it was mostly independent of worldwide economic turbulence. The credit of local banking 

institutions was the major feature of the assets of the banking industry, covering roughly 60% of 

the whole industry’s assets in 2014, while almost 12% were assets of a foreign nature. The non- 

public sector experienced claims that remained the key reason for the growth of bank assets. 
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Figure 3.1 Expansion trend in bank assets (in billions) 
 

 

(Source: SAMA, 2015) 

 
 

Figure 3.2 Bank assets relative to GDP and non-oil GDP (%) 
 

 

(Source: SAMA, 2015) 
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There was a 56.3% rise in the year 2014, making it SAR 1.25 trillion. Loans within the corporate 

sector constituted 57% of all credit in the banking sector in 2014, with customer loans at 25.8%, 

credit deemed Other at 14.2% and loads received by the country’s leadership and related structures 

at 3.7%. 

The rate of credit to GDP has been consistent in recent times, regardless of the credit expansion, 

thus pointing to a lively development trend, which means ample credit for financial expansion and, 

in addition, a lack of gratuitous leveraging. Meanwhile, the rate of bank credit to GDP and non-

oil GDP indicated yearly growth of over 10% and 13%, respectively, in the year 2014 (see Figure 

3.3). The credit to GDP pattern was relatively flat, thus a lack of gratuitous leveraging has been 

present within the industry. The rate was at about 45% in 2014, which was below the majority of 

G20 nations’ financial performances (Figure 3.4). 

Figure 3.1 Bank credit relative to total GDP and non-oil GDP 
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(Source: SAMA, 2015) 

 

 

The non-public sector’s receiving of bank credit made up most of the loans, with this sector’s 

claims acting as the key reason behind asset development within the banking industry in 2014. 

The non-public arena, comprising of both customers and corporations, received credit that reached 

a figure of SAR 1.2 two trillion, which was 96.3% of all bank credit, in 2014. The corporate 

sector’s receiving of loans from banking institutions, a trend which has recently influenced the 

non-public sector’s credit improvement, accounted for 71% of all the lending from banks and 73% 
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of all non-public sector lending. In 2014, customer and corporation loans grew rates of 13.1% and 

8.9%, respectively (Figure 3.5) (SAMA, 2015). 

(Source: SAMA, 2015) 

 

 
Figure 3.5 Sectoral contribution to growth in banks credit to the private sector (%) 
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3.3.1.1 Corporate loans 
 

The corporate arena’s receiving of loans from banking institutions within Saudi Arabia has 

recently indicated strong improvement, which has been inspired by major local needs, borne of 

public consumption. The overall credit attained by corporations showed an improvement 9.4% in 

2014, which was ultimately due to significant credit needs within the Commerce, Industrial and 

Processing arenas. 

The credit that corporations received seems more prevalent in certain industries. If measures were 

taken to add variety to the banks’ credit offerings for corporations, arena-specific improvements 

and multi-faceted credit risks may be improved. Commerce, Industrial Production and Processing 

and Construction seem to have constituted more than 70.6% of corporations’ banking credit in 

2014. Despite typical past patterns being repeated here, the credit distribution within certain arenas 

reflects specific financial motivators, like the country leadership’s infrastructural investments, 

which can ultimately deflect these arenas’ weaknesses towards the overall economic structure 

(SAMA, 2015). 

3.3.1.2 Consumer loans 
 

Starting in 2010, bank loans to customers increased at a higher rate than loans to corporations. 

Customer lending grew throughout the ensuing period, at a rate of 12.7% per year, reaching SAR 

322.8 billion between 2010 and 2014. This ultimately accounted for 25.8% of all banking 

institutions’ credit by 2014. This customer lending uptrend showed many indicators, like the 

increase in younger people taking part in the labour sector, an arena of low interest rates, along 

with further competitiveness between local banking institutions, thus allowing customers to 

enjoyed improved lending measures. The nationwide credit bureau (SIMAH) contributed to 

improved hazard identification processes, in the case of independent consumers. Technological 

improvements also made it easier and quicker to obtain loans, such as in the case of automated 

wage transfers and credit demands made via the Internet. 

The quality of customer credit lending maintained itself even though tumultuous credit expansion 

had recently taken place. This was all due to skillful credit risk coordination and underwriting 

systems utilized to minimize potential economic inconsistency, such as SAMA offering a DTI 

(Debt Service to Income), limited to monthly withdrawals at 33% of a consumer’s monthly wage 
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(should they be employed), along with 25% of a customer’s pension (should they be retired), 

ultimately aiding in reducing risks. Additionally, everyone taking a loan must repay what they 

received within 5 years. This measure has been adequate to date and has resulted in good quality 

customer lending enterprises, where the customer arena is still deemed to have enjoyed below- 

average NPLs in the past 10 years. With major expansion within the customer loan arena in mind, 

SAMA still assesses the activities within that arena and engages with specific regulations when 

needed, to ultimately negate credit hazards. 

A large number of customer loans were due to buying activities, for example, 7.9% of lending was 

for buying cars or tools. The credit card lending share dropped continuously from 2007 and 

constituted 3% of all customer lending in 2014, which was due to several reasons. Primarily, 

SIMAH’s existence now allows banks to evaluate potential individual loan hazards more 

effectively, thereby reducing the need when it comes to credit cards. Following this, credit card 

owners generally want advanced credit so that they can avoid outstanding amounts and so most 

credit activity does not alter the banking institution’s credit options. The other factors, constituting 

78% of customer lending, were termed ‘Other’. The spread of customer lending indicated 

consistent growth throughout the various kinds of customer lending, barring credit card lending 

and lending termed ‘Others’, in the last few years. The expansion experienced in the arena of 

customer lending for buying motor vehicles and tools was much higher than the other kinds of 

customer lending plans (Albilad Capital, 2015). 

3.3.1.3 Loans for property 
 

Loans for property purchasing increased by more than 30% during 2013 and 2014, with retail 

property loans remaining the key component of the property sector’s yearly expansion in 2014— 

constituting 63.3% of all property lending. The share of property loans within overall banking 

credit levels climbed to 12% in 2014, while, conversely, its shares, when related to the country’s 

production levels (GDP and non-oil GDP), remained small, reaching 5.3% and 9.3%, respectively. 

SAMA proceeds to effectively screen improvements in the property arena and is focused on 

making any necessary activities happen that relieve inherent hazards within the banking division 

emerging as a result of the property loaning options. With this in mind, SAMA has conveyed full 

scale regulations to supplement the administration's drives and guarantee an enduring and 

manageable level of property financing. SAMA has developed a component of Real Estate Finance 
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Law, as a guideline enforcing 70% LTV (loan-to-value), which started producing results in 

November 2014. The execution of the LTV proportion should halt any gratuitous leveraging 

within the property arena (SAMA, 2015). 

3.3.1.4 Maturity spread of banking credit 
 

The maturity spread of bank credit remained strongly unbalanced toward transient loans. Fleeting 

advances still represented around 49.7% of the overall bank lending in 2014, however their share 

in terms of overall bank lending diminished by 14.3% between 2008 and 2014 (Figure 3.6). While 

the offer of medium-term credit increased by 5.1% to 19.1% between 2008 and 2014, long-term 

credit offers increased by 9.3% to 31.3% within the same time frame, clearly demonstrating a 

steady move in the spread of bank lending towards longer-term development. 

Figure 3.6 Maturity distribution of total bank credit 
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As the development dissemination of aggregate bank credits remained geared toward transient 

lending, the conveyance of customer advances was still overwhelmed by long haul advances. Be 

that as it may, the offer of long haul customer credit diminished by around 13.1% to 46.4% 

between 2005 and 2014. Yet, the offer of transient customer advances expanded altogether by 

around 13.5% to 26.2%, during the same time frame. Fleeting customer lending has recently 
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demonstrated the most astounding development, tripling between 2005 and 2014, trailed by 

medium-term customer lending, at 158%, and long haul buyer credits at 44.8%. Strikingly, this 

typically indicates banks' inclination toward moderately brief loan periods, hence enhancing the 

general nature of shopper credits by reducing the maturity period (SAMA, 2015). 

3.3.2 Balance sheet evaluation –liability of banking institutions 
 

Bank deposits with no interest functions still operated as the original financing center. Bank 

deposits proceeded to consistently increase throughout the years and soon made up around 71% 

of banks' liability between 2008 and 2014. Banks have not depended on overseas financial support 

and thus there has been a limit to their foreign publicity. Banks' overseas liability shares, in terms 

of their overall liabilities, have kept decreasing, aggregating at 5.8% between 2008 and 2014 and 

therefore, their dependency on non-interest deposits (request deposits) functions as a noteworthy 

moderation factor in the face of interest rate hazards. Meanwhile, the low rate of overseas 

liabilities, means that the negative overseas-based economic effects on the Saudi Arabian banking 

arena remain relatively minor (Al Rajhi Capital, 2015). 

3.3.2.1 Banking deposits 
 

Further factors that add to the banking sector’s resilience are ongoing access to lower-cost funds 

and high liquidity. Because of increased public sector spending over the last few years, as well as 

strong activity within the private sector, Saudi Arabian banks can rely on a significant and stable 

deposit base. An annual growth rate of 11.0% was seen for overall bank deposits, reaching a value 

of SAR 1.58 trillion between 2009 to 2014 (Figure 3.7). Non-reliant deposits in 2014 reached a 

level of SAR 7.9 billion, a figure that can be equated to 0.5% of total bank deposits. 

Because Saudi Arabian banks generally abide by the regulatory loan-to-deposit (LTD) ratio, a 

sound liquidity position can be guaranteed. The prudent limit of 85.0% was imposed by SAMA 

several years ago so that the possibility of credit overheating did not occur; this remains 

unsurpassed by the LTD. In the past, the LTD ratio held a mean value below that of 82.0%, though 

it fluctuated from 77.6% to 80.0% from 2009 to 2014. A coverage ratio of 125.0% of the overall 

bank credit were provided by deposits. 
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Figure 3.2 Bank deposit distribution (in billions) 
 

 

(Source: SAMA, 2015) 

 

 

 
A minority of the bank deposits were still held by the private sector, which held about 75% of 

these in 2014. Most of these were held as demand deposits and non-interest bearing deposits. Of 

the overall bank deposits, the percentage that were demand deposits sat at 63% in 2014, after 

which time saving deposits stood at 25.3% and quasi-money deposits stood at 11.9%. Most total 

demand deposits were comprised of corporate deposits and retail deposits (94%), while time and 

saving deposits comprised a total of 42.2%. Furthermore, during 2014, of all quasi-money 

deposits, foreign currencies comprised a total of 84%, while governmental entities constituted 

41.4%. Most foreign currency deposits were comprised of corporate and retain accounts in 2008 

(The Institute of Finance, 2015). 

3.3.2.2 Bank deposits’ maturity distribution 
 

Assuming the domination of short-term deposits is equaled by the comparative preference of short- 

term loans, maturity mismatch risk will remain average. Short-term deposits have a less-than 12- 

month time-frame to represent roughly 97% of the overall deposit base. Nevertheless, there 

remains some flexibility with regard to further minimizing this risk by galvanising and presiding 

certain deposits, namely, longer-term deposits like saving deposits and time deposits (The Institue 

of Finance, 2015). 
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3.3.3 Off-balance sheet activities and operations 
 

Although they are large from an absolutist perspective, off-balance sheet activities comparative 

worth regarding the Basel-risk weights assets—such as post-credit conversions—remain minimal. 

This suggests that the repercussions on the risk profile of the banking sector will remain restricted. 

A growth of 24%, in absolute terms, was experienced by banks’ off-balance sheet operations, 

representing a value of SAR 2.1 trillion in 2014. This size was roughly equivalent to the total asset 

value. Most of the sheet assets that were off-balance (overall, 64%) were comprised of derivatives, 

and were valued at SAR 1.38 trillion. Letter of Credit and Guarantees, along with Recoverable 

Overdraft comprised a total of 6%, 17% and 12%, respectively. The off-balance sheet operations’ 

growth trend was compliant with other, peer nations such as Brazil, Australia and South Africa, 

wherein such activities are still increasing. Nevertheless, it needs to be highlighted that the off- 

balance sheet’s comparative value regarding the Basel risk-weighted assets was roughly 15% of 

the overall off-balance sheet activities and operations. Conversely, the post-credit conversation of 

derivatives was seen to be a mere 1.7% (The Institute of Finance, 2015). 

3.3.4 Overseas exposure 
 

The banking sector was made still more resilient regarding contemporary volatility within the 

worldwide financial system because of their comparatively limited exposure to overseas markets. 

Though the net foreign assets of banks demonstrated a mean annual growth rate of 8.6% from 

2009 to 2014, the banks share of overall bank assets shifted below the 9.0% level throughout the 

same 2009-2014 time-frame. Net overseas assets totaled SAR 159.3 trillion, which is roughly 

equivalent to 7.5% of the bank’s overall assets. Because of this low foreign asset share, the banking 

sector in Saudi Arabia was protected from any spill overs as a result of contemporary economic 

shocks; thus, they were able to protect the soundness of the financial system. Investment abroad 

dominated bank’s overseas asset portfolios, constituting a total of 64.1% in 2014. After this, assets 

from overseas branches constituted 16.4%. There was a deceleration of growth from 2011, 

predominantly resulting from an ongoing and stubborn reduction in assets due by overseas banks. 

Conversely, total liabilities were comparatively huge compared to bank’s overseas liabilities. The 

foreign liabilities of these banks were SAR 92.3 billion in 2014, which is roughly equivalent to 

4.3% of all liabilities. This was an increase of 24% compared to 2013, nevertheless, this remains 
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roughly 18% lower than the peak rate of SAR 112.5 billion in 2008. The main element of overseas 

liabilities was liabilities stemming from overseas banks, this number increased by 163% compared 

to the same figure in 2013 (Financial Stability Board, 2015). 

3.3.5 The resilience of the banking sector 
 

Banks in Saudi Arabia generally rely on a corporate model which is, in the main, geared toward 

Saudi savers and investors. One example is the fact that a huge majority of Saudi Banks’s assets 

still come from domestic household deposits, domestic corporations and governmental bodies. In 

the same manner, most of the lending by Saudi banks is aimed toward domestic borrowers, semi- 

governmental bodies and corporations. Thus, their exposure to overseas banks as well as other 

bodies, regarding lending and loaning, has been limited for Saudi banks. Additionally, there has 

been a contribution to the soundness of the riyal because of the decade-old fixed exchange rate 

system—thus bank’s overseas transaction risks have, in the main, been reduced. As a result, the 

banking sector in Saudi Arabia has developed an in-built protection system to combat negative 

external developments and change (Moody’s Investors Service Inc, 2015). 

3.3.6 Profitability 
 

In 2014, bank’s profits rose because of ongoing high profitability. Indeed, profits increased by 

12.5% to a value of SAR 40.2 billion. More than 67% of gross income from 2012 to 2014 was 

provided by net interest income. Nevertheless, there was an 8% deceleration in growth rate in 2014 

from 2013. Regarding interest income, this was predominantly from private sector loans. 

Of all the G20 economies, Saudi banks profitability was the highest, despite operating within an 

environment with such low interest rates. The return on assets (ROA) and the return on equity 

(ROE) varied about each of their medium-term means. ROA and ROE were recorded at 2.5% and 

18.5%, respectively, by the banking sector. The resilience of banks increased from these higher 

profitability levels due to the fact that they were representative of a high-quality buffer, thus 

combatting potential shocks to the system (Al Jazira Capital, 2015). 

3.3.7 Asset quality and regulatory capital 
 

Banks are required to retain Regulatory Capital-to-Risk Weighted Assets and capital levels far 

higher than that demanded by the minimum requirements of the Basel Committee. Additionally, 

SAMA has remained in charge of any utilization and implementation of Basel II Cantal Adequacy 
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Regulations, and assimilated both expanded- and enhanced-risk metrics in 2008. Few challenges, 

if any, are faced by banks in Saudi Arabia regarding the adoption of Basel III standards. Indeed, 

these banks were the first in the area to enact the enhanced capital adequacy ratio (CAR) in their 

entirety, according to the standardized approach to Basel III. These came into effect in 2013 and 

every bank, in their March 2013 statements, published their Basel III CAR. 

When contrasted with other emerging and advanced market economies, the banking sector of 

Saudi Arabia is very capitalized. This characteristic has made a significant contribution to the 

Saudi banking sector’s resilience. The sector’s mean CAR was kept at 17.9% at the close of 2014, 

which was somewhat higher than its five-year mean of 17% from 2009 to 2013. 

Resilience has also been guaranteed by the quality of capital, this has been maintained to meet the 

required CAR. The capital in Tier 1 which, in the main, is comprised of equity capital as well as 

disclosed and freely-available reserves, was still the main element of the overall regulatory capital. 

This comprised more than 90.4% of all regulatory capital in 2014. The main element of Tier 1 

capital remained Common Equity, while capital in Tier 2 is predominantly comprised of 

commercial banking debt and those Sukuks able to comply with the criteria of Basel III. Since the 

introduction of Basel III, the average CAR has held a mean value of 18.0%; of this percentage, 

roughly 85.0% is comprised of common equity (SAMA, 2015). 

3.3.8 Liquidity 
 

Within the Saudi Arabian banking sector, liquidity risk is well managed. SAMA prioritizes 

measures and means that ensure banks remain completely able to manage the liquidity 

mismatching of their assets and liabilities. This also ensures that they are placed to address any 

necessary cash flow needs as quickly as possible, thus facilitating banking sector stability. 

Consequently, the portfolio of the banking sector mainly incorporates Saudi governmental bonds 

and other high quality liquid assets, such as SAMA reserves and SAMA bills. The total asset-to- 

liquid asset ratio was roughly 22.3% in 2014, and 33.6% relative compared to short-term liabilities. 

The Net Stable Finding Ratio (NSFR) and the Liquidity Coverage Ratio (LCR) remain 

considerably higher than the necessary minimum level presented by Basel III. In Saudi Arabia, 

banks presently ensure that both ratios are higher than the regulations demand (which is 100%). 

Presently the requirement set for LCR stands at 60% (Jeddah Champer, 2015). 
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3.3.9 Leverage 
 

A leverage ratio of somewhere around 12% is maintained by the banking sector in Saudi Arabia 

which exceeds the 3% minimum standard set by the Basel committee on Banking Supervision 

(BCBS). Since this ratio indicates that the risk involved in the requirements of capital is well 

balanced, it can be considered a factor that enhances stability. A high leverage ratio limits the 

buttressing of leverage in the banking industry. This allows avoidance of destabilization of 

deleverage processes by authorities. These processes can cause destruction in the financial system 

and in the overall economy. 

Over time, the banking sector of Saudi Arabia is experiencing growth. Due to adequate 

provisioning and high quality assets, the credit risk that exists domestically is a balanced one even 

though there is limited exposure in the external world. The banking sector of Saudi Arabia seems 

to be highly flexible according to the factors that highlight how sound and stable the sector is. This 

resilience is due to an adequate amount of capital along with liquidity cushions. The monetary 

landscape of Saudi Arabia has also improved because of the recent improvements in the macro- 

prudential framework based upon the regulations of Base1 III. Based on these factors, it can be 

predicted that the future financial structure of the country will continue to be flexible and resilient 

and would be able to fight against all negative factors that may impact the growth of the economy 

and its fiscal constancy (Jeddah Champer, 2015). 

3.4 Risk outlook of the banking sector 
 

The banking sector of Saudi Arabia seems to be highly resilient based on in-depth assessment. 

However certain areas need to be considered for better and efficient management of risk. Stumpy 

NPL ratios indicate that the quality of credit lies at the maximum levels. However, if we talk about 

government spending and prices of oil, there is a strong correlation of the banking sector with 

these macroeconomic fluctuations. Based on past data, high NPL ratios were found when the oil 

prices were low along with lower government spending. But if we consider the recent drop in oil 

prices, which began during late 2014, it is expected that the quality of credit would be slightly 

affected mainly because the rate of government spending can continue to grow due to the very 

strong financial position of the country. Deposits with non-interest bearing continue to be the 

major focus of almost all banks as the major resource for funding. These banks would also remain 

focused on a combination of fixed hedged rate of interest investments and floating rate of interest 
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lending. However external exposure is involved, it is expected to be minimal (Moody’s Investors 

Service Inc, 2015). 

As there is little deterioration in the quality of assets, the overall credit of banks in Saudi Arabia 

is experiencing immense growth. A fall of around 7.4% was seen in the non-performing loans 

even though the overall bank credit experienced a growth of around 11.6% in the same year, 2014. 

In recent years, a constant decline has been seen in the non-performing loans compared to the total 

loans of banks (NPL ratio). A NPL ratio of 3.3% in 2010 decreased to 1.1% in 2014 and was 

around 2% in 2012. Compared to other developed nations, the NPL ratio of the banking sector of 

Saudi Arabia continues to be low. 

Even though the NPL ratio has remained low in the Saudi banking sector, it fluctuates between 

economic sectors. In the Construction and Building, Commerce, and Services sectors, the NPL 

ratios are escalating. Of the overall banking credit, these sectors account for around 6%, 21%, and 

5%, respectively. If we talk specifically about the Construction and Building sector, in recent years 

the NPL ratio has escalated swiftly. However, the NPLs in the Commerce sector have experienced 

high rates of fluctuation. Even though the Consumer sector originated around 20% of all non- 

performing loans it is still linked with lower NPLs for the preceding decade. Progress and 

advancement of NPLs is still monitored by SAMA to guarantee lending practices that are safe, 

flexible, and resilient (Albilad Capital, 2015). 

To guarantee greater resilience and higher flexibility of banks towards potential shocks during 

times of stress, a policy of counter-cyclical provisioning received the support of SAMA. Usually, 

NPL ratios indicate a lagging position of the quality of assets that are typically pessimistically 

associated with durations of elevated growth of credit. Based on this, during good times, SAMA 

necessitates banks to augment their asset reserves with the intention of utilizing them during bad 

times to lessen the impacts effects of unfavorable incidents. Subsequently, the ratio of coverage in 

2014 for overall NPLs crossed a total of 144% of total credits. 

A constant improvement was seen in the quality of bank assets in Saudi Arabia due to a mishmash 

of dogmatic proposals and compassionate aspects. Factors that could be considered a part of it 

include a business environment that was favorable, a constructive economic surrounding, the 

compulsion of banks to take up better and improvised management exercises, adoption of practices 

that signify improved assessment of risks which fall in line with the requirements of Capital 
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Adequacy Basel II (for example the pillar 2 dictatorial needs), and authoritarian oversight of 

SAMA along with risk-based administration. The arrangement of the Saudi Credit Bureau 

(SIMAH) also played a significant role in allowing banks to augment and improve their ability to 

manage risk, in reinforcing the system of credit information, recuperating decisions of lending, 

and speeding up several processes and procedures. 

The limit of single disclosure is further tightened by SAMA to reduce the risk of concentration. A 

decrease of 10% in the limit of reserves and capital of banks from 25 to 15% has been done. 

However, since introducing and implementing this measure may suddenly result in the rise of 

potential shocks, this measure will not be fully be put into practice until 2019—the cap will be 

lowered by 2% every year. Doing so would result in greater flexibility in the banking sector 

(SAMA, 2015). 

Hikes in interest rates that cause potential shocks no longer affect the banks, which are apparently 

extremely resilient to it. Also, the risk involved in interest rates is managed properly. A study 

carried out by SAMA demonstrated that banks showed flexibility to expected increases in interest 

rates. Three assessments took place: Asset-Liability analysis, Stress testing, and Net Interest 

Income Gap, against hikes in interest rates of 50, 25, and 100 bases points. According to the results, 

all banks experienced a positive impact. The major reason behind this result was the reliance on 

deposits with non-interest bearing for funding of banks by banks. The business models of these 

banks had greater focus on investments with floating rates that could easily fluctuate with the 

fluctuations in interest rates. 

To mitigate interest rates above these figures, a series of thorough and comprehensive measures 

regarding hedging and risk management have been put in place. However, a new SAMA 

questionnaire reveals that the banks are unconcerned about the impact that a 25–50 base point 

increase in interest rates would have on debtors’ ability to repay their outstanding balances. This 

level of confidence extends even further, with the general opinion of the Kingdom’s banking 

system being that they would be impervious to even a 200 base point rise in interest rates. This 

self-assurance stems from the systems in place at the banks to deal with the effects of any potential 

interest rate fluctuations on their operations (SAMA, 2015). 

In addition, the banks’ ability to withstand putative macroeconomic disturbances is frequently 

checked in the form of stress tests. Hypothetical situations ranging from minor to very serious 
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serve as the basis for the tests in place. The findings from the stress test conducted in 2014 were 

encouraging and confirmed the Saudi banking system’s ability to withstand macroeconomic 

destabilizations of all levels of seriousness, the fall in the price of oil being one example. The 

internationally accepted benchmark for remaining solvent is the ability to survive a one-week run 

on the bank, a standard they all met comfortably. In addition to these external requirements, the 

banks are also required to conduct their own stress testing procedures, twice a year, and to report 

their results to SAMA, which monitors and squares the data provided with its own findings. This 

serves as a further way in which the prudent operation of the Kingdom’s banks is safeguarded in 

terms of their microeconomic and macroeconomic impacts. 

The SADPF (Saudi Arabian Deposit Production Fund) was implemented to consolidate market 

confidence, encourage financial solidity and mitigate the wider effects of risks associated with 

liquidity among the Kingdom’s banks. The DIS scheme, which will be subsidized by the banks by 

way of a fund for this specific purpose, came into force in 2015 and protects funds up to the value 

of SAR 200,000. 

The banking sector has benefited significantly from the macroeconomic policies implemented by 

SAMA. These advantages include the banks’ improved resilience to economic weakness and their 

ability to withstand systemic risk in the industry. Examples of good practice from overseas have 

been used as the basis for several proposals to enhance the regulatory framework, including the 

recognition of DSIBs (Domestic Systemically Important Banks) for ascertaining the level to which 

their capital requirements are under served. Apprehension regarding disproportionate leveraging 

and the level of financial risk in the property segment has been assuaged by the launch of the LTV 

ratio, which is anticipated to reduce the rapid increase in loan facilities. In order to consolidate the 

position of the banks, SAMA has also made efforts to reduce the influence of non-bank financial 

intermediaries (SAMA, 2015). 

3.4 Concluding remarks 

In this chapter we have shown that the Saudi Arabian banking sector has attained important 

indicators over the past few decades under the supervision of SAMA. Saudi Arabia’s banks have 

successfully overcome numerous challenges and have developed into a secure, strong, and well 

capitalized sector. Despite indefinite and unstable international market situations, the banking 
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sector has continued to be resilient with essential risk mitigation structures to support steady 

economic progress. The stock market has also successfully played a main role in enticing foreign 

investors and presently encourages great global investment. In the following few years, an 

increasing population, growing household loans, and growing private trades will principally drive 

the banking sector’s progress. The banking sector will emphasize maximizing the range by joining 

advanced technologies and contribution innovative products which abide by SAMA consumer 

protection procedures. The Saudi’s banking sector will also progress monitoring and reporting 

systems, by combining new technology and consistent information exchange structures. SAMA, 

along with the Finance Ministry, is going to review the existing procedures and issue new 

procedures proactively to preserve fair and honest practices that enhance value for all the key 

shareholders. 

The recent phases that have been completed by Saudi Arabia’s government to move towards the 

market economy and open the door for foreign investments represent an important step for more 

growth in Saudi Arabia’s banking system and the Saudi Arabian economy as whole. However, the 

decrease in oil prices from mid-2014 has significantly undermined the Saudi Arabia credit profile, 

the government's funds, negatively distressed the economy as well as reserve buffers and external 

accounts. While the government has comprehensive and ambitious strategies to address the shock 

by varying its economic and fiscal base, those strategies are at an early stage of progress and their 

influence remains uncertain. 
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Chapter 4: A Review of Risk Management Practices 

 

4.1 Introduction 

The primary objective of this thesis is to determine how risk management practices are applied in 

both Islamic and conventional banks in Saudi Arabia. The three major risk types being examined 

are operational risk, credit risk and liquidity risk. The five concepts covered are risk identification, 

understanding risk and risk management, risk analysis and assessment, risk monitoring and credit 

risk analysis. The thesis will also compare Islamic and conventional banking to determine which 

types of banks best apply these concepts. This chapter provides a literature review of these 

concepts of risk management practice divided into four main areas. First is a review of risk 

management practices of all risks (section 4.2.1). Second is a review of credit risk management 

practices (section 4.2.2) followed by a review of liquidity risk management practices (section 

4.2.3). Finally, operational risk management practices are reviewed (section 4.2.4). These reviews 

are followed by a critical evaluation of the literature (section 4.3) and the concluding remarks 

(section 4.4). 

 

 
4.2 Risk management practices 

This section discusses risk management practices in banking. The review has been organized to 

first cover previous research in relation to all risks facing the banking sector followed by the three 

most important types of risks (credit risk, liquidity risk and operational risk). 

4.2.1 Risk management practices applied for all risks 
 

Essentially, we can divide the literature into four basic streams. The first stream discusses risks 

that are currently prevalent in the conventional banking system. The second stream explores the 

risk management practices applied in Islamic banks. The third stream explores the link between 

risk management and the financial performance of banks. The final research stream compares 

Islamic and conventional banks in relation to their risk management practices. 
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4.2.1.1 Risk management in conventional banks 

Several studies have examined credit risk management prevalent in the conventional banking 

system in different countries such as UAE, Ghana and North Cyprus. Al-Tamimi (2002), Kumah 

and Sare (2010), and Halili and Jenkins (2010) show that risk management identification is an 

essential component of the risk management practices in these banks. Al-Tamimi and Al-Mazrooei 

(2007) studied UAE’s national and foreign banks, focusing mainly on their risk management 

practices. The three most prominent categories of risks encountered by UAE’s commercial banks 

are foreign exchange risk (being the highest), credit risk and operating risk (being the lowest). As 

in the above studies, Al-Tamimi and Al-Mazrooei (2007) found that risk identification processes 

are important because they traditionally center on the key types of risk—credit, market, 

operational and liquidity risk. 

Shafiq and Nasr (2010) conducted their study on conventional banks in Pakistan and emphasized 

the risk management practices applied in these banks. They found a vast difference between the 

application of risk management practices in public sector commercial banks and local private 

banks. In addition, for each type of commercial bank the financial security indicators differed 

significantly. Even though the staff of commercial banks had a general overall understanding of 

risk(s) and risk management, it is important for commercial banks to plan training 

courses/workshops in risk management customized to banking personnel. Balasan (2014) 

evaluated risk management practices for banks in Bahrain and identified several common 

problems in the banking industry, such as a shortage of training seminars for bank employees and 

credit staff. Banks should ensure their employees are trained in risk management to improve their 

skills in dealing with different risks. Balasan’s study also showed that there was no independent 

examination process to analyze management decisions in Bahrain banking. 

Furthermore, the weakness in dealing with different risks will eventually increase because the 

techniques used to mitigate risk in the banks are less important than the internal rating system and 

risk adjusted rate of return on capital as seen in conventional Bangladesh banks (Alam and 

Masukujjaman, 2011). Selma and Rajhi (2013), show that Tunisian conventional banks apply 

several useful strategies and management techniques regarding bank risk. Tunisian bankers also 

appreciate the significance and role of proper risk management in the improvement of bank 

performance and in decreasing costs. 
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The study of Wood and Kellman (2013) in Barbados banks concluded that there is an elevated 

level of achievement and success with existing risk management practices. The risk management 

practices are influenced by and evolved through the regulatory updates and economic conditions. 

Barbadian banks also use some traditional approaches to manage risk but overall, they can be 

called risk intelligent and risk focused. Conversely, the study of Onyekwelu, Lucy, and Nnenna 

(2014) demonstrated a lack of risk monitoring concepts in the Nigerian banking industry. They 

also observed that many banks in Nigeria did not use any pro-active approaches which led to the 

loss of depositor’s confidence and their funds to some extent. Onyekwelu et al. suggested that the 

Nigerian Central Bank and the management of other banks adopt pro-active risk management 

approaches and devise the required infrastructure to implement them. They further recommended 

that proper provisions be made for the required risk frameworks, e.g. the latest technologies, 

processes, and personnel. 

4.2.1.2 Risk management in Islamic banks 
 

Hassan (2009) conducted a study to examine the risk management practices and techniques used 

by the Islamic Banks in Brunei, Dar us Salam to deal with various kinds of risks. The study used 

a questionnaire covering six aspects: to understand risk management and implications of risk itself, 

analysis of risk and its assessment, identification of risk, monitoring of risk, and analysis of the 

credit risks and risk management practices (RMPs). The findings revealed that banks are to some 

extent managing risk properly, while risk management identification and risk management 

analysis and assessment are the most important variables regarding risk management practices. 

The study also found that the three most significant types of risks faced by Islamic banks operating 

in Brunei are credit risk, risk of foreign exchange and operating risk. These findings concur with 

the study of Al-Tamimi and Al-Mazrooei (2007) in their study of UAE’s conventional banks and 

we can conclude that most Islamic banking is used the similar methods and techniques that 

conventional banking has used. The study by Ali and Naysary (2014) in Kuwait highlights some 

reasons to explain why Islamic banks have used the same methods and techniques as conventional 

banking. First, Islamic banks are in their initial stages and will require time to utilize all the Islamic 

rules and limits. Second, the working staff of banks have little to no experience with Islamic bank 

products. 
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Rashidah, Ahnaf, Zuraeda and Aliyu (2014) conducted a survey based on the methodology of Al- 

Tamimi (2002), Al-Tamimi and Al-Mazrooei (2007), and Hassan (2009). The main purpose of 

their study was to enhance the understanding of and provide evidence about the existing risk 

management practices in the Islamic banking institutions of Malaysia and Jordan. They reported 

a competitive trend between Jordan and Malaysia in management of risk in Islamic banking. 

Malaysia is ahead in understanding risk management, risk management analysis and assessment, 

risk management monitoring and control while Jordan is ahead in risk management practices. No 

differences in the area of risk identification were observed between the Islamic banks of the two 

countries. Evidence of the required efficiency in practices regarding risk management was found 

in the Islamic banking industry of both countries. 

Ahmed, Akhtar, and Usman (2011) used secondary data to determine the financial institute’s 

factors which strongly influenced the risk management practice in Islamic banks in Pakistan. They 

selected credit, operational and liquidity risks as dependent variables while size, leverage, NPLs 

ratio, capital adequacy and asset management were utilized as explanatory variables for the time 

period 2006 to 2009. The results of the study showed that Islamic bank size had a positive and 

statistically significantly relationship with credit and liquidity risks, and a negative relationship 

with operational risk. A positive and significant relationship was observed between asset 

management, liquidity and operational risks. The debt equity ratio and NPLs ratio had negative 

but important relationships with liquidity and operational risks. Moreover, capital sufficiency was 

negatively and significantly related to credit and operational risks, but had a positive relationship 

with liquidity risk. Khalid and Amjad (2012) evaluated the extent to which Pakistan’s Islamic 

banks used risk management practices (RMPs) and the methods used to deal with diverse types of 

risk. A questionnaire was distributed which focused on six features: understanding risk and risk 

management (URM), risk assessment and analysis (RAA), risk identification (RI), risk monitoring 

(RM), credit risk analysis (CRA) and RMPs. The study concluded that the Islamic banks were 

efficiently managing risk with URM, RM and CRA the most influential variables in RMPs. 

The existing risk management practices in Islamic banks of the MENA region have been discussed 

and analyzed by Mokni, Echchabi, Azouzi, and Rachdi (2014). The methods and tools used in 

managing the market risk, credit risk, operational activity risk and liquidity risk by the Islamic 

banks were also discussed. The study focused on determining the level to which some aspects of 
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methodologies and techniques used in the management of the credit risk, operation management 

of risk, liquidity risk and market management of risk were implemented. Twenty-three Islamic 

banks based in the MENA region were covered in this study and a questionnaire was used to obtain 

the opinions of the risk managers relevant to the management of risk. The findings indicated 

several variations in the extent of the risk perception in the funding modes. It was also observed 

that the Islamic banks mitigated risk using many conventional tools. 

In the study of Rosman and Rahman (2015), the practices regarding management of risk in Islamic 

banks were examined to see if they were in accordance with the recommendations of the Islamic 

principles based Financial Board of Services. The changes in risk management practices according 

to the country, type, size and era of the bank were also determined. A questionnaire was distributed 

to the main risk managing officers or senior officials connected with the management of risk in 

Islamic banks using the IFSB guiding principles as a main reference. The variation in average 

scores for unique practices regarding management of risk by Islamic banks were explained through 

a non-parametric test results. No efficient risk management practices were found regarding 

displaced commercial risks and liquidity risk in banks. But, the Islamic banks complied well with 

operational activity risk and Shari’ah non-acceptance risks. The study indicated wide variance in 

the practice of the equity investment management of risk depending on the age, size and type of 

Islamic bank. A major difference was also noted regarding both commercial risk management and 

operational activity risks/Shari’ah non-acceptance management of risk in Islamic banks of MENA 

and Asian countries. 

4.2.1.3 Link between risk management and bank performance 
 

Schroeck (2002) and Nocco and Stulz (2006) emphasize the significance of good risk management 

practices which maximize the firm’s overall value. They demonstrated a strong relationship 

between good risk management practices and improved financial performances. More specifically, 

they suggest that prudent risk management practices reduce the volatility in the bank’s operating 

income, earnings, share return, return on equity, and the bank’s market value. Furthermore, 

Schroeck (2002) advises that increased earnings can be achieved by ensuring best practices 

activities for risk management. Drzik (2005) confirm that investments in risk management by the 

bank during the 1990s helped reduced earnings loss during the recession which hit in 2001. 
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Some studies have tested the influence of risk factors on banks’ profitability. Angbazo (1997) 

identified that default risk is a determinant of banks’ net interest margin (NIM) and that the NIM 

of super-regional banks and regional banks are sensitive to interest rate risk as well as default risk. 

A similar study by Saunders and Schumacher (2000) provided further support of the importance 

of mitigating risks to achieve smooth financial performance. They investigated the determinants 

of NIM for 614 banks in European countries and the US, from 1988 to 1995. Their research 

concludes that interest rate volatility has a positive significant impact on the banks profitability. 

Moreover, Hakim and Neami (2001) examined the link between credit risk and bank’s 

performance for banks in Egypt and Lebanon. They observed that credit risk is positively related 

to profitability while liquidity risk has no effect on profitability in all the banks examined. 

Ariffin and Kassim (2011) conducted their study in Malaysia’s Islamic banks to examine the link 

between risk management practices and financial performance of the Islamic banks. Their study 

follows Hakim and Neami (2001) and Saunders and Schumacher (2000) in using primary methods 

based on questionnaires, and secondary data based on banks’ annual reports. They found that 

Islamic banks need to employ more advanced techniques, such as value at risk, estimates of worst 

case scenarios/stress testing, RAROC and simulation techniques, to measure different types of 

risks. However, their study concluded that Islamic banks on average have good strategies for risk 

management practices. Zubairi and Ahson (2014) conducted a study to determine the level of 

linkage between profitability and the existing risk management activities in the five Islamic banks 

working in Pakistan. Annual reports from 2007-2013 were consulted for the collection of 

secondary data while a questionnaire was used to collect primary data. The results of the study 

were: 

- The risk policy and environment within the management of risk do not significantly influence 

profitability in Islamic banks of Pakistan. 

- A major negative effect on the profit ratio of banks working on principles of Shari’ah was 

observed due to the power of practices of management of risk. 

- The success of the Islamic banks is positively related to the power of branch net. 
 

- Profitability in the Islamic banks was positively affected by increased interest rates and 

economic growth. 
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- No relationships were observed between advances and spending which might be due to low 

production on the Ijarah, Sukuks and high non-performing sponsoring of specific banks. 

Bagh, Khan and Razzaq (2017) conducted a study in Pakistan to demonstrate the effect of risk 

management practices on financial performance of the listed conventional banks, using a research 

sample size of the 18 highest performing banks from 2004-2016. They found that the risk 

management practices had a strong effect on the small, medium and large banks’ financial 

performance. Consequently, the banks must pay attention to the loan assessment procedure, 

liquidity management, loan quality and regulations. Moreover, the banking industry must focus on 

risk management strategies to reduce the impacts of risks and shocks. This can be done using a 

sound corporate management framework as well formulation of effective policies. In addition, the 

banks must effectively utilize the Basel II and III. 

Imane (2015) examined the influence of risk management practices on the performance of Islamic 

banks in Jordan. In this study, the explanatory variables were operational activity risks, liquidity 

risks (capital, liquidity), market risks and credit risk (debt and risk) while dependent variables 

were return or equity (ROE) and returns on assets (ROA) for a period of 15 years from 1998 to 

2012. The study found significant negative relationships between credit, liquidity, and operational 

activity risk management and bank performance. It also determined that these banks failed to 

manage these risks. There was a significant positive effect of market risk management practices 

on bank performance which meant that the banks did not suffer from operational activity risk or 

from handling risk within the study period. It was recommended that a separate entity be 

established by the Islamic banks to regulate the banks within the area of Shari’ah compliant rules. 

Risk management practices not only affect bank performance but also their overall economic 

progress, as found in the study by Soyemi, Ogunleye, and Ashogbon (2014) of security money 

banks within Nigeria in 2012. The study suggested that regulators including Central Bank of 

Nigeria try to implement risk identification, measurement, assessment and control apparatus in 

accordance with best-in-the-world practices to improve bank commercial performance. 

Oluwagbemiga, Isaiah, and Esiemogie (2016) studied deposit money banks in Nigeria from 2005 

to 2014 and concurred that Nigeria’s banks need to add some strategies to determine risks. They 

suggested that suitable risk management structures be put in place by the directors’ board which 

should include the establishment of risk strategy, risk appetite and the company's annual risk limit 



MAHFOD ALDOSERI 69 

Chapter 4 Risk management practices 
 

 

 

to curtail extreme risk taking by management. The structure should be revised regularly to 

determine its suitability, efficiency and the compliance level of management with this risk 

management structure. 

Stephen, Apollos, and Adewale (2014) determined the relationship between corporate 

performance and risk management practices using banks in Nigeria from 2006-2009. The findings 

are based on analysis through panel data regression and indicated that credit risk variables are 

strongly and negatively related to the bank ROE and ROA. The results also revealed that ROE is 

positively affected by liquidity risk and bank performance is not influenced by the interest rate 

risk. Overall the results stress the need for banks in Nigeria to focus greater attention on credit 

management of risk which proved challenging for them in the past and is of great importance for 

the health of whole banking system. 

4.2.1.4 Comparison of risk management in Islamic and conventional banks 
 

Tafri, Rahman, and Omar (2011) conducted a survey to explore current practices and future trends 

in risk management techniques of Islamic and conventional banks in Malaysia. The authors aimed 

to determine the techniques and tools used in managing market, credit, and operational risks 

among Islamic and conventional banks. Furthermore, they were also interested in whether the 

Islamic and conventional banking systems had similar operations of risk management and risk 

mitigation techniques, especially with high profile risks. The results of their study clearly 

differentiate between the Islamic and conventional banks. There were major differences between 

Islamic and conventional banks in the extent of use of market Value-at-Risk (VaR), stress testing 

results, credit risk mitigation methods, and operational risk management tools. Since risk 

management operations are still new to many Islamic banks, they do not extensively use these 

tools, relative to conventional banks. Furthermore, for Islamic banks, the study concluded that 

currently there was no standardized approach with respect to the types of stress testing methods 

undertaken. It was suggested that more effort be put in setting stress testing standards. 

Nazir, Daniel, and Nawaz (2012) in their study of Islamic and conventional banks in Pakistan 

highlighted that Islamic banks’ risk management tools are not fully equipped with expertise. For 

example, the presence of IT professionals who have expertise in the field of risk analytics, or IT 

systems to tackle Islamic style of risk management and experienced human resources. Hence, 

more product development and innovation are required for Islamic banks to improve risk 
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management. They found that banks in Pakistan are well-organized and competent in credit risk 

analysis, risk monitoring, and understanding the risk. Major differences observed between 

traditional and Islamic banking styles resulted in the authors suggesting that the methodology of 

credit risk analysis should be different for each bank type. Since very little innovation has taken 

place in this field, Islamic banks generally follow the same pattern as conventional banks. 

Although Islamic banks underperform in the use of advanced techniques of risk management, 

Hussain and Al‐Ajmi (2012) in their study of the risk management practices in Bahrain’s 

conventional and Islamic banks found that Islamic banks were quite efficient in understanding risk 

and risk management compared to conventional banks. However, Islamic banks faced 

significantly higher rates of risks than their conventional counterparts. Moreover, they found that 

banks within Bahrain had good comprehension of risk and risk management and were effectively 

using identification of risk, analysis of risk assessment, monitoring risk, analysis of the credit risk 

and management of risk tasks. The Islamic and conventional banks were faced with liquidity, 

operations and credit risks. It was further observed that the practices used in the management of 

risk applications depended on the degree of understanding that managers had of risk and 

management of risk, identification of risk, analysis of risk assessment, monitoring of risk and 

analysis of credit risk. 

Shafique, Hussain, and Hassan (2013) and later Yasin (2014) focused on the variations in risk 

management practices among the conventional and Islamic financial institutions in Pakistan. They 

observed that both types of financial institutions were confronted with similar types of risk, but 

there were many differences in the strategies and practices regarding risk management in 

conventional and Islamic banks. Both studies also observed that Islamic banks were more prone 

to losses and risks due to their lower levels of experience, immunity and new products and service. 

The results also indicated that due to Islamic banks greater vulnerability to risk, these banks have 

been able to adopt and develop more risk management practices and techniques than their 

conventional counterparts. 

Kozarević, Nuhanović, and Nurikić (2013) investigated the risk management practices used by 

conventional and Islamic banks in Bosnia and Herzegovina (BiH) to determine the difference in 

adoption of many aspects such as identification of risk, evaluation of risk, active/passive main 

method of managing risk, and hedging instruments. The results of this study indicated that all 
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banks were quite aware about the importance of active risk management practices, but they lacked 

developed methods for managing these risks. Islamic banks were more prone to risk compared to 

conventional banks because of the special products offered by Islamic banks for clients, the 

demand for Islamic banking and the lack of harmony in the prevailing legal regulations. Rahman, 

Rahman, and Azad (2015) compared risk management practices in conventional and Islamic banks 

in Bangladesh. They observed variation in the comprehension of the risk, risk mitigation 

techniques and the use of risk management techniques. Conventional banks used advanced 

procedures for identification of risk techniques, risk mitigation techniques and management of risk 

techniques in combination with conventional techniques. Much significance was attached to the 

use of innovative techniques by these banks. Islamic banks relied on conventional methods of 

identification of risks, risk mitigation and management of risk techniques due to the unavailability 

of experienced and qualified bank staff. The Islamic banking system practices idealism of the 

fundamental Islamic principles, and until now they have been unable to provide successful 

solutions for the same risks that conventional banks face; operational, credit and liquidity risks. 

More research is required to fill this gap. The next part of the literature review focuses on the 

current state in this domain and discusses operational risk management, credit risk management 

and liquidity risk management in detail. 

4.2.2 Credit risk management practices 
 

Credit risk management practices are an interesting area for researchers. Fatemi and Fooladi 

(2006) investigated the current practices of credit risk management by popular financial 

institutions located in the US. It was observed that determining the other party’s default risk is one 

aspect served by credit risk models. Approximately 50% of the firms responding to the survey 

used models that were able to deal with reducing counterparty migration risk. It was surprising to 

know that a very small percentage of banks were currently using proprietary or a vendor-marketed 

model for credit risk management. The firms which used their own, in-house models also utilized 

a vendor-marketed model. It was unsurprising to observe that these models were commonly used 

for the management of non-traded credit loan portfolios as compared to the management of traded 

bonds. 

Arora (2012) conducted a study to examine the logical connection between the financial firm’s 

size and their credit risk management (CRM) strategies. The study used 35 Indian commercial 
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banks’ data between 2007-2008. The main aim of the study was to determine the extent to which 

bank size affected the choice of a broad set of CRM strategies relating to four elements of CRM: 

CRM organization, CRM policy, CRM operations and systems at transaction level, and CRM 

operations and systems at portfolio level. The study concluded that large banks usually stressed 

the elements of centralization and specialization in their choice of credit risk management 

strategies. The findings also showed that a mix of credit risk mitigation, credit risk avoidance, and 

credit risk control approaches were usually followed by all banks, regardless of their size. 

Arora and Singh (2014) explored the credit risk management practices of the Indian government 

sector banks in granting conventional loans and to find weaknesses encountered during loan 

reviews to enhance bank assets quality. The conceptual model of credit risk management system 

for the commercial loans was developed for the Indian government sector banks based on a 

literature review. Problem areas and obstacles in credit management of risk were identified using 

the model to compare small and large banks. Empirical evidence collected demonstrated that small 

Indian government sector banks faced many issues and hurdles in managing credit and needed 

better inputs of risk and rearrangement of different loan review and credit appraisal processes. 

Better management of their risk will include: 

- In-house training of the credit manager to enhance special skills in credit management of risk 

and control, the use of innovative and new risk strategies, and financial data of borrowers. 

- Restoring the performance judgment system in the credit departments where business or credits 

secured for banks are separated from the credit manager rewards but linked with quality of risk 

assessment and control. The establishment of a staff accountability framework to ensure 

diligence and acceptance with policies and procedures. 

- A thorough review of internal examination system and careful review of all cases pending 

examination. Continuous examination of the performance of large loans. 

- Risk examination or external examination of the banks risk management system and 

procedures to decrease processing efforts and restructure of departments of risk. 

- Banks should renew their management of data and IT capability. Improved IT systems can 

increase the efficacy of the operative procedures and the prediction of the counterparties and 

the portfolio credit risk. 
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- The weakest link in the CRM processes was post sanction loan disbursement. Managers of 

credit should be sufficiently skilled to notice divergence of the funds by those who borrow at 

the time of growth, diversification or elevation of their subordinate concerns outside the 

agreements of the loan which is main reason behind deliberate default. 

- Constant communication should be maintained within the banking industry. Industry studies 

and market intelligence should be utilized and the policy regarding credit should be regularly 

updated. 

The quality of credit risk management can be enhanced by bank management improving bank 

management aspects which were not properly assessed. The quality of credit risk management can 

also be improved by using experts in Islamic banking and through the formulation of banking 

regulations as shown in the study by Chusaini and Ismal (2013). This study evaluated credit risk 

management in Islamic banks in Indonesia. Credit risk management is basically concerned with 

procedures and policies, credit risk activities management and credit risk controlling. Their 

findings identified the indices of credit management of risk in the general Islamic banking industry 

and the index of credit management of risk in the Indonesian Islamic banking industry. Indices 

were calculated using a scoring method with a maximum score of 100. The industrial index was 

obtained by combining every Islamic bank through calculation of the individual portion of the 

financing by weighted average. 

Abdelrahim (2013) identified the determinants, challenges and developing methods of credit risk 

management in Saudi Arabian banks. The method is quite self-explanatory and logical using a 

"CAMEL" Model to evaluate the performance of credit risk management. The research found that 

liquidity (besides bank size) had a significant, strong positive impact on the effectiveness of credit 

risk management. Many other variables, such as capital adequacy, asset quality, management 

soundness and earnings, had little impact on the usefulness of credit risk management. Some of 

the challenges faced by effective credit risk management are listed according to their priority (high 

to low): poor corporate governance, assets of low quality, little credit diversification, poorly done 

financial analysis, no risk premium charged on risky loans, corruption by credit officials, priority 

of profitability at the expense of safety, and priority of loan guarantees at the expense of capacity 

of repayment. Methods of creating effectiveness of credit risk management in order of importance 

are: training of officers responsible for credit, improvement of asset quality, improving corporate 
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governance, professional scrutiny of the financial position of the customer, and having access to 

Credit Bureau information. The author suggested that there should be an efficient credit risk 

management procedure for banks in Saudi Arabia. In this way, capital sufficiency will improve 

asset quality, enhance management, increase earnings, have sufficient liquidity, reduce market risk 

sensitivity apart from hedging credit risk, provide sufficient provisions for doubtful credit, 

renegotiate loan terms, transfer of credit risk to a counterparty party, extend credit maturity and 

lower interest rates on insolvent loan. 

The factors influencing the efficiency of credit risk management system in Kenya’s conventional 

banks were identified in the study by Afande (2014). The influential factors included: maintaining 

a credit administration system, having sufficient controls over credit, formation of the policy 

regarding credit that properly elaborates the range and allocations of the facilities of bank credit, 

communication of credit strategies to each officer in the credit department, support of top 

management, employment of well qualified staff to screen potential borrowers, the use of 

supportive expertise in credit analysis and constant reviewing of the borrowers liquidity. The 

internal performance dealings of the conventional banks providing money as a loan were the Basel 

II criteria and bank profitability, involving returns on the assets and investment and yield on equity. 

Apanga, Appiah, and Arthur (2016) evaluated credit risk management practices within Ghana’s 

financial institutions. In particular, the research compared credit risk management practices of the 

banks in Ghana with Basel II (1999). They concluded that the credit risk management practices 

are in line with sound practices. However, the banks are exposed to credit risks related to granting 

both small business and corporate commercial loans and the practice of collaterals to mitigate the 

exposure of credit risk. 

Nazik et al. (2014) measured the ways in which Islamic banks working in Pakistan face credit risk 

and determined how this credit risk can be minimized using different approaches. The research 

methodology used was descriptive and a conceptual framework was developed to manage and 

measure credit risk based on different studies from around the world. The resulting model showed 

the usefulness of the conceptual framework in credit management of risk for Islamic banks 

operating in Pakistan. The Islamic banks in Pakistan were also given suggestions about managing 

credit risk using various approaches. 
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Various studies have compared the impact of credit risk exposure on bank performance for 

different types of banks. Hassan and Bashir (2002) studied Islamic banks located worldwide. Their 

results showed that Islamic bank’s loans are low risk while conventional banks are more prone to 

loan loss reserve and bad debts—relative to the total loans. Kahf (2005) argued that the qualitative 

nature of credit risk is the same in both types of banking systems. Hence, the procedures for 

determining the minimum requirement of equity for credit risk should be same for both types of 

banks. Sabeza, Shukla, and Bajpai (2015) examined the connection between the profitability of 

the Banque Populaire du Rwanda (BPR) and credit management of risk. The research attempted 

to identify problems experienced by managers of credit risk to manage credit risk, to determine 

how the credit risk mitigation system was applied by BPR and to examine the connection between 

the fiscal performance of BPR and credit management of risk. Although BPR had a credit 

management system, it needed to be reviewed and brought in line with the present environment of 

Rwanda. There was a direct connection between the profitability of BPR (a commercial bank) and 

credit management of risk. It was recommended that the policy regarding credit should be reviewed 

and improved by BPR to adjust it to the Rwandan market and the context. BPR was also advised to 

update and continuously train its staff. Ndoka and Islami (2016) explored the relationship between 

credit risk management and profitability of conventional banks in Albania. The key indicators used 

in the study were Return on Assets, Return on Equity, Capital Adequacy Ratio, and Non-

Performing Loans Ratio. The study identified the credit risk factors influencing the profitability of 

the Albanian banks and found technical solutions to more effectively manage the credit risk, such 

as the monitoring and control of non-performing loans. 

Ahmed and Malik (2015) explored and evaluated the effect of the credit risk management practices 

on loan performance (LP) in banks in Pakistan. This involved several credit risk management 

practices: credit term and policy (CTP), collection policy (CP), credit risk control (CRC) and client 

appraisal (CA). The findings of this study enabled management to concentrate on the explanatory 

variables that enhanced of loan performance. The study identified improvements for further work 

including: increasing the dimensions of management of credit, increasing the sample size, and by 

adding more microfinance banks. It was also recommended that secondary data be included for 

better exploration of the impact of credit management on (LP). 
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4.2.3 Liquidity risk management practices 
 

One of the most severe and crucial risks faced by financial institutions is liquidity risk. This risk 

can be categorized into two types: ‘exogenous’ and ‘endogenous’ illiquidity (Bangia, Diebold, 

Schuermann, & Stroughair 1999). Exogenous liquidity risk depends on the features of the market 

rather than any participant or bank. This is the type of risk which is prevalent in market crises 

specifically in Latin America, Asia and Russia. This risk has also been tested in mature markets 

but using a different name, i.e. LTCM crisis. 

Gabbi (2004) stated that liquidity can help explain the mergers of European stock exchanges. 

Berkowitz (2000) suggested a method to incorporate liquidity risk into VaR models. Such 

descriptive models of risk were established to calculate trading exposures in financial institutions 

on a daily basis. These models are the fundamental bases on which the risk management of large 

scale financial institutions depend. 

In 2008, the Basel Committee on Banking Supervision (BCBS) launched certain rules and 

regulations focusing on liquidity risk management to enable banks to be in command of the risk 

exposures of their liquidity. BCBS suggested measuring liquidity risk with two standards. The 

initial standard is of liquidity coverage, identifying the amount of assets with high quality liquidity 

held by an institution, which could be employed for offsetting the net cash outflows it is expected 

to face under a severe short-term pressure scenario. The complementing standard, the Net Stable 

Funding Ratio (NSF ratio), addresses longer-term structural liquidity mismatches (BCBS, 2008). 

Toby (2006) studied liquidity risk management of selected Nigerian banks by analyzing reasons 

for mismatch of asset-liability in banks, causes of liquidity crisis, the relevance of treasury 

objectives in bank portfolio management, incidents of treasury risk, liquidity planning, practices 

in Nigerian banks, suitability of liquidity management of risk techniques, and the level of liquidity 

exposure in banks. Most banks fell between liquidity and stored liquidity strategies for managing 

their liquidity risk. However, their liquidity plans generally did not detail a sequence of assets for 

disposal for different levels or intensities of fund deposits or withdrawals. The banks should take 

risk more carefully, assess adverse changes and hedges that become means of competitive 

advantage to enable them to offer their products at better prices than their competitors. For the 

management of risk techniques, it was revealed that the adjusted rate on returning capital and 

internal rating system were quite significant. The measurement of risk effectiveness was 
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determined by efficient management information systems, computerization and networking in the 

branch activities. 

If the liquidity risk is unable to meet their obligations, it is quite possible that banks may face 

losses (Dusuki, 2010). Ray (1995) stated that lack of liquidity can be a serious problem faced by 

Islamic banks. Vogel and Hayes (1998) also reported that liquidity problems can be major barriers 

faced by the Islamic banking system. This because central banks decline to provide funds except 

on the basis of interest lending while Islamic banks do not lend or borrow on interest without 

giving a last chance the lender. Essentially, Islamic banks have more or less credit and liquidity 

risk when compared to conventional banks depending on institutional arrangements (Siddiqi, 

2008). A study of Islamic banks in Malaysia showed that they had lower credit and liquidity risks, 

but higher interest rate risks than conventional banks. The lower levels of liquidity risk are due to 

Islamic banks in Malaysia being able to use the central bank as a lender in case of emergencies. 

Abul-Rahman (2005) observed that retail banking procedures in Islamic banks work at an 

approximately 100% reserve obligation. 

The limited numbers of financial instruments accepted in Shari’ah do not permit Islamic banks to 

enjoy the choice of funding allowed in conventional banks. Since there is no market for 

instruments of Islamic finance, maturities matching becomes a severe problem. Therefore, Islamic 

banks fail to create appropriate returns or rates matching those being offered by conventional banks 

(Henry, 1999; Ray, 1995). Ariffin et al. (2009) observed that liquidity risks become more severe 

due to inadequate liquid instruments that are in accordance with Shari’ah. Financial assets are not 

allowed to be transformed into negotiable financial instruments. The funds of depositors are either 

‘callable on demand’ or need very short withdrawal notice times. Currently, there is no ‘Islamic 

inter-bank money market’ except in Malaysia where it was first introduced in 1994. Ismal (2008) 

highlighted many severe liquidity problems for Islamic Banks, such as the rational depositors 

being sensitive to interest rate returns and most deposits having short term times, i.e. one month. 

Many studies have also compared liquidity risks ‘downside’ in Islamic and conventional banks. 

Hassan and Samad (1999) studied the interbank performance of Bank Islam Malaysia Berhad 

(BIMB) with respect to solvency liquidity, profitability and risk; and the participation of society 

between 1984 to 1997. Their study showed that liquidity performance during 1984-1989 and 1990- 

1997 did not deteriorate or improve on different measures like loan-deposit ratio, cash-deposit 
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ratio and current ratio. The comparison of inter-bank liquidity performance showed that Islamic 

banks were more liquid than eight conventional banks in the measure of cash-deposit with an 

average ratio of 0.021 in BIMB and 0.012 in conventional banks. 

How et al. (2005) studied the contrast between conventional banks and the type of Islamic windows 

they offered in liquidity risk for 23 banks in Malaysia during 1988-1996. The conventional banks 

with Islamic financing had lower liquidity risks than conventional banks without Islamic financing 

windows. In addition, there was an important partnership between liquidity risk and bank size. 

Conversely, Vitria (2008) compared conventional banks with Islamic financing windows and pure 

conventional banks. He used seven determiners for liquidity risk: deposit volatility (DEPVOL), 

inter-bank ratio (IR), derivatives contract (DER), loan volatility (LVOL), growth of total assets 

(GTA), bank capital (CAP) and loan to deposit ratio (LDR). He realized that liquidity risk exposure 

in commercial banks with Islamic offerings did not significantly differ from banks that offered 

Islamic financing. Moreover, the mean result of liquidity risk exposure between both non-Islamic 

and Islamic banking had little difference, proving that conventional banks assets are more liquid 

than Islamic banks assets. The author stated that the liquidity risk exposure faced by those two 

banking systems is almost identical. 

Berger and Bouwman (2009) advised that in large financial firms, such as banks, a capital unit 

makes the bank capable of holding 2.5 units of net liquidity. They observed that institutional failure 

risk is mitigated by capital because a buffer is created against liquidity risk. This helps the financial 

firm invest more in illiquid assets. Yet, it is still unclear whether only capital could be a buffer 

when a considerable liquidity shock takes place. Subordinated debt, equity and similar capital 

resources could be turned illiquid because the liquidity shock is either an idiosyncratic or 

systematic one raising questions about the institution’s solvency. 

Abu Loghod (2007) found that in the GCC region, Islamic banks are less prone to liquidity risk 

exposure than conventional banks. Many scholars agree that Islamic banks should create 

alternative Islamic products so they are ready to serve customers in times of high demand. Many 

GCC Islamic banks for example, Saudi Arabia, Bahrain and UAE, have implemented reverse 

Murabahah (or Tawarruq) and Sukuk (trust certificates) on a wide spectrum. Akhtar, Ali, and 

Sadaqat (2011) examined the relationship between liquidity risk and financial institution solvency. 

They searched the importance of networking, size, ROE, ROA and capital adequacy with liquidity 
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risk management in Islamic banks and commercial firms in Pakistan from 2006 to 2009. They 

reported a positive but non-significant relationship between bank size and networking capital to 

net asset, and liquidity risk in both types of banks. 

The principles and standards for capital, as well as for the measurement and management of 

liquidity risk were strengthened by the BCBS which was provoked by the financial crisis triggered 

by liquidity risk management. “Basel III: International Framework for Liquidity Risk 

Measurement, Standards and Monitoring,” published in December 2010 (BCBS, 2010), 

summarized the risk management practices of banks focused on funding and liquidity to address 

the shortcomings revealed by the recent crisis. The framework set by liquidity is a segment of a 

detailed set of complementary and mutually supporting measures for regulatory reform which were 

launched to improve risk management and banking systems’ supervision (Gomes & Khan, 2011). 

The present liquidity management in the Indonesian Islamic banking industry was studied by Ismal 

(2010). The study offered a well-knitted and detailed plan of liquidity risk management 

incorporating the overall scenario of the issue and proposed better ways of liquidity risk 

management ideally based on Islamic rules. First, the study evaluated the managerial structure of 

Islamic banks and Islamic windows in managing liquidity. Next, the study explored the features 

of the depositors, their investment behaviors and expectations, followed by the banks regulations 

to manage the liquidity. The study determined the potential liquidity problems that could rise in 

the future and Islamic liquid instruments. In conclusion it suggested an integrated and detailed 

program for liquidity management. The study was in-depth; restructuring the liquidity 

management on the liability and asset sides; and revamping the use of the liquid instruments based 

on Islamic rules, in the integrated program to improve liquidity management of Indonesian Islamic 

banking. 

Hidayat, Al-Khalifa, and Aryasantana (2012) undertook a study of Islamic banks in Bahrain. The 

study was done from the perspective of depositors and the employees of the banks. A descriptive 

approach was used to describe and understand the effectiveness of liquidity risk management. The 

results demonstrated that the respondents had a positive perception of the status of equity based 

financing which they believed was an effective part of liquidity risk management. It was believed 

that Islamic banks in Bahrain had good corporate governance and practiced better liquidity demand 

management. The findings also showed that there was no significant difference between the 
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employees and depositors with respect to liquidity risk management. Less insight was 

demonstrated by the depositors than the employees because depositors generally have less 

knowledge of the rules and regulations. Hence, Islamic banks located in Bahrain must make their 

depositors more aware of the policies and procedures of the Islamic banks in handling liquidity 

demands. Moreover, the banks should adopt sufficient internal controls over their liquidity risk 

management process to keep avoid future liquidity problems. 

Anam, Hasan, Huda, Uddin, and Hossain (2012) assessed the level of liquidity risk associated with 

financial institutions, particularly banks, and explored the concurrent liquidity management of risk 

(LRM) in Islamic and conventional banks in Bangladesh. Secondary data from 2006 to 2010 was 

a main source of the study. A model estimation for predicting liquidity risk level was successful 

for Islamic banks but this model did not work for conventional banks. The size of the business for 

Islamic banks and the networking capitals for conventional banks had a significant effect on 

liquidity risk level. Sobhy and Megeid (2017) compared the management of liquidity risk in 

conventional and Islamic banks in Egypt. They found that in conventional banking, funding, asset 

quality, and loan quality management positively influence liquidity management. However, in 

Islamic banking, funding and loan quality management positively influence liquidity but asset 

quality negatively influences it. Risk management in Islamic banks should formulate financial 

strategies and marketing to align liquidity levels with internal desired goals and take defensive 

action. Management should also expend significant energy, time and resources managing their 

loan portfolio and bank’s assets. 

Sobol (2013) investigated the problems of Islamic banks in relation to liquidity risk and analysis 

of selected instruments and management tools. A survey of liquidity management practices in 

Islamic banks conducted by the Islamic Financial Services Board (IFSB) was the basis of this 

study. The problems of liquidity risk and its management have always been a significant issue for 

Islamic banking. This study indicated that Islamic banks, like their conventional counterparts, may 

face problems with less liquidity due to financing of long-term assets with term liabilities. 

Moreover, Islamic banks do not have any access to traditional money market instruments used for 

liquidity management because of the involvement of interest. Conventional tools like interbank 

deposits, repo operations, commercial papers or treasury bills are substituted by Shari’ah-based 

structures in Islamic finance. Commodity Murabahah and short term Ijarah and Sukuk are 
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commonly used by Islamic banks, but they have disadvantages in comparison with conventional 

liquidity management tools. Since they do not have any liquidity secondary market, they must be 

kept by investors till the time of maturity. Those instruments are also not universally recognized 

with some scholars considering them illegal from the Shari’ah perspective. 

The behavior of Islamic banking to manage liquidity is also clearly affected by the micro economic 

control variables as shown by Sulaiman, Taqiuddin, and Samsudin (2013). The study explored 

how liquidity was managed by banks in Malaysia. Islamic banking requires that the purpose and 

goals of the loan applications are in line with the financing policy of the bank to avoid any future 

problems. It is important that financing should be issued based on correct purposes otherwise there 

is a risk of repayment ambiguities, which can adversely affect the liquidity position of Islamic 

banks. Islamic banks should also ensure competitive and adequate rates of return. Deposits 

constitute the main source for financing and customer advances. The financing activities of an 

Islamic bank can be adversely affected by unstable deposits. It is also necessary to reduce the gap 

time on short term deposits and on long term funding through effective measures. 

Ramzan (2014) explored liquidity risk management of five Islamic banks in Pakistan between 

2007-2011. The dependent variable used was liquidity risk (the ratio between the total assets and 

most of the liquid monetary assets). The asset size of the bank had a highly significant relationship 

with liquidity risk showing that the strong asset base of the Islamic banks strengthened liquidity 

controls. Each transaction in Islamic banking should be supported by a tangible asset rather than 

dealing only in money which is against the principles of Islamic banking. A greater portion of the 

assets belonging to the Islamic banks were long term and/or liquid assets whereas a good portion 

of their liability was mostly short term deposit. Islamic banks therefore, can suffer potential "runs" 

when market confidence is eroded. It is clear that depositor’s loyalty is important for Islamic banks 

and for that reason they offer marginally higher rates to their depositors than conventional banks. 

Ibrahim (2013) examined management of liquidity risk through a comparative study of 14 

Jordanian and 10 Saudi banks during 2007-2011. The independent variables of the selected banks 

included SZE, DER, IAR, ROE, LTD, ROA and CAR, while liquid assets of the banks was the 

dependent variable. Results showed that the liquidity position of Jordanian banks was higher than 

Saudi banks. The Jordanian banks also had higher debts to equity ratios (DER) than the Saudi 

banks which shows a trend of aggressiveness on the part of Jordanian banks to use debts for 
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growth. As customers adhered more strongly to Islamic Shari’ah principles in Saudi Arabia, the 

IAR for Saudi banks was greater than the Jordanian banks. The Saudi banks had higher LTD than 

Jordanian banks which indicates that Saudi banks kept low reserves for covering unforeseen fund 

requirements. The Jordanian banks had more CAR than the Saudi banks which shows that the 

Jordanian banks had higher financial coverage in case their businesses suffer losses. The increased 

ROE and IAR indicated that Saudi banks were generating higher profits by using their resources 

more efficiently than the Jordanian banks. Ghenimi and Omri (2015) explored management of 

liquidity risk for 11 Islamic and 13 conventional banks in Gulf countries from 2006-2013. The 

findings indicated a strong positive influence of size, ROE, NIM, CAR, GDP growth and inflation 

rate in Islamic banks. This suggests that Islamic banks are more sensitive to these factors than 

conventional banks. This is also evident from the prohibition on the payment and receipt of interest 

(Riba) and by risk sharing. 

4.2.4 Operational risk management practices 
 

Qualitative and quantitative measurement techniques and tools are applied to determine the 

existence of operational risks in the firm and to further equip the management to work proactively. 

The Basel Committee on Banking Supervision (BCBS) has devised proposals for the development 

of a capital charge to cover operational risk. Three approaches have been set to increase complexity 

in assessing the operational risk charge, Basic Indicator Approach (BIA), Standardized Approach 

(SA), and Internal Measurement Approach (IMA). The BCBS examines the actual loss data to 

identify the correct form and structure of the IMA approach, as well as to develop an initial 

calibration of the operational risk charge (for all approaches). This information should be available 

for eight standard business lines and seven loss event forms. Loss events can be classified into 

three forms to make institutions aware about the risk type so they can identify the scope of risks. 

The data collection method of this survey requires individual loss event data at the level 2 event 

type. The survey methodology is divided into three parts: 

- Part 1: This part demands operational loss data as the events occur. 
 

- Part 2: This part focuses on quarterly aggregate loss data grouped by business line/event type 

combinations. 
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- Part 3: This part presents a worksheet that banks can use to decompose the loss event data 

according to its P&L effects 

The final version of the Principles for Sound Practices for Operational Risk Management includes 

observations on the evolution of best practices in the sector and sets out eleven principles for sound 

practices for operational risk management, divided into the following centralized directions: 

governance, risk management and the role of external communication. The BCBS believes that 

the principles contained in the document set out sound practices for all banks, hence the updating 

of the document to the Basel II Accord (Mirela-Anca, 2013). The basic Basel II core principle 

regarding effective banking supervision suits the Islamic banking institution very well but at the 

same time, the adaptation of operational risk management practices and operational risk 

measurements to Islamic bank characteristics is still required (Abdullah, Shahimi, and Ismail, 

2011). Abdullah et al. (2013) discussed the key issues in management and measurement of 

operational risk in Islamic banks in Malaysia. Descriptive, comparative, and analytical analyses 

were used to determine the effects on risk management and capital adequacy. The authors observed 

that the discussion of operational risk in Islamic banks was important and becoming increasingly 

complex compared with conventional banking due to the general environment and particular 

contractual obligations. These requirements identified exclusive features of Islamic banks and 

gave rise to several concerns about the applicability of the Basel II methodology for Islamic banks. 

Operational risk results from failure to maintain smooth internal processes, retain skillful people 

and prevent external negative events. Operational risk uses a macro-level to determine the cause 

of losses which include: people, processes, systems and external factors (Chutia, 2013). Muermann 

and Oktem (2002) stated that there are many ways in which operational risk can occur, for 

example, errors, interruptions in business operations, inappropriate behavior of employees and 

natural disasters. A potential financial loss can be expected from these events resulting in other 

damages to the bank as well such as causing harm to the firm's reputation. Even potential 

operational risk events that have not yet surfaced can damage a firm’s resources. There are two 

types of events that can cause operational risk; high frequency/low severity (HFLS) operational 

events which occur more often but exposes the organization to low levels of losses and low 

frequency/high severity (LFHS) operational risk events which rarely occur but the losses to an 

organization can be enormous. Chernobai, Jorion, and Yu (2011) identified strong links  between 
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operational risk and lack of proper financial reporting. Using various corporate governance tools, 

such as the prevalence of antitakeover provisions, the frequency of auditors on the board and total 

independent board members, a strong inverse relationship has been observed between the quality 

of corporate governance and operational risk exposure. Furthermore, Mehra (2012) in his study of 

the operational risk management practices used by Indian banks found that many banks were not 

utilizing rotation policy beyond a specific hierarchy. High rates of attrition were noticed among 

the private sector banks which was another reason for operational activity risk. The restructuring 

of HR policies was required to reduce assets losses and fraud. 

Bank size and ownership can impact on risk management practices as shown in the study of 

Tandon and Mehra (2017). They identified that the resulting failure and financial crisis of large 

banks internationally had surprised the world. Unsuitable operational risk management practices 

have been the one of the reasons for the banks failure. Tandon and Mehra (2017) explored the 

range of operational risk management practices followed by Indian banks and compared them with 

banks worldwide. Small bank size was seen as an impediment to operational risk collection, 

functionaries and usage of data collection and external loss data and analysis. Additional, the 

performance of old private sector and public-sector banks lagged behind their peers in usage of 

crucial reporting mechanisms, such as key risk indicators (KRI), risk and control self-assessment 

(RCSA), collection, scenarios and usage of external loss data, data collection and analysis, and 

quantification and demonstration of operational risk. 

Various scholars, such Al-Tamimi and Al-Mazrooei (2007) and Hassan (2009), claimed that 

Islamic banks in the UAE and Brunei Darussalam were mostly hit by operational risk and credit 

risk than other types of risks. Operational risk might alter decision-making strategies in many ways 

(Ray & Cashman, 1999). Blacker (2000) stated that it is the responsibility of the management to 

control operational risks. While examining the impact of operational risk management on 

profitability of banks through ‘risk adjusted return on capital’ (RAROC), Allen and Bali (2007) 

found noteworthy impacts of business cyclical factors in measuring operational risk. Chapelle, 

Crama, Hubner, and Peters (2008) found that extensive funds can be achieved through rigorous 

risk management practices. Furthermore, the addition of innovative services and products in the 

businesses resulted in huge cross-correlation with increasing operational risk (Philippas & 

Siriopoulos, 2009). 
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Mackie (2010) examined whether operational risk management in conventional banks had a 

moderating effect on the relationship between competitive advantage and important success factors 

in the banking industry through a survey of 399 senior managers. Managers were requested to 

identify the perceived capital success factors, such as operational risk management, within the 

banking industry. They were also asked to explore the importance of operational activity risk 

within banks and the banks operational tasks of risk management. The results demonstrated that 

the operational activity risk in the banking industry was relevant but was not managed properly in 

accordance with its importance. The relationships between competitive advantage and important 

success factors were influenced by the perceived moderating effect of the operational management 

of risk. As such, it can be said that competitive advantage in the banks was facilitated by 

operational management of risk. Koomson (2011) examined the competitive advantage and 

operational management of risk in the banking industry of Ghana to determine whether operational 

risk management practices could be utilized for competitive advantage. A total of 250 respondents 

were selected from seven identified banks and provided with a closed-question questionnaire. 

Results revealed that the effects of operational activity risks were realized although it was 

relatively new in the banking industry of Ghana. It was also observed that the Ghanian banks were 

noticing the significance of operational risk management. 

Izhar and Asutay (2010) attempted to determine why there was a significant difference between 

the risk exposures of Islamic and conventional banks. They also used mapping techniques to 

determine risk exposures. Their study focused upon operational risk problems from a regulatory 

point of view using Basel and the Islamic Financial Services Board (IFSB). The paper also 

emphasized the importance of capital maintenance to proactively reduce losses caused by 

operational risk in Islamic banks. This study guided and facilitated the understanding of 

operational risk issues. It discussed in detail four magnitudes of operational risk in Islamic banks, 

commonly known as Shari’ah compliance, fiduciary, people, and legal risks. 

 

 
4.3 A critical evaluation of the literature 

The existing literature identifies several features of applied risk management practice in banking, 

whether Islamic or conventional. Studies conclude that the risk management practices are a vital 
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technique to identifying the best way to manage the different risks facing Islamic and conventional 

banks. Although most studies have been based on developing countries, it would be helpful to find 

the best ways to help raise awareness in risk management departments. The studies urged bank 

decision-makers to apply more intensive programs to enhance bank policies in the ways of dealing 

with the different risks. 

Some studies found that risk management identification is the most important factor to consider in 

both Islamic and conventional banks. Al-Tamimi (2002), Al-Tamimi and Al-Mazrooei (2007), 

Hassan (2009), Kumah and Sare (2010), and Halili and Jenkins (2010) indicated that risk 

management identification processes are important because they have traditionally centered on the 

key risk types of credit, market, operational and liquidity risk. It is necessary to identify the diverse 

types of risk to which the banks are exposed. These include obvious risks such as market risk, 

credit risk, liquidity risk, and interest rate risk as well as other risks which are less common but 

whose outcomes on the banks are no less destructive. Efficacious risk management, particularly 

for banks operational in competitive and deregulated markets and for larger banks, needs proper 

processes. In emerging economies, unstable, transition, economically volatile, and low market 

situations significantly increase the range and size of bank exposure to economic risk. Such 

circumstances make risk management even more complicated and make the requirement for an 

effective risk management process even more critical (Greuning & Bratanovic, 2009). 

Staff training and workshops are the main element suggested for risk management employees in 

both Islamic and conventional banks (Balasan, 2014; Ali & Naysary, 2014; Sabeza, Shukla, & 

Bajpai, 2015). Training and workshops can enhance overall risk management performance with 

regards to cost, time, and quality. It allows employees to identify risks, and this information allows 

them to manage these risks accordingly. Moreover, in the workshops and the training, the main 

risk aspects are systematically evaluated in terms of their effects and probability of incidence. 

These activities also allow the risk management employees to communicate and transfer their 

experiences to each other in regards to different risks (Goh, Abdul-Rahman, & Samad, 2013). 

Daniel, and Nawaz (2012), Chusaini and Ismal (2013), Nazir, Shafique, Hussain, and Hassan 

(2013), Yasin (2014) and Rahman, Rahman, and Azad (2015) indicated that there is less 

experience in Islamic banking and a shortage of the experts in the Islamic finance field leading to 

underperformance of Islamic banks in risk management practices in general. Islamic banking is 
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growing rapidly, and this has meant that the Islamic finance industries have not been able to 

produce enough specialists to assist this growth. Currently, many experts interested in being 

employed in Islamic banking have not had enough time to get the required experience to allow 

them to proficiently manage or assist in Islamic financial transactions. The lack of Islamic finance 

specialists is affecting, at different stages, the growth of the industry (Malik, Malik, & Mustafa, 

2011). Therefore, Islamic banks need spend more time to support researchers trying to find out the 

best way to cover these shortages. 

Kozarević, Nuhanović, and Nurikić (2013), and Imane (2015) recommended the establishment of 

a separate entity to regulate Islamic banking within the area of Shari’ah compliant rules. This step 

will help to improve risk management practices in Islamic banks. It is important to indicate that 

the regulations for Islamic banks either apply the same practices as conventional banks or follow 

the standards of the Islamic Financial Services Board (IFSB) and the Accounting and Auditing 

Organization for Islamic Financial Institutions (AAOIFI) or both. Guaranteeing an adequate 

alignment of the regulatory framework with the guiding principle of standard producers is key to 

reporting the core risks inherent in Islamic banks operations. The authorities should guarantee that 

the regulatory framework for Islamic banks sets them side by side on the field with conventional 

banks. Most countries where Islamic banks are present use the Basel Committee on Banking 

Supervision (BCBS) conceptual regulatory framework as the default framework. However, many 

jurisdictions use the standards of the IFSB and the AAOIFI to provide Shari’ah law compliance. 

Specifically, about 65% of the jurisdictions allow Islamic banks to customize their conventional 

banking regulations for Islamic banks activities. There are numerous regulatory framework 

dimensions that require consideration of the special characteristics of Islamic banks. These 

dimensions are licensing, liquidity, capital, transparency and disclosure, deposit insurance and 

bank resolution (Mejía, Aljabrin, Awad, Norat, & Song, 2014). 

There is a limited number of comprehensive public surveys regarding the operational risk 

management practices. This may be because operational risk management practices are a 

comparatively new dimension (Daniel, 2011). Many international surveys analyze capital 

requirements and the recorded losses (e.g. BCBS, 2002; BCBS,2009) while others cover best 

practices (e.g. BCBS, 2006; BCBS, 2009b). These surveys revealed that the operational 

management of risk practice matched the recommendations. Management of risk based on four 
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aspects—external data, internal data, scenario analysis, business and control factors of 

measurement of risk—are considered best practice in the institutions. Few examples of analyses 

of correlations between bank size and practices regarding management of risk are available in the 

literature. According to Helbok and Wagner (2006), in the initial stages of operational management 

of risk (1998-2001), more detailed information regarding operational risk and operational risk 

management was revealed by institutions of lower profitability. The researchers believed that it 

was probably because the highly profitable institutions paid less attention to higher transparency, 

whereas institutions with low performance utilize more developed management of risk and high-

level disclosure (Daniel, 2011). 

 

 
4.4 Concluding remarks 

From the literature, it can be concluded that risk management is the most vital strategic 

management activity in both Islamic and conventional banking. Bank managers considered risk 

management highly significant and crucial for the overall performance of their banks. There was 

also a high level of achievement and success with existing risk management practices. Moreover, 

risk management practices were influenced by and evolved through regulatory updates and 

economic conditions. Finally, it was observed that most banks were using some traditional 

approaches to manage risk but overall, they can be called risk intelligent and risk focused. 

However, there are common risk management problems in the banking industry faced by all 

respondents, such as (i) shortage of workshops and training of bank employees and credit staff, 

(ii) lack of implementation of effective practices of management of risk, (iii) inability to rectify 

problems, (iv) political interference and influence while approving banking loans, and (v) no 

independent examination process to scrutinize management decisions. 

There are major differences between Islamic and conventional banks in the extent of usage of 

market Value-at-Risk (VaR), stress testing results, credit risk mitigation methods, and operational 

risk management tools. Since the operations of risk management are still new to many Islamic 

banks, they do not extensively use these tools, relative to conventional banks. Furthermore, Islamic 

banks’ risk management tools are not fully equipped with expertise. For example, the presence of 

IT professionals who have expertise in the field of risk analytics, or IT systems to tackle Islamic 
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styles of risk management and experienced human resources. Hence, more product development 

and innovation is required for Islamic banks to improve risk management. 

This project focuses on Saudi Arabia because Saudi Arabia has become one of the largest emerging 

economies in the world and has the largest stock market in the Middle East. Furthermore, the 

banking sector is the most important sector involved in the stock market in Saudi Arabia. Finally, 

the Saudi regulatory framework incorporates different legislation requiring the disclosure of risk 

management practices in both Islamic and conventional banks. All the above reasons make 

investigating the extent of risk management practices in Saudi Arabia an important issue (Piesse, 

Strange, & Toonsi, 2012). 

In conclusion, this study aims to fill the gap in the literature by focusing on the risk management 

practices of the Islamic banks in comparison with conventional banks. It aims to analyze the link 

between the risk management practices and the financial performance of both types of banks. The 

research covers domestic and well-established banks working in Saudi Arabia. There are some 

studies conducted on Islamic banks in Malaysia, Pakistan and Bangladesh in regards to risk 

management practices, yet, to the researcher's knowledge, no detailed study like the one proposed 

here has been conducted in Saudi Arabia. 
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Chapter 5: Bank risk and performance 

 

5.1 Introduction 

This chapter introduces the risk management practices in Islamic and conventional banks located 

within Saudi Arabia. The chapter examines the current risk situation and the level of efficiency in 

the performance of each of these types of banks. The financial determinants for credit risk, liquidity 

risk and operational risk from bank annual reports are used to evaluate the current performance of 

these banks. The chapter begins with a theoretical framework introducing an overview of the 

potential risks and the nature of risk in Islamic banking. This is followed by an economic model 

to illustrate each of the financial institution’s various risks and levels of performance. 

The second part of the chapter summarizes the collected data compiled for the study and 

investigates whether Islamic banks differ from conventional banks. Moreover, it presents and 

analyzes the statistical results for each model. 

This chapter is divided into nine major sections; Section 5.2 presents an overview of this study’s 

theoretical framework and hypotheses; Section 5.3 presents a study model and questions; Section 

5.4 discusses the study sample; Section 5.5 presents and analyses the variables utilized in this study 

and examines the differences between the banks in Saudi Arabia in terms of potential risks; Section 

5.6 examines the various risks associated with both Islamic and conventional banks. The 

relationships between key variables (performance, credit, liquidity, and interest-rate risks) and 

their determinants are presented in Section 5.7. Section 5.8 compares risk management and bank 

performance in Islamic and conventional banks in Saudi Arabia while section 5.9 concludes the 

chapter. 

 

 
5.2 Theoretical framework and hypotheses 

The background of risk as a concept is almost as rich and detailed as humanity itself—eluding 

concrete categorization by a variety of writers, theoreticians, and philosophers. Fundamentally, 

risk may be outlined as a situation where a negative outcome (possibly contact with danger or 

instability) may occur, or in which the most desired goal is not necessarily the only outcome, or 

even the most likely. The concept of risk implies some knowledge about the possible final results 
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Webb (2003). The individual’s contact with this risk may be perceived as either good or bad, with 

the potential influence on capacity for profit measured through a variety of origins, which are 

unstable or unknown in their affects. Banks may encounter risks such as those connected with 

loans, trade, liquidity, and structural, connected with legality, or in their public relations. 

Generally, businesses will have their risk defined by some elements like their scale of production, 

trading partners, and intricacy (Abedifar, Molyneux, & Tarazi, 2013). 

The question of intervention within the banking sector is imperative, on account of specific 

elements of that industry. The nature of risk is fundamentally connected to the practice of banking, 

with the costs of mismanaged risks—or unpredicted occurrences—to banks being high, as well as 

the competitive context generating a high chance of failure. It is commonly thought that a diligent 

governing body will accept the inevitability of occasional failure, rather than attempting to guard 

against such outcomes, and must also allow for and navigate a level of risk. Acting in the opposite 

manner (protective) is likely to make the system less flexible, and to eradicate what would 

otherwise be thought of as productive managed risk—with such behaviors best generated by a 

regulatory environment that accommodates an aversion to failure as key to generating good 

decision-making. Effective management will mediate between the security of the underlying 

financial system and alternative goals of public regulation, for example, lowering waste, or 

increasing productivity (Abedifar et al., 2013). 

Accepting a certain level of risk invokes some obvious complications regarding how to achieve 

the desired outcomes which mediate between these different principles. Those in positions of 

governance have previously shied away from mentioning precise strategies. To get indications of 

these strategies, one can examine the perspective on what is thought of as investment grade 

(99.5%) by outside agencies, which employ a measure of commercial security, or confidence. A 

bank achieving a level of confidence this high would be thought of as secure in terms of individuals 

engaging business with that bank, however, in cases where the individual wants to deposit, they 

may seek a higher security on account of the connection with the assets of the bank and its 

insurance policies which protect the investment. In infrequent cases where a bank might fail, such 

measures provide an additional defence against loss of assets. Good financial governance 

accommodates and accounts for the possibility of failure, and provides a nonprotectionist or 

‘survival of the fittest’ mentality towards the sector, ensuring that those who flourish are 
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competitive. Despite this objective, there remains the possibility of stepping in at points where the 

funds of key investors’, such as depositors, are exposed to catastrophe. In this way the system and 

its insuring bodies can be mitigated from the threat of absolute destruction (Abedifar et al., 2013). 

In 1988 the new Basel Accord provided a key instrument through which banking could be 

managed, based on the principle of risk in terms of capital adequacy. The defensive function of 

this motivates financial institutions to self-regulate and self-define their own capacity for risk. 

Furthermore, such an instrument can offer security against unforeseen catastrophes and disasters, 

developing continuity and dependency in the sector. As a regulatory measure, governing bodies 

may instill rules guiding banks to maintain the appropriate capital to absorb certain shocks and 

negative outcomes. BCBS (2002) suggests that the provisions for capital adequacy are established 

with bad scenarios in mind—in the event that negative situations occur, the financial institution in 

question should have maintained the necessary capacity to shoulder the burden of managing the 

situation. 

What the Basel Accord offered was a straightforward and decisive quantification of the minimum 

requirements which must be upheld by a financial institution (8% of the complete portfolio of 

riskweighted assets). Despite this, it was not designed to precisely measure the amount required 

for security, a situation which was rectified to an extent by the Basel Capital Accord (Basel II), 

which takes into account the real exposure to risk undertaken by capital requirements inside the 

functioning of a bank. Basel II permits the capital regulatory requirements of a bank to be 

motivated by its projections in cases where it demonstrates a high level of risk modelling backed- 

up by secure processes and provided that the employment of risk-based capital is complied with 

by the bank. Furthermore, the level to which a banking organization may take on risk is itself 

defined by Basel II. The lowest level of accepted risk coverage within the Advanced Measurement 

Approaches to procedural risk and Internal-Ratings Based perspectives on credit risk is just 0.1% 

less than total, although governing bodies are nevertheless not the key entity guarding against or 

moderating risk, and such suggestions are deficient (Norton, 1989). 

Effective governance operates with the consideration of its obligations: namely, the obligation for 

commercial viability and strategic risk-taking is with the managers of the company. Those 

providing regulation are not obligated to comprehend the full functioning of the banks, including 

their portfolio of risks, the capacity of risks, conducting of a full plan, or confirmation that good 
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internal oversight is being conducted. Rather, this is the task of a board of directors, who must also 

keep an appropriate amount of capital in accordance with the risks being accepted, with those high- 

level managers charged with building a healthy context for risk to be managed within the 

guidelines as approved by the board. High-level managers must also maintain a level of 

competency within the company’s structures, personnel and procedures (Gallati, 2003). 

Despite the significant and large-scale application of the Basel II accord, it is not a catch-all 

solution. It should be remembered that a robust capital arrangement deteriorates when it is badly 

managed, and that high-quality regulation and management will defend against such occurrences 

for a lengthy period. The emphasis placed on sound leadership within organizations with regard to 

effective operations leads to policy-makers instilling myriad cultural norms and guidelines on 

those at the top, designed to standardize the quality and nature of procedures regarding risk choices. 

Australia has the Australian Prudential Regulation Authority (APRA), which invokes guidelines 

regarding ‘robust and sound’ business governance, also reinforcing its pre-existing expectations. 

The continuity of the entire financial structure is dependent to an extent on the responsible and 

mindful actions of those in corporate governance positions, who must take risk in accordance with 

the best outcomes for depositors (Gallati, 2003). 

Striking a balance in setting regulations presents certain difficulties, with a significant overview of 

the banking environment and the functioning of risks within the context of trade an absolute 

necessity for the development of specific and successful guidelines to control such behavior. 

Whilst the minimum capital necessary will be defined by Basel II, good governance in banking 

will ask for some interpretive and implementation guidance on an individual level. To this end, 

successful governance is contingent on an application to the regions of behavioral guidance within 

the field of risk management, itself increasingly influential within the realm of a bank’s oversight 

(Gallati, 2003). 

In addition, the board of directors of the company are greatly helped through identifying risk that 

allows them to meet accountability in the company’s material risk management by providing 

critical information to the users, especially those that use the annual reports of the company to 

evaluate the associated risks, the impacts of the risks on the risk management strategies and the 

financial situation of the company (Caldwell, 2012). According to Lajili (2009), there are several 

critical elements relating to sound investment results such as risk management, risk profile, risk 



Chapter 5 Bank Risk and Performance 

MAHFOD ALDOSERI 94 

 

 

 

appetite and the perceptions of the stakeholders. In order for the stakeholders to make sound 

decisions and understand the complexities of operations in the company, there is need for them to 

have a clear understanding of the risk factors. The stakeholder theory postulates that an 

organization is a dynamic, complex and interdependent network with multidimensional 

relationships between several stakeholders. 

Zsolnai (2006) posited that competitiveness and performance are critical components of business 

success, which relies on the level of management as well the nature of the relationships that 

strategically align the performance strategies with the company’s objectives and stakeholder 

interest. From a risk management view point, there are several benefits that accrue due to concerted 

consultation with stakeholders, such as (i) making stakeholders more effective in contributing to 

the company’s performance, (ii) enhancement of stakeholder decision-making processes, (iii) 

supplying quality information that is critical to decision-making, (iv) a better understanding of the 

constraints that affect the business, (v) improving stakeholder’s levels of trust, which will enhance 

stakeholder involvement in company affairs, (vi) helping stakeholders understand the risks 

associated with the company operations, and (vii) bringing a sense of collective responsibility in 

managing risks. 

Identifying the risk helps the key stakeholders collaborate in understanding both risks and 

opportunities which could adversely or beneficially affect their ranked objectives. The following 

section presents a set of hypotheses for the determinants of credit risk management, liquidity risk 

management and operational risk management. 

Forming a hypothetical position in relation to the initial proposition in the financial model 

necessitates a checklist of fundamental factors of the three types of risk: liquidity, operational, and 

credit. These items are capital adequacy ratio, debt-to-equity ratio, asset management, size, and 

non-performing loans. 

1. Relationship between credit risk, liquidity risk and operational risk with bank size. 
 

The size of a bank is generally connected to its likelihood of negative outcomes in relation to 

liquidity, operational and credit risks. This likelihood value is determined by the natural logarithm 

of total assets. With regards to credit risk exposure, there is a positive correlation between bank 

size and its vulnerability to credit risk. This is particularly obvious in sizeable banks when the 
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potential profits encourage loans to unstable borrowers, or alternatively, sizeable banks undertake 

high-risk strategies with the idea that their size will protect them against loss (Ahmad & Ariff, 

2007). However, there is research which establishes another theory—in the case of banks in 

Australia and India, there was a perception among under-capitalized financial institutions that 

negative (albeit significant) relationships between credit risk and regulatory capitals led to a higher 

tendency to take on risk, supporting the findings of several theorists, e.g. Berger and DeYoung 

(1997), Park (1997), and Shrieves, Ronald, and Dahl (1992). This study expects that there is a 

positive relationship between bank size and credit risk exposure. 

Size is also a determinant of liquidity risk exposure, with theories establishing that a larger bank 

will lessen its vulnerability to liquidity risk, while those same banks will paradoxically carry a 

higher frequency of loans—subsequently increasing their financing gap ratio with the final 

outcome of higher liquidity. As a result, size can work in both directions with regard to liquidity 

risk, although the position of this study will be that of a negative correlation between bank size 

and liquidity risk. 

Firm size has been examined only through studies focusing on its underlying elements, assuming 

a BIA (Basic Indicators Approach) is founded with a connection between operational deficits and 

the size of the business—when quantifying regulatory capital against operational risk under Basel 

II. The BIA stipulates that 15% of median gross income for the three prior years is the figure used 

to calculate regulatory capital against operational risk (Chernobai, Rachev, & Fabozzi, 2008). A 

specific study of operational risk undertaken by Shih, Samad-Khan, and Medapa (2000) 

established a connection between size and operational loss in banks, suggesting that an 

enlargement in the bank creates an operational loss equivalent to the fourth root of that value. This 

leads to our first testable hypothesis: 

H1. There is a negative relation between bank size and credit risk, liquidity risk and operational 

risk in both Islamic and conventional banks. 

2. Relationship between credit risk, liquidity risk and operational risk with bank non-performing 

loans. 

One element that both Islamic and conventional banks share is in relation to non-performing loans. 

Banks holding high-performing loans have increased likelihood of maintaining a credit risk at 
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sustainable levels. Any sudden reduction in the quality of assets is likely to lead banks to expand 

their provision for loan loss, by either extending their write-offs or raising non-performing loans 

(Bashir, 2003). However, expanded provision for loan loss has a negative effect on profits, 

decreasing potential rewards to stakeholders. Higher credit risk is likely to lead to a drop in 

performance—likewise, any lowering of non-performing loans is likely to negatively affect the 

liquidity of banks. Studies on banks in Ethiopia have established the impact of non-performing 

loans on liquidity risks (Engida, 2015) whilst Ahmed et al. (2011) found a similar connection 

between lower nonperforming loans and higher operational risk. Thus, we formulate our second 

testable hypothesis with respect to nonperforming loans: 

H2. There is a negative relationship between non-performing loans with credit risk, liquidity risk 

and operational risk in both Islamic and conventional banks. 

3. Relationship between credit risk, liquidity risk and operational risk with bank capital adequacy 

ratio. 

The robustness of a bank may be illustrated through the balance of its capital and assets. Such a 

ratio is described as Capital Adequacy Ratio, and quantifies the ratio of Tier 1 Capital + Tier 2 

Capital / Risk Weighted Assets. Guidelines and base minimums for capital adequacy 

internationally have been formalized by the Bank for International Settlements’ Basel. The Basel 

also identified the terms by which loans should be categorized in relation to their risk. This is 

founded on the concept of banks retaining adequate capital to deal with adverse effects of risks, 

and that depositors are not protected from any fallout. Such an amount of reserve capital may be 

kept at a low level within the guidelines (Hydari & Abdoli, 2015) and their vulnerability to credit 

risk will largely rely on this amount. This fact ties the exposure to credit risk and capital together, 

making capital adequacy a useful indicator for the extent to which a bank is vulnerable to credit 

risk. Capital adequacy also has a negative influence on liquidity risk (Ghenimi & Omri, 2015). 

H3. There is a negative relationship between capital adequacy ratio with credit risk, liquidity risk 

and operational risk in both Islamic and conventional banks. 

4. Relationship between credit risk, liquidity risk and operational risk with bank debt-to-equity 

ratio. 
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Debt-to-equity ratio, as quantified by total bank debt/equity, has a mixed relationship with the 

three types of risk discussed—with a higher ratio not necessarily undesirable, and a too high rate 

producing negative effects. These negative effects can include an expansion in the chance of a 

bank being unable to repay a loan, and subsequently selling its assets and closing. Such a situation 

is clearly bad for those connected with the bank, as it leads to demand for higher rewards, which 

in turn feeds the need for higher risk. Attempting to offer higher rewards to stakeholders 

necessarily detracts from the bank’s capital. Having said this, there are some benefits to a higher 

debt-equity ratio, including the taxation benefits synonymous with using debt as a means of 

financing (as opposed to equity), on account of dividends being considered income, and offering 

continuity in rewards to those from whom the bank has borrowed. Therefore, expanding the debt- 

to-equity ratio in a managed way can strategically favor the financial entity through reducing its 

capital costs, as debt becomes the less expensive alternative in financing activities (as opposed to 

equity). Despite this, an overenthusiasm for expanding debt-to-equity leads to a situation where 

the negatives of an increased likelihood of the bank defaulting becomes more significant than any 

tax benefits associated, as defined by Ghenimi and Omri (2015). 

Ahmed et al. (2011), summarizes the effect of debt equity ratio upon the three types of risk 

examined here as follows: negative for liquidity, positive for credit and no significant effect for 

operational risk. Thus, the testable hypothesis is: 

H4. There is a negative relationship between debt-to-equity ratio with credit risk, liquidity risk and 

operational risk in both Islamic and conventional banks. 

5. Relationship between credit risk, liquidity risk and operational risk with bank asset 

management. 

The definition of asset management is the maximization of asset returns through achievement of 

service delivery objectives. Quantified by operating income/total assets, the process extends over 

the entire lifespan of the asset. Research by Ahmed et al. (2011) suggested the following 

connections between asset management and the types of risk discussed here; liquidity risk was 

positive, operational risk was positive, and asset management was negative. Based on the above, 

the fifth testable hypothesis is: 
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H5. There is a negative relation between asset management with credit risk, liquidity risk and 

operational risk in both Islamic banks and conventional banks. 

6. Relationship between credit risk, liquidity risk and operational risk with bank management 

efficiency. 

Research by Indriani (2008) has suggested a significant relationship between MGT (Management 

Efficiency, as measured by profitable assets divided by total assets) and credit risk, arguing that a 

non-positive value of management efficiency, has a 5% impact on credit risk vulnerability across 

all banks. This suggests that the less effective a bank is in management, the more vulnerable it is 

to credit risk (Ahmad, 2003). Furthermore, the efficiency of bank management seeks to strike a 

balance through investing liquid funds to earn a higher return to stay liquid and meet the requests 

of deposit withdrawals (Angbazo, 1997). Therefore, the relationship is expected to be a negative. 

H6. There is a negative relationship between management efficiency with credit risk, liquidity risk 

and operational risk in both Islamic and conventional banks. 

For the next section, three hypotheses are needed to compare each risk in Islamic banks with 

conventional banks to determine which type of bank is less exposed to risk. 

7. Islamic banks are less exposed to credit risk than conventional banks 
 

Islamic banks are like conventional banks in that both share some risks in honoring their implied 

promise to deliver products or services to customers in a timely and effective manner. Bad 

outcomes include a lowering of quality, or a default on loans. However, there are some 

mechanisms and situations of credit risk that are specific to Islamic financial institutions. For 

example, the mechanism of Salam or Istisna’ may be invoked should a bank provide a service or 

product when promised. A further risk may occur through Mudarabah, which denotes the 

agreement between the bank and an outside party through which a bank may be exposed to risk to 

the extent that money has been loaned to that party (Mudarib). Furthermore, the nature of the 

agreement does not permit the bank to undertake surveillance of the party, nor to engage them in 

shared organization—resulting in problems when it comes to evaluating the risk involved. 

Another means by which Islamic banks may be vulnerable to risk is through the mechanism of 

Ijarah, which is similar to the financial lease under which most banks operate, but has some key 

distinctions. Namely, the arrangement under Islamic banks sees the bank retain the ownership of 
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the lease, that is, credit will occur should a default occur, or some other reason through which 

payment does not occur. Ijarah agreements may contain text for instances such as these, which 

specify that the lessee must bequeath a fine to a selected charitable organization in case of default 

or non-payment. In cases where the individual is under significant hardship, this will not be 

implemented. Sub-leasing the asset is a possibility in instances where the individual acknowledges 

the likelihood of default, and the financial institution approves, with the income earned from the 

asset diverted to the bank. Instances where the asset is in short supply in the marketplace may see 

the bank choose to end the agreement and re-lease the asset. The bank can do this on account of 

the initial breach of the agreement. 

An agreement to buy, where the buyer already knows the price and has conceded to the condition 

of some extra cash from the windfall of the seller, is referred to as Murabahah, and is the last 

origin of credit risk vulnerability within the context of Islamic banking. Upon provision of the 

asset to the client, and the client subsequently missing the deadline for payment, a situation of 

credit risk may occur. Within this possibility there are two variations. The first is that the client 

may decide to annul the agreement to purchase the asset, following their legal commitment to do 

so. In this case, the asset may be handled by the bank to be given back to the original owner. The 

term Arbun refers to a down payment, which may be made by the bank to the holder of the asset 

to secure the agreement, and may be annulled upon the asset becoming available. Such instances 

occur, for instance, in cases where there was a time lapse between the import of an asset and its 

arrival with a client. However, Arbun may also become relevant should the asset or commodity be 

held by the financial institution in “constructive possession”. The legality of this depends on it 

occurring over the course of the sale, and following Muwa’adah. 

The second variation is a default on credit, or a deferred settlement. In this process, the bank 

initially requests a security, which may well be the asset. Should this be so, a transfer of ownership 

should occur prior to the mortgage being active. The security may be designated an alternate asset 

– should this be so, then the Murabahah’s value must be established prior to the bank securing the 

mortgage. Liquidation of the asset by the prospective owner can be prevented by the bank insisting 

on it being the mortgagee. The client can also offer a third-party confirmation, which is helpful in 

cases of a default in payment, and indicates an outside entity to accept legal responsibility for the 

transaction. The financial institution can also consider the possibility of extra text within the 
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Murabahah stipulating a charitable organization to which the client can make a significant 

donation, should default occur and the client not be undergoing hardship (van Greuning & Iqbal, 

2009). 

As can be seen from the instances above, it is possible that Islamic banks are generally more 

vulnerable to higher credit risk occurrences than those operating in more mainstream financial 

environments. The dearth of instruments available for dealing with agreements founded on debt 

which also follow Shari’ah law means a generally higher level of risk, in contrast to those working 

in other systems. Islamic codes, for instance, forbid the enlargement of the debt as punishment or 

to cover lost income, in circumstances where the individual has made a late payment or missed it 

altogether. Although those depositing in the bank expecting returns accept a level of credit risk via 

mechanisms which allow benefits and losses to be distributed, those same mechanisms will have 

a negative effect (raising) on the risk of the assets in a bank’s balance sheet. This, in turn, may lead 

to the bank adopting risk which is normally the terrain of equity holders (Vasudevan & Errico, 

2002). However, although Islamic banks may be exposed to more risk than others overall, there is 

also research which argues otherwise. How et al. (2005) suggest that the division between deposits 

on a Mudarabah (profit-sharing) foundation, and assets which are normally being borrowed as an 

outcome of financing founded on the sale itself, may paradoxically indicate that Islamic banks 

experience a higher level of protection to credit risk vulnerabilities than others. The division 

expressed here has the effect of offering an option to Islamic financial institutions to transition the 

risk of default to those depositors—not just capital. One additional stipulation which mitigates the 

level of risk somewhat is the heavy extent to which business is conducted with those known by the 

bank, within the community, offering an additional layer of risk-management to Islamic banks. 

Therefore, the testable hypothesis is: 

H7. Islamic banks are less exposed to credit risk—on average—than conventional banks. 
 

8. Islamic banks are less exposed to liquidity risk than conventional banks. 
 

Flexibility limitations and disconnection from other banks are two factors which may invoke 

liquidity risk in the context of Islamic banking (Ariffin, et al., 2009). The rejection of presenting 

loans missing an interest rate is a key point of contention between Islamic and conventional banks, 

and the result is an absence of last resort sources of finance, on account of an inability to take out 

interest loans. The autonomy and self-maintenance of Islamic banks has been promoted in this 
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regard, as they have been forced to insure internally, due to their inability to meet the demands of 

diversifying and simultaneously conducting operations. This is supported by research that suggests 

that Islamic banks may sell banking products and take deposits with a nearly full self-compulsory 

reserve requirement. Furthermore, the conformity of Shari’ah restricts the financing opportunities 

available to Islamic banks, with some options to recourse to financial markets to match maturing 

deposits or loans. A mismatched securities situation (or other difficulties) may occur due to the 

lack of a latter option for capital or finance. The advertised rates of conventional banks are 

normally better than those available to Islamic banks for these reasons (Ray, 1995). Reducing the 

incentive to withdraw is key to maintaining solvency for Mills and Presley (1999) who state that 

upon the offering of liabilities of equity type, the worth of the deposits will fluctuate in accordance 

with its underlying portfolio. Consequently, there is significantly less motivation for those 

investing in the bank to divert funds, due to reduced risk of default. The increase of banking in 

Gulf States has meant increased access to tools for managing liquidity risk, also raising the 

potential to compete with banks outside the Islamic world. One situation involved acquiring return 

on liquid reserves which—prior to the advent of Sukuk—could be achieved only with the interbank 

market (as a Murabahah) through a mediating institution which would inevitably charge a high 

fee, as they were able to deal on the London Metal Exchange, with the banks receiving little or no 

reward. This was not forbidden under Shari’ah, as it was an authentic exchange and not profiting 

from deposit. The development of Sukuk helped the organization and mitigation of liquidity risk, 

providing a means of competition with non-Islamic banks, and opening a raft of new possibilities. 

Such arguments provide solid evidence that the vulnerability to liquidity risk among Islamic banks 

may be significantly lower than their conventional counterparts, on account of them holding an 

increased amount of liquidity in dealing with risk. Thus, the testable hypothesis is: 

H8. Islamic Banks are less exposed to liquidity risk—on average—than conventional banks. 
 

9. Islamic banks are less exposed to operation risk than conventional banks. 
 

Although superficially facing similar obstacles to conventional banks, the Islamic Financial 

Services Board (IFSB) states that Islamic banks are specifically forced to engage with operational 

risks which may greatly influence their functioning (IFSB, 2007: 22), suggesting a unique set of 

difficulties. Whilst the similarity in products offered may indicate a synergy across banks (Simon 

Archer & Haron, 2007; Hossain, 2005), whether they need to follow Shari’ah or not, some 
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variations in the nature and essence of financial processes and singular elements of agreements 

mean a unique set of circumstances. 

The issue of variations in specifications of agreements within Islamic banking is highlighted by 

various theorists (Greuning & Iqbal, 2008) and used to demarcate operational risk in these 

circumstances. Basel II suggests that operational risk is a potential reduction in capacity as an 

outcome of inadequate human resources, structures, outside influences or procedures. It is defined 

within Islamic banking as a reduction in capacity including not following Shari’ah or not meeting 

fiduciary obligations. Both legal and reputational risks are incorporated into the definition of 

operational risk in Islamic banking (Akkizidis & Kumar, 2008). 

Though the issue of disobedience towards Shari’ah may not seem a defining factor within 

operational risk management, it plays a large role. The way that is functions is via the establishment 

of Shari’ah regulations conducted by a Shari’ah board (or an alternative authority within the area 

in which the bank is situated). The outcome of any discrepancies is normally the intervention of 

the authority to annul a trade, preventing the acknowledgement of profit-making. Connected to 

this is fiduciary risk, denoting the need for Islamic banks to behave in ways which comply with 

the codes of the society. Such events do immeasurable damage to a bank’s reputation in society 

and the outcome may be a mass withdrawal of money—creating a liquidity catastrophe—or a lack 

of loan applications from that bank, destroying its capacity for income. The maintenance of a 

positive reputation is paramount to the functioning of an Islamic bank, consequently, two processes 

should be followed: confirmation of following Shari’ah at all times and adherence to fiduciary 

function (Muljawan, 2005). Thus, the testable hypothesis is: 

H9. Islamic banks are less exposed to operational risk—on average—than conventional banks. 
 

10. Islamic banks performance is lower than that of conventional banks. 
 

Although all banks share many similar concerns, the role of specific risks in determining the 

success of a bank differs depending on whether or not they are Islamic. For example, where Islamic 

banks are heavily influenced by a trio of risk factors, liquidity, credit, and operational, conventional 

banks are generally motivated by just two, credit and operational. Investigating the differences 

between the tools employed by Islamic and conventional banks, this paper evaluates 
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the effectiveness and degree of influence of various risk management strategies on a bank’s success 

(Kader, Asarpota, & Al-Maghaireh, 2007). 

The superiority of conventional banks over Islamic banks in terms of their success is reinforced by 

previous research. Samad and Hassan (1999), concluded that in terms of their profitability, 

conventional banks rank higher than their Islamic counterparts in a Malaysian context. Their 

explanations for this result were: a lack of diversity in investments on account of limitations 

imposed by Shari’ah and other religious factors, the differential in superior profits garnered from 

government bonds as opposed to other types of earning, and the retention of a higher level of 

liquidity to deal with shock, safeguard deposits of customers, and maintain the bank’s reputation. 

UAE conventional banks also demonstrated a greater capacity for success than Islamic banks 

(Kader, et al., 2007). Vitria (2008) using a case study of Indonesia, reported lower success levels 

in Islamic banks. Thus, the hypothesis is: 

H10. Islamic banks have lower performance levels—on average—than conventional banks. 

 

 

5.3 Financial model 

This part of the study assesses the current position of credit risk, liquidity risk and operational risk 

in both Islamic and conventional banks in Saudi Arabia. It uses some determinants to identify these 

risks and to identify the relationship between the risks and variables. It also determines which bank 

type performs better in regards to each type of risk. 

There are three questions in this section: 
 

1. What are the major determinants (of these selected by this study) affecting credit risk, liquidity 

risk and operational risk in Islamic and conventional banks? 

2. Are Islamic banks less exposed to credit risk, liquidity risk, operational risk—on average—than 

conventional banks? 

3. Are Islamic banks more efficient—on average—than conventional banks? 

 
 

The conceptual framework for this section is shown in Figure 5.1. 
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Figure 5-1 Theoretical framework model (see model below for definition of acronyms) 

 

 
 

The models are adopted from the study of Ahmed et al. (2011a) as their model used the important 

determinants of our chosen risks through accounting and financial statements concepts. We 

included one factor in the models, MGT (Management efficiency), used in previous studies such 

as Vitria (2008) and Ahmad (2003). The models used are as follows: 

Model (1) CR = β0+ β1SIZEi, t + β2 NPL i, t + β3CAR i, t + β4DERi, t + β5ASMi, t + β6MGTi, t (1) 

Model (2) LR = β0+ β1SIZEi, t+ β2 NPLi, t + β3CARi, t + β4DERi, t + β5ASMi, t + β6MGTi, t (2) 

Model (3) OPR = β0+ β1SIZEi, t + β2 NPL i, t + β3CAR i, t + β4DERi, t + β5ASMi, t + β6MGTi, t (3) 

Model (4) PER = β0+ β1CRi, t + β2LRi ,t + β3OPRi, t + β4SIZEi ,t (4) 

where; 

CR = Credit risk as measured by Ratio of Total Debt to Total Assets. 
 

LR = Liquidity risk as measured by Capital to Total Assets. 
 

OPR = Operational risk as measured by Return on Total Assets. 
 

PER = Performance of a bank as measured by return on equity (ROE). 
 

SIZE = Bank Size as measured by Logarithm of Total Assets. 
 

NPL = Non-performing Loans as measured by Non-performance Loans/Total Loans. 

CR 

PER 
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CAR = Capital Adequacy Ratio as measured by Tier 1 Capital + Tier 2 Capital / Risk Weighted Assets. 
 

DER = Debt to equity ratio as measured by Total Bank debt/equity. 
 

ASM = Asset Management as measured by Operating Income/Total Assets. 
 

MGT = Management efficiency as measured by total earning assets divided by total assets. 

 

 

5.4 Study sample 

The study sample comprises 12 banks from Saudi Arabia. These include four Islamic banks, 

namely Bank Al-Rajhi, Bank Al-Bilad, Bank AlJazira and Bank Alinmaas, and eight conventional 

banks, namely Riyadh Bank, Arab National Bank, Saudi British Bank, the National Commercial 

Bank (NCB), Saudi American Bank, Al Bank Al-Saudi AlFransi, Al Bank Al-Saudi Al-Hollandi 

and Saudi Investment Bank. The banks were chosen based on data availability. Foreign banks 

operating in Saudi Arabia were omitted from the study as they possess a different style of operation 

and management. The study period extends for 10 years from 2005 to 2014 to include some Islamic 

banks which have been recently established in Saudi Arabia like Bank Al-Bilad and Bank 

Alinmaas. The financial data for the sample banks were gathered from the Gulf database website 

and the annual reports of these banks from their websites. 

 

 
5.5 Data analysis method 

The methodology used was derived from Ahmad and Ahmad (2004) and How et al. (2005) and 

involves determining the ratio of each risk proxy and its risk factors or determinants. Information 

was collected from Saudi Arabian banks and then analyzed using the models to identify the 

elements which influence the composition of the three risk types—liquidity, operational, and 

credit—and the success of the bank itself. A contrast was made between the information gathered 

from Islamic banks and conventional banks, employing panel evaluation due to the dual nature of 

its time-series and cross-sectional components. The initial White Heteroscedasticity evaluations 

applied to the models form conclusions regarding the way in which information will be handled in 

regards to each model. White Heteroscedasicity Consistent Covariance and Cross Sections 
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Weights treatment were allocated to the models with comprising heteroscedasticity after each 

model employed fixed effect intercepts. 

The research questions were addressed through categorizing credit, liquidity and operational risks 

as the concepts appeared across Islamic and conventional banks, to examine variation. 

Kolmogorov-Smimov tests were initially used as a basis for discerning the validity of the 

information gathered, as well as skewness and kurtosis. Non-parametric evaluation (Mann- 

Whitney evaluation) was used due to the form of the distribution of the data, to examine variation 

in the concept of risk (for all three types) across Islamic and conventional banks. The next section 

offers an overview of the strategies employed in the research. 

5.5.1 Panel data estimation methods 
 

Multiple regression models were employed, together with panel data, to analyze the connections 

between the various forms of risk as they appeared within Islamic and conventional banking 

contexts. The Ordinary Least Square (OLS) method of regression has been applied. 

Below is the pooled regression model: 
 

    𝑦𝑖𝑡 = 𝑎0 + 𝛽𝑋𝑖𝑡 + 𝑣𝑖𝑡 (5.1) 
 

Where: 𝑦𝑖𝑡 is the dependent variable, 𝑎0 is the intercept, 𝛽 is the vector of coefficients, 𝑋𝑖𝑡 is the 

vector of explanatory variables, and 𝑣𝑖𝑡 is the error term (Gujarati and Porter, 2009). 

The straightforward nature of utilizing pooled OLS regressions belies the fact that any 

heterogeneity (singularity or independence) which might be present does not factor in the 

regression—a side effect of pooling various banks in various contexts—and that it is instead 

illustrated in the error term (Gujarati and Porter, 2009). The incorporated or embedded inference 

of the classical linear regression model, denying any correlation of regressors with error term, is 

contradicted by the potential to correlate with a few explanatory variables within the regression 

model. The outcome is potentially unreliable and biased predicted coefficients, which may be 

repeated in the results (Baltagi, 2005), should heterogeneity not be accounted for within cross- 

sectional and time series research. Therefore, a fixed effects model was applied. 
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5.5.2 The fixed effects model (FEM) 
 

Greene (2008) suggests that unreliability and bias of the least square estimator of the coefficient— 

employed within the case of pooled OLS regression—will be the outcome from not observing the 

heterogeneity, and correlating it with the regressors. Thereby, through allocating individual 

intercept values to single banks, the fixed effects model (FEM) observes heterogeneity and 

singularity within cross-section units or banks, resulting in a better representation of variation 

(Gujarati and Porter, 2009). This is illustrated as: 

    𝑦𝑖𝑡 = 𝑎𝑖 + 𝛽𝑋𝑖𝑡 + 𝑣𝑖𝑡 (5.2) 
 

Equations 5.1 and 5.2 vary only slightly, in the sense that the intercept in equation 5.2 varies 

according to each bank’s unique characteristics. Despite this, there were no variations across time 

according to single banks (i.e. it is time invariant). The value of the intercept for the individual 

banks was produced through the OLS method on simulated variables for each bank, by which 

method a model was estimated. For this reason, another name for the fixed-effect model is the 

least-Squares Dummy Variable (LSDV) Model (Gujarati and Porter, 2009). 

5.5.3 Multicollinearity 
 

The Classical Linear Regression Model, or CLRM, infers an absence of multicollinearity – an 

occurrence of more than a single explanatory variable within a multiple regression exhibiting 

highly correlated signs, indicating similarity (Murray, 2006). Should the CLRM inferences be met, 

Gujarati and Porter (2009) claim that the best linear unbiased estimators (BLUE) are the OLS 

estimators of the explanatory variables coefficients. The OLS coefficient estimators remain BLUE 

in cases where the multicollinearity is present in several regressions, however, their covariance 

and variances are great, leading to difficulties in predicting their exact value. For this reason, 

several statistically insignificant coefficients may be produced. 

The Variance-Inflation Factor (VIF) was selected from the various multicollinearity detection 

techniques, to detect multicollinearity within the present model. This factor is outlined below: 

VIF k=1/ (1−𝑅𝐾
2 ) 

Where 𝑅𝑘2 is the coefficient of determination taken from the OLS regression of the explanatory 

variable 𝑘 against the other explanatory variables. The level of inflation of the variance of an 

estimator with multicollinearity included is quantified by the variance-inflation factor (VIF). The 
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degree of collinearity and the variance of an estimator are positively correlated. Gujarati and Porter 

(2009) propose that a shorthand for establishing high degrees of collinearity is by the VIF of a 

variable being greater than 10. 

5.5.4 Heteroscedasticity 
 

Further inferred within the CLRM, or classical linear regression model, is the fact that the error 

term (2) maintains a conditional variance that does not change in relation to the explanatory 

variables – an inference defined as homoscedasticity. The error term, or disturbance, is thought of 

as heteroscedastic in cases where its variance changes over cross-sections (Hsiao, 2003). Cross- 

sectional becomes the most probable origin of heteroscedasticity in panel data research. Despite 

remaining unbiased, the OLS estimator within the range of heteroscedasticity is inefficient 

according to Murry (2006) indicating that it is no longer BLUE. Because of the error estimating 

the vacancies, Murry notes that heteroscedasticity renders the t-test and the F-test null, whilst 

Gujarati and Porter (2009) further note that simply employing normal processes with 

heteroscedasticity present may produce invalid outcomes. 

Though the location of heteroscedasticity may be done in several different ways outlined in various 

proposals, the research presented here employs the Breusch-Pagan/Cook-Weisberg Lagrange 

Multiplier (LM) test. The Lagrange Multiplier (LM) evaluation of the hypothesis: that 𝜎𝑖2 = 𝜎2 (𝛽0 + 

𝛽′𝑧𝑖), where is 𝑧𝑖 a vector of explanatory variables was proposed by Breusch and Pagan (1979), with 

the null hypothesis that the model is homoscedastic (𝛽′ = 0). In the evaluation, the number of 

explanatory variables is equivalent to the chi-squared distribution pursued with degrees of 

freedom, and it is accepted that the error term will be normally distributed (Greene, 2008). 

 

 
5.6 Descriptive statistics 

The descriptive statistics for Islamic and conventional banks are presented in Tables 5.1 and 5.2. 

The mean of credit risk (CR), which is defined by the ratio of total debt to total assets for Islamic 

banks was 0.802, ranging from 0.416 to 0.907; in conventional banks, the mean was 0.870, ranging 

from 0.821 to 0.912. The mean of liquidity risk (LR), which was calculated from the liquidity risk 

as measured by capital to total assets, in Islamic banks was 0.183, ranging from 0.047 to 0.964; in 

conventional banks, the mean was 0.058, ranging from 0.017 to 0.031. The average operational 
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risk (OPR), measured by the return on total assets, in Islamic banks was 2.389. This ranged from 

–1.430 to 12.560 while the conventional banks’ mean was 2.193, ranging from 0.150 to 4.910. The 

mean of bank performance as measured by the return on equity was 17.59 for conventional banks, 

ranging from 1.53 to 34.06; and 17.19 in Islamic banks, ranging from 0.1 to 47.07. Similarly, the 

mean bank size, as measured by the logarithm of total assets, was 7.085 for Islamic banks, ranging 

from 6.271 to 7.917, while the mean size of conventional banks was 7.495, ranging from 7.023 to 

8.064. With regards to non-performing loans (NPLs), measured by the ratio of non-performance 

loans to total loans, the mean for Islamic banks was 0.522, ranging from 0.003 to 7.295, while the 

mean for conventional banks was 0.020, ranging from 0.002 to 0.066. Moreover, the mean of the 

capital adequacy ratio (CAR), measured by Tier 1 capital + Tier 2 capital to risk weighted assets, 

for Islamic banks was 0.314, ranging from 0.141 to 0.830. In conventional banks, the mean CAR 

was 0.168, with a range from 0.030 to 0.112. The mean of debt to equity ratio (DER), measured 

by total bank debt to equity, was 2.470 for both Islamic and conventional banks, ranging from 

0.017 to 6.698, and 2.975 to 8.202, respectively. Finally, the mean of asset management (ASM), 

calculated by examining the operating income to total assets, for Islamic and conventional banks 

were 0.048 and 0.039, respectively. 

 

 
Table 5-1 Descriptive statistics for conventional banks 

 N Mean Std.Dev. Skew. Kurt. Min Max 

CR 80 0.870 0.022 –0.768 2.640 0.821 0.912 

LR 80 0.058 0.017 1.668 7.299 0.031 0.139 

OPR 80 2.193 0.833 0.816 4.072 0.150 4.910 

PER 80 17.59 7.39 0.561 2.637 1.53 34.06 

SIZE 80 7.495 0.246 –0.091 2.329 7.023 8.064 

NPL 80 0.020 0.013 1.514 5.026 0.002 0.066 

CAR 80 0.168 0.030 1.121 5.211 0.112 0.268 

DER 80 4.852 1.047 0.374 3.132 2.975 8.202 

ASM 80 0.039 0.007 1.153 3.835 0.025 0.062 

MGT 80 0.098 0.083 –0.091 2.809 –0.100 0.279 

Notes: CR is the credit risk ratio of Total Debt to Total Assets; LR is Liquidity risk as measured by Capital to Total Assets; OPR 

is Operational risk as measured by Return on Total Assets; SIZE is the natural logarithm of total assets; NPL is measured by non- 

performance loans to total loans; CAR is measured by Tier 1 capital + Tier 2 capital to risk weighted assets; Debt to equity ratio 

(DER) is measured by total bank debt to equity loan to deposit ratio; Asset management (ASM) is measured by operating income 

to total assets. Management efficiency (MGT) as measured by total earning assets divided by total assets. 
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Table 5-2 Descriptive statistics for Islamic banks 

 N Mean Std. Dev. Skew Kurt Min Max 

CR 35 0.802 0.102 0.049 1.486 0.416 0.907 

LR 37 0.183 0.212 2.489 8.699 0.047 0.964 

OPR 37 2.389 2.597 1.756 7.620 –1.430 12.560 

PER 35 17.19 12.28 1.005 0.427 0.1 47.07 

SIZE 37 7.085 0.437 0.354 2.145 6.271 7.914 

NPL 33 0.522 1.342 4.207 21.181 0.003 7.295 

CAR 36 0.314 0.310 3.670 17.355 0.141 1.830 

DER 35 2.470 2.115 0.416 1.738 .017 6.698 

ASM 40 0.048 0.028 2.360 10.902 0.00 0.166 

MGT 35 0.169 0.095 0.265 2.582 –0.036 0.379 

Notes: CR is the credit risk ratio of Total Debt to Total Assets; LR is Liquidity risk as measured by Capital to Total Assets; OPR 

is Operational risk as measured by Return on Total Assets; SIZE is the natural logarithm of total assets; NPL is measured by non- 

performance loans to total loans; CAR is measured by Tier 1 capital + Tier 2 capital to risk weighted assets; Debt to equity ratio 

(DER) is measured by total bank debt to equity loan to deposit ratio; Asset management (ASM) is measured by operating income 

to total assets. Management efficiency (MGT) as measured by total earning assets divided by total assets. 

 

 

 

5.7 Banks risk determinants 
 

This study adopted multiple regression models to explore the various aspects that may influence 

the level of risks associated with credit, liquidity and interest rates in both Islamic and conventional 

banks. The Ordinary Least Square (OLS) method of regression was used. The VIF for the variables 

in the regression models was < 5 while the tolerance value of those variables was > 0.2 thereby 

indicating that there were no multicollinearity issues in the regression models. The value of the 

Durbin-Watson test is in the range 1-3, indicating that there is no autocorrelation of residuals. The 

scatterplot did not reveal any definite pattern; therefore, it is reasonable to assume that the linearity 

and equal variances (homoscedasticity) and other assumptions have been met. The Mahalanobis 

distance values indicate that there are no multivariate outliers amongst the independent variables. 

5.7.1 Determinants of credit risk 
 

This study hypothesized that bank size, non-performing loan, capital adequacy ratio, debt to equity 

ratio, asset management and management efficiency can be utilized to determine the level of credit 

risk exposure in Saudi Arabia’s banks. Table 5.3 presents the regression results of the factors that 

influence the credit risk of Islamic and conventional banks. With regards to the Islamic banks, four 

variables, i.e. bank size, capital adequacy ratio, debt to equity ratio and management efficiency 
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had a significant impact on the level of credit risk. For conventional banks, four variables, i.e. non- 

performing loan, capital adequacy ratio, asset management and management efficiency, had a 

significant impact on credit risk. 

T able 5-3 Determinants of credit risk in Islamic and conventional banks 

Variable 
Islamic banks Conventional banks 

Coefficient Coefficient 

Intercept –2.093 

(–1.656) 

–0.148 

(–0.800) 

SIZE 0.252** 

(2.103) 

0.005 

(0.083) 

NPL 0.013 

(1.762) 

0.013*** 

(3.905) 

CAR –0.183*** 

(–5.608) 

–0.092*** 

(–5.254) 

DER 0.019** 

(2.255) 

0.015 

(1.072) 

ASM –0.005 

(–0.229) 

–0.047*** 

(–3.771) 

MGT –0.027*** 

(–3.024) 

–0.012*** 

(–4.049) 

R-Square 0.503 0.552 

Adjusted R-Square 0.324 0.399 

F-Value 29.580 72.371 

Durbin Watson 2.743 2.382 

No of Obs. 31 72 

Notes: CR is the credit risk ratio of Total Debt to Total Assets; SIZE is the natural logarithm of total assets; NPL is measured by 

nonperformance loans to total loans; CAR is measured by tier 1 capital + tier 2 capital to risk weighted assets; Debt to equity ratio 

(DER) is measured by total bank debt to equity loan to deposit ratio; Asset management (ASM) is measured by operating income 

to total assets. Management efficiency (MGT) as measured by total earning assets divided by total assets. *** p-value < 0.01, 

significant at the 0.01. level, **p-value < 0.05, significant at the 0.05 level. 

 
 

The ratio of managing earning assets (MGT) had a significant negative impact on credit risk 

exposure at the 5% level in both Islamic and conventional banks. This result supports the findings 

of Ahmad (2003) and Ahmad and Ahmad (2004), and concludes that the lower the MGT ratio, the 

higher the exposure to credit risk. Bank size had a significant positive influence on credit risk 

exposure at the 5% level in Islamic banks meaning that larger banks need more sufficient risk 

management tools to deal with credit risk. Bank size had no significant impact on conventional 

banks. The coefficient of capital adequacy ratio had a significant negative relationship with credit 

risk in both Islamic and conventional banks at the 1% level. This result indicates that there is a 1% 

increase in credit risk which is influential in that it decreases CAR by –0.183 in Islamic banks and 

–0.092 in conventional banks. Non-performing loans did not influence credit risk exposure in 

Islamic banks but have a significant positive relationship with credit risk in conventional banks at 
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the 1% level. Therefore, the increase in non-performing loans in conventional banking in Saudi 

Arabia will lead to an increase in credit risk. Debt to equity ratio had a positive and significant 

relationship with credit risk in Islamic banks at the 5% level while there was no significant 

relationship between this ratio and credit risk in conventional banks. Finally, the asset management 

ratio had no significant relationship with credit risk in Islamic banks while there was a significant 

negative relationship with credit risk in conventional banks at the 1% level. In short, the study 

accepts H3 and H6; but rejects H1, H2 and H4. H5 of ASM is acceptable for conventional banks but 

rejected for Islamic banks. 

5.7.2 Determinants of liquidity risk 
 

This research hypothesized that bank size, non-performing loans, capital adequacy ratio (CAR), 

debt to equity ratio (DER), asset management (ASM) and management efficiency (MGT) are the 

factors associated with the exposure to liquidity risks. Table 5.4 presents the results of the 

regression model for the determinants of liquidity risk. The liquidity risk model for Islamic banks 

explains 94.8% of the variation while the conventional bank model explains 73.6%. 

Three variables had a significant relationship with liquidity risk in both Islamic and conventional 

banks, i.e. bank size, non-performing loans (NPLs) and Capital Adequacy Ratio (CAR). The 

relationship between bank size and liquidity risk in Islamic banks was negative at the 5% level, 

and in conventional banks was negative at the 10% level. NPLs had a positive and significant 

influence on liquidity risk in both Islamic and conventional banks at the 5% level. Management 

efficiency (MGT) had no effect on liquidity risks in both Islamic and conventional banks. Asset 

management (ASM) had a significant negative impact on the level of liquidity risk exposure in 

Islamic banks but no effect in conventional banks. The debt to equity ratio (DER) had a negative 

relationship with liquidity risk exposure in conventional banks but no effect in Islamic banks. In 

summary, the study accepts H1 and H3; however, H2 and H6 are both rejected. H4 of DER is 

accepted for conventional banks and rejected for Islamic banks. H5 of ASM was acceptable for 

Islamic banks and rejected for conventional banks. 
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Table 5-4 Determinants of liquidity risk in Islamic and conventional banks 
Islamic Banks Conventional Banks 

Variable  

Coefficient 
 

Coefficient 

Intercept 2.700** 

(2.709) 

0.641** 

(2.393) 

SIZE –0.396** 

(–2.689) 

–0.071* 

(–1.997) 

NPL 0.012** 

(2.849) 

0.278** 

(2.382) 

CAR –0.376** 

(2.891) 

–0.158** 

(–2.081) 

DER 0.009 

(1.072) 

–0.013*** 

(–4.262) 

ASM –0.615*** 

(–2.983) 

0.138 

(0.307) 

MGT 0.03 

(0.033) 

–0.045 

(–1.657) 

R-Square 0.677 0.606 

Adjusted R-Square 0.348 0.336 

F-Value 24.627 8.130 

Durbin Watson 1.211 2.628 

No of Obs. 32 80 

 

Notes: Liquidity risk as measured by Capital to Total Assets; SIZE is the natural logarithm of total assets; NPL is measured by 

nonperformance loans to total loans; CAR is measured by Tier 1 capital + Tier 2 capital to risk weighted assets; Debt to equity 

ratio (DER) is measured by total bank debt to equity loan to deposit ratio; Asset management (ASM) is measured by operating 

income to total assets. Management efficiency (MGT) as measured by total earning assets divided by total assets. *** p-value < 

0.01, significant at the 0.01 level. **p-value < 0.05, significant at the 0.05 level. *p-value < 0.10, significant at the 0.10 level. 

 

 
5.7.3 Determinants of operational risk 

 

This study hypothesized that bank size, non-performing loans (NPLs), capital adequacy ratio 

(CAR), debt to equity ratio (DER), asset management (ASM) and management efficiency (MGT) 

are factors associated with the operational risk exposures. Table 5.5 presents the results of the 

regression model for the determinants of the operational risks. Three variables were significantly 

related to operational risks in Islamic banks—bank size, non-performing loans and asset 

management. The three variables significantly influencing operational risk in conventional banks 

were NPLs, ASM and capital adequacy ratio (CAR). NPL was significantly negative in both 

banking systems, i.e. decreases in non-performing loans in Islamic and conventional banks will 

lead to less exposure to operational risks. ASM was also significantly negative for both Islamic 

and conventional banks, i.e. an increase in asset management efficiency results in lower exposure 

to operational risks. 
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Table 5-5 Determinants of operational risk in Islamic and conventional banks 

Variable Islamic Banks Conventional Banks 

 Coefficient Coefficient 

Intercept 2.700** 

(2.709) 

0.641** 

(2.393) 

SIZE 8.703* 

(1.936) 

1.698 

(1.522) 

NPL –0.129* 

(–1.981) 

–16.155*** 

(–2.994) 

CAR –1.331 

(0.401) 

–7.477** 

(2.430) 

DER –0.159 

(1.450) 

–0.137 

(1.542) 

ASM –92.100*** 

(–17.778) 

–65.567*** 

(–4.970) 

MGT –0.134 

(–1.051) 

–0.067 

(–1.614) 

R-Square 0.566 0.501 

Adjusted R-Square 0.383 0.363 

F-Value 185.113 41.797 

Durbin Watson 2.012 2.512 

No of Obs. 32 72 

 

Notes: Operational risk as measured by Return on Total Assets; SIZE is the natural logarithm of total assets; NPL is measured by 
nonperformance loans to total loans; CAR is measured by Tier 1 capital + Tier 2 capital to risk weighted assets; Debt to equity ratio 
(DER) is measured by total bank debt to equity loan to deposit ratio; Asset management (ASM) is measured by operating income 
to total assets. Management efficiency (MGT) as measured by total earning assets divided by total assets. *** p-value < 0.01, 

significant at the 0.01 level. **p-value < 0.05, significant at the 0.05 level. *p-value < 0.10, significant at the 0.10 level. 

 

 

On the other hand, banks size had a positive effect on exposure to operational risk in Islamic banks, 

i.e. larger banks have higher levels of exposure to operational risks. The capital adequacy ratio 

(CAR) was negatively related to operational risk exposure in conventional banks, i.e. an increase 

in the CAR leads to reduced exposure to operational risks. In summary, the study accepts H2, H5; 

however, H1, H4, and H6 are rejected. H3 of CAR was acceptable for conventional banks but 

rejected for Islamic banks. 
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5.7.4 Performance determinants 
 

Table 5.6 illustrates the results of the GLS test conducted to solve the issue of autocorrelation. The 

results reveal that operational risks have a significant negative impact on the performance of both 

Islamic and conventional banks. Credit risk has a negative influence on the performance of 

conventional banks. This suggests that the performance of conventional banks will improve if they 

reduce their exposure to bad loans. Bank size had a significant positive effect on the performance 

of Islamic banks. There were no significant relationships bank performance and liquidity risk in 

both Islamic and conventional banks. 

Table 5-6 Determinants of bank performance in Islamic and conventional banks 

Variable Islamic Banks Conventional Banks 

 Coefficient Coefficient 

Intercept –418.545** 

(–2.530) 

–129.889** 

(–2.225) 

SIZE 3.637** 

(2.316) 

0.105 

(0.019) 

CR –10.024 

(–0.347) 

–140.971*** 

(–11.804) 

LR –0.621 

(–0.025) 

5.431 

(0.520) 

OPR –3.982*** 

(–8.717) 

–7.532*** 

(–12.994) 

R-Square 0.585 0.579 

Adjusted R-Square 0.383 0.397 

F-Value 95.33 135.535 

Durbin Watson 2.331 2.811 

No of Obs. 32 72 

 
Notes: SIZE is the natural logarithm of total assets; CR is the credit risk ratio of Total Debt to Total Assets; Liquidity risk as 

measured by Capital to Total Assets; Operational risk as measured by Return on Total Assets. *** p-value < 0.01, significant at 

the 0.01 level. **p-value < 0.05, significant at the 0.05 level. 

 
 

5.8 A comparison of Islamic and conventional banks in performance and risk 

management 

Table 5.7 presents the results of the non-parametric Mann-Whitney test comparing the differences 

between Islamic and conventional banks in relation to credit risk, liquidity risk, operational risk, 
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and performance. This study used Kolmogorov-Smirnov, Kurtosis and Skewness statistics to test 

the normality of data; the results suggested that the data was not normally distributed. 

There was no statistically significant difference between Islamic and conventional banks in regard 

to operational risks. Therefore, hypothesis H9, which indicates that Islamic banks are less exposed 

to operational risks—on average—than conventional banks, is rejected. Although we did not find 

any significant differences, Izhar and Asutay (2010) state that the Islamic Financial Services Board 

(IFSB) obviously mentions that Islamic banks are exposed to a variety of operational risks that 

might materially influence their operations. 

Table 5-7 Differences in bank risk and performance in Islamic and conventional banks 

Variable (s) No. Obs. Mean Z-statistic p-value 

Credit risk (CR) 

Islamic bank = 1 

Conventional bank = 2 

 
37 

80 

 
0.488 

0.601 

 

 
2.345 

 

 
0.031** 

Liquidity risk (LR) 

Islamic bank = 1 

Conventional bank = 2 

 

37 

80 

 

0.101 

0.056 

 

 
-6.061 

 

 
0.000*** 

Operational risk (OPR) 

Islamic bank = 1 

Conventional bank = 2 

 
 

37 

80 

 
 

1.590 

2.045 

 

 
 

1.058 

 

 
 

0.201 

Performance 

Islamic bank = 1 

Conventional bank = 2 

 
 

35 

80 

 
 

14.188 

17.593 

 

 

 
2.398 

 

 

 
0.027** 

Notes: The Mann-Whitney test statistic is approximately normally distributed for a large sample. *** Significant at the 0.01 level, 

** significant at the 0.05 level. 

 

 
The mean credit risk for Islamic banks of 0.0488 is significantly lower than that of conventional 

banks (0.601) at the 5% level. Therefore, hypothesis H7 which argues that financial institutions 

that utilize Islamic tools are less exposed to credit risks than conventional banks which adopt more 

modern methods of banking is accepted. Several researchers have previously put forth the 

argument that Islamic banks have a lower credit risk exposure. For example, How et al. (2005) 

claimed that Islamic financing may be the type of banking that is least prone to credit risk exposure 

due to the fact that the assets belonging to Islamic banks are invariable loans from sale-based 

finance, as opposed to the deposits which are on a Mudarabah (profit-sharing) basis. This feature 
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allows Islamic banks to transfer the default risk debt to investment depositors rather than solely 

capital. Furthermore, the characteristics of the community financing the bank in which Islamic 

banks extensively operate often implement policies relating to ‘know your client’ rules when 

making lending decisions. This strategy succeeds in reducing Islamic banks credit risk exposure. 

The mean liquidity risk for Islamic banks (0.101) is significantly higher than that of conventional 

banks (0.056) at the 1% level. Therefore, hypothesis H8 that indicates that Islamic banks have less 

exposure on average to liquidity risks than conventional banks is rejected. Conventional bank’s 

assets are more liquid in comparison to those belonging to an Islamic bank. Therefore, it is 

expected that Islamic banks face increasingly difficult challenges to create more liquidity from 

their assets. They are expected to possess higher liquidity ratios compared to conventional banks 

since they are unable to depend on money borrowed from the central bank or other available 

resources. 

In addition, conventional financial institutions contain more leverage in comparison to Islamic 

banks. This can be related to the characteristics of Islamic banking which forbids the borrowing of 

capital with interest from either the central bank or any other financial institution (Abu-Loghod, 

2007). It has been suggested that Islamic banks should (i) revise their policies to balance their 

assets and liabilities, (ii) publicize their principles and operations so as to help the public 

comprehend the Islamic banking system, and (iii) restructure liquidity management on the asset 

and the liability side to improve and strengthen their own liquidity management. In fact, Islamic 

banks are using both asset side liquidity management and liabilities side liquidity management 

strategies. Inter-bank placements based on Murbaah and commodity Murbaah are most common 

instruments. Islamic banks have also instituted (i) Investment risk reserves and (ii) Profit 

Equalization reserves that help smooth out the payments to depositors, hence avoiding deposit 

shifting and control liquidity risk (Ali, 2013). 

Moreover, the introduction of Sukuk securities has helped Islamic banks manage their liquidity risk 

exposure. Prior to Sukuk, the only means for Islamic banks to obtain a return on liquid reserves 

was to place funds through the inter-bank market on a Murabahah basis with institutions that 

would purchase and sell commodities on their behalf. This often takes place through the London 

Metal Exchange although it often results in a mark-up payment that is viewed as legitimate by 
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Shari’ah scholars as it is based on an actual trading transaction rather than being a return on a 

monetary deposit. 

The Mann-Whitney test indicates that the performance of conventional banks is more efficient than 

Islamic banks in Saudi Arabia (p = 0.027). Conventional banks in Saudi Arabia have a higher return 

on equity than Islamic banks, which results in a higher level of performance in conventional banks. 

These findings could explain the performance of both types of banks in terms of the global financial 

crisis. Therefore, hypothesis H10 which states that Islamic banks perform less efficiently than 

banking systems that utilize conventional financial instruments is accepted. 

There are some preliminary claims that Islamic banks may perform in ways which are superior to 

conventional banks. Parashar and Venkatesh (2010), contrasted the level of success experienced 

by Islamic banks over the course of the global financial crisis. They undertook their analysis over 

a three-year period across the GFC, beginning in 2006, and focused on 12 financial institutions. 

‘Success’ in the analysis was composed of five categories, including capacity to generate profit, 

effectiveness, liquidity, leverage, and capital reserves. It was concluded that the Islamic banks out- 

performed the conventional banks in the categories of return on average assets and liquidity, but 

wereless successful than their conventional counterparts in capital ratio, return on average equity, 

and leverage. Other analysts have presented findings where Islamic banks were superior to others, 

for example, Vitria (2008) established the success of Islamic banks in Indonesia over their non- 

Islamic rivals. 

The two risk elements most likely to influence the success of Islamic banks are credit risk and 

profit-rate (interest rate) risk. Liquidity risk had a lower impact on success. However, several 

theorists have distinguished no notable variations in the success of Islamic banks. Samad (2004), 

established the lack of separation between Islamic and non-Islamic banks in Bahrain over the 

decade beginning 1991, while Hassan and Bashir (2002) had similar findings in terms of success, 

noting that the state of Islamic banking is ‘quick development’, and is fully equipped to handle its 

rivals. Abu-Loghod (2007) takes this still further, claiming that there is no significant difference 

between the success of Islamic and non-Islamic banks in the GCC context, and that there are more 

important contributors, such as governance and factors concerning individual banks. 

Despite this evidence, the paper adopts the conclusion that the Islamic banks are inferior for several 

reasons. Islamic banks within Saudi Arabia are generally smaller their rivals and tend to be owned 
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by people from that area. Conventional banks have a demonstrated technological edge. Finally, 

the necessity of Islamic banks to adhere to Shari’ah, results in a smaller variety of offers and 

products to customers which are often inferior and inefficient in contrast with those of their 

conventional counterparts. 

 

 
5.9 Concluding remarks 

This chapter investigated the risks and performance of Islamic and conventional banks in Saudi 

Arabia. It then determined the banking practices followed so as to reduce the number of risks banks 

face as well as enhance their performance. Empirical results demonstrated that bank size had a 

significant negative relationship with credit and liquidity risks, and a positive relationship with 

operational risks in Islamic banks. NPLs had a positive relationship with Islamic and conventional 

banks in relation to liquidity risks and credit risks but had a negative relationship with operational 

risks in both types of banks. Moreover, Capital adequacy ratio (CAR) had a significant negative 

relationship with credit and liquidity risks in both banks and a negative relationship to operational 

risks in conventional banks. Asset management (ASM) had a significant negative relationship with 

credit and operational risks in Islamic banks and a negative relationship with liquidity and 

operational risks in conventional banks. Finally, Management efficiency (MGT) was negatively 

related to credit risks in both types of banks. 

Islamic banks were, on average, less exposed to credit risks than conventional banks while 

conventional banks had lower liquidity risk than Islamic banks. There was no difference between 

Islamic and conventional banks with regards to operational risks. In conclusion, conventional 

banks in Saudi Arabia have a higher return on equity than Islamic banks, which results in 

conventional banks performing more efficiently than Islamic banks. 
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Chapter 6: Bank risk management practices 

 

6.1 Introduction 

The previous chapter examined the current risk situation and the performance of Islamic and 

conventional banks in Saudi Arabia using the financial determinants for credit, liquidity and 

operational risks extracted from annual reports. The Islamic banks were, on average, less exposed 

to operational and credit risks than conventional banks. However, Islamic banks were, on average, 

more exposed to liquidity risks than conventional banks. This implies that conventional bank’s 

assets are more liquid in comparison to the assets belonging to Islamic banks. Furthermore, 

conventional banks in Saudi Arabia have a higher return on equity than Islamic banks which results 

in conventional banks performing more efficiently than their Islamic counterparts. 

This chapter examines risk management practices and strategies in Islamic and conventional banks 

in Saudi Arabia using a questionnaire. It describes the questionnaire design, questionnaire 

administration methodology, data collection procedures, and the rate of anticipated responses for 

the questionnaire. The various data analysis strategies are discussed while the steps taken to 

confirm the validity and reliability of the results are also summarized. 

This chapter reports the following; section 6.2 discusses the conceptual framework; section 6.3 

examines the collected data as well as outlines the questions; section 6.4 discusses the hypotheses; 

section 6.5 presents our sample in this study; section 6.6 explains the questionnaire design while 

section 6.7 outlines the processes involved in collecting the primary data; section 6.8 presents in 

detail the data analysis while section 6.9 discusses the findings. Section 6.10 concludes and 

provides an overview of the chapter. 

 

 
6.2 Conceptual framework 

The conceptual framework suggests there is a positive relationship between risk management 

practices and risk management process (Figure 6-1). It also suggests the categories of risk 

management processes that influence most of the risk management practices (Al-Tamimi & Al- 

Mazrooei, 2007; Hassan, 2009; Shafiq & Nasr 2010; Khalid & Amjad, 2012). 
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Figure 6-1 Risk Management Practices Theoretical Framework Model 

 

 

 

6.2.1 Understanding risk and risk management 
 

It is important for staff of banking institutions to understand the aspects of risk in banking 

operations and the risks that are inherent and prevalent in their business operations. Better 

understanding of risk management is necessary, especially in financial intermediation activities, 

where managing risk is an important activity. Moreover, the main determining success factors are 

not technical development, but the ability to understand risk strategically and the ability to handle 

and control risk organizationally. To realize a risk based management philosophy, the attitude and 

mindset of the employees need to be changed to enable them to understand that managing risk is 

crucial for success. This implies that there must be intensive training, clearly defined structures 

and responsibilities, as well as commitment to change. Banks in North America and Australia 

concentrate on risk management primarily to enhance their competitive positions. Meanwhile in 

Europe, Asia and particularly in South America, risk management is considered primary from the 

perspective of regulatory requirements (Reyazat, 2012). 

6.2.2 Risk identification 
 

The first step in developing a risk management framework is identifying the risk profile (or 

‘inherent risk’) of the bank. This may sound simple enough. However, the difference in outcomes 

between an approach which is well defined and structured compared with one which is more ad 

hoc is, in our experience, dramatic. The risk management framework should have a clear 

organization-wide definition of the different types of risk to which the bank is exposed, clearly 

Risk Analysis and Assessment Understanding risk and risk management 

Type of Risks 

 

Operational Risk 

Credit Risk 

Liquidity Risk 

Risk Management Practices 

Credit Risk Analysis Risk Identification Risk Monitoring 
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articulate what these risks are in practice and set out how each of the major risk types or actual 

risks are to be managed. 

Banks that have mechanisms in place to identify and assess the wide range of risks impacting on 

their business are well placed to react quickly and put measures in place to reduce potential losses. 

Conversely, institutions that operate without a formal risk identification process may either miss 

early warning indicators of problems or erroneously identify risks through ad hoc methods, such 

as ‘gut feel’ or attempting to read the market. 

Identification of risk exposure in the bank’s business is a necessary pre-cursor to the board 

establishing the bank’s risk appetite. Essentially, this should involve an analysis of the risk/reward 

trade-off. This analysis starts with the rate of return on capital that the bank wants to achieve and 

takes into account its current and potential capital resources and the board’s desired risk position 

in the market-place, given the reputation it wants to maintain or achieve. These decisions are 

strategic in nature and require fine judgment about shareholder preferences, likely market 

developments and the positioning and expected strategies of competitors. These are decisions, 

therefore, that should be made by the board (Reyazat, 2012). 

6.2.3 Risk analysis and assessment 
 

Risk assessment is about developing and understanding the risk. It provides an input to decisions 

on whether risks need to be treated and the most appropriate and cost affected risk treatment 

strategies. Risk assessment involves consideration of the sources of risk, their positive and negative 

consequences, and the likelihood that those consequences may occur. Factors that affect 

consequences and the likelihood of the consequences occurring may be identified. Risk is analyzed 

by combining consequences and their likelihood. In most circumstances existing controls are taken 

into account (Reyazat, 2012). 

6.2.4 Risk monitoring 
 

Effective risk management requires a reporting and reviewing structure to ensure that risks are 

effectively identified and assessed and that appropriate controls and responses are in place. Proper 

risk monitoring can be used to make sure that risk management practices help the bank 

management discover mistakes in the early stages. Monitoring is the last step in the corporate risk 

management process. Control by the management board will not be enough to ensure effective 
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functioning of the risk monitoring system, because the management board members do not have 

enough time to exercise extensive control. Hence, the management board will install an 

independent unit to complete the task of internal supervision. This task is the responsibility of the 

internal audit. Also, the supervisory board is obliged to control the risk management process. The 

supervisory board is supported by the auditor. If the auditor discovers a defect, he will have to 

inform the supervisory board and the management board. Finally, the shareholders of the 

corporation can use their rights to demand information to judge the efficiency of the risk 

management system. The directors’ report enables the shareholders to knowledgeably and 

thoroughly assess the status of the corporation (Reyazat, 2012). 

6.2.5 Credit risk analysis 
 

In the past decade, regulators have gained familiarity and experience in the monitoring of banks 

and other financial institutions in terms of solvency and capital adequacy. Some of the perverse 

effects of the Basle I accord have been widely documented. With the arrival of the new Basel II 

accord in 2005 and other improvements in accounting, it is important for financial institutions to 

develop internal models to demonstrate their risk management capability, including demonstrating 

the effectiveness of hedging which can result in freeing up of regulatory capital. Given the 

improvement in the regulatory regime, sound credit analysis, rather optimization according to 

arcane rules, are more relevant for the future. During 2001 and 2002, there were very high profile 

cases of default, such as Enron and WorldCom, with very large amounts of outstanding debt. Some 

financial institutions have been caught off guard with large amount of exposure. During the late 

1990s, banks were pressured to lend money to gain business in other areas, such as merger and 

acquisitions, resulting in large exposure to idiosyncratic credit risk in particular companies. The 

current prevalent practice of marking loans at par value regardless of the counter party’s credit risk 

poses significant problems in proper risk management. Therefore, correct credit analysis and 

accurate measurement of the amount of credit risk involved is very important in determining 

whether the extra benefit from other business can compensate for the associated risks. With the 

increasing usage of largely unfunded derivative transactions, such as swaps, it is increasingly 

important to assess the counter party risk, as well as the correlation between market risk and credit 

risk, as the collapse of the trading company Enron readily demonstrated (BCBS, 2008). 
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6.3 Study data 

Greuning and Iqbal (2009) argue that a comprehensive model of risk management is equally 

relevant to a conventional or Islamic bank. The findings of Hassan (2009) lend further support to 

this argument. Khan and Bhatti (2008) noticed that Islamic banks confront another essential 

challenge to ameliorating their risk management strategies and corporate governance because of 

their adherence to the Islamic Shari’ah (law). This should have an impact on the risk management 

of Islamic banks in terms of certain applications, emphasis and inclusion or exclusion. This study 

contains primary data collected by using a modified questionnaire from Al-Tamimi and Al- 

Mazrooei (2007), Hassan (2009), Shafiq and Nasr (2010), Khalid and Amjad (2012) and Hussain 

and Al-Ajmi (2012) to identify the current risk management practices in Saudi Arabian banks. The 

questionnaire was modified to fit with the three chosen risk management practices in this study 

i.e. credit risk management practices, liquidity risk management practices and operational risk 

management practices. The study attempts to answer the following questions: 

1. Do the Saudi banks’ staff in both Islamic banks and conventional banks understand risk 

and risk management? 

2. Do the Saudi banks’ staff in both Islamic banks and conventional banks clearly identify the 

potential risks relating to each of their declared aims and objectives? 

3. Do the Saudi banks’ staff in both Islamic banks and conventional banks efficiently 

assessment and analyze risk in general? 

4. Do the Saudi banks’ staff in both Islamic banks and conventional banks efficiently in deal 

with credit risk analysis? 

5. Do Saudi banks’ staff in both Islamic banks and conventional banks have an efficient risk 

monitoring and controlling system? 

6. Do Islamic banks have more efficient risk management practices—for credit risk, liquidity 

risk and operational risk—than conventional banks in Saudi Arabia? 

A regression model was used to examine the relationships between RMPs and the five explanatory 

variables for credit risk management practices. The variable credit risk analysis (CRA), however, 

was excluded from the analyses of liquidity and operational risk management practices. This 

variable was excluded because it is more related to credit risk management practices than liquidity 

and operational risk management practices. 
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RMPs = ƒ (URM, RI, RAA, RM, CRA) 
 

Where: 
 

RMPs = Risk Management Practices; 

 

URM = Understanding Risk and Risk Management; 

 

RI = Risk Identification; 

 

RAA = Risk Assessment and Analysis; 

 

RM = Risk Monitoring; 

 

CRA = Credit Risk Analysis 

 

 

6.4 Study hypotheses 

The first five following hypotheses are related to the study question on the relationship between 

risk management practices in both Islamic and conventional banks in Saudi Arabia. The next six 

hypotheses relate to the differences between Islamic and conventional banks in applying these 

strategies and practices. 

1. Understanding risk and risk management 
 

According to Khan and Ahmed (2001), management could develop their own risk framework if 

they understand the background of the risks associated with their institutions. Al-Tamimi (2002) 

found that the UAE banks’ staff have a good understanding of risk and risk management, which 

might give an indication about the ability of these banks to manage risks efficiently in the future. 

Furthermore, Hussain and Al‐ Ajmi (2012) found that staff of banks operating in Bahrain have a 

good understanding of risk and risk management, which indicates the ability of these banks to 

manage risk efficiently in the future. These results are qualitatively similar to those reported by 

Al-Tamimi and Al-Mazrooei (2007) and Hassan (2009). Therefore, this argument yields the 

following hypothesis: 

HA1. There is a positive relationship between risk management practices and understanding risk, 

and risk management. 
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2. Risk identification 
 

Al-Tamimi (2002) found that UAE banks clearly identified the potential risks relating to their 

declared aims and objectives while Hussain and Al‐ Ajmi (2012) found the same for banks 

operating in Bahrain. Both studies also found that the more staff understand risk, the easier they 

can identify risk (RI). This RI result is consistent with those reported by Al-Tamimi and Al- 

Mazrooei (2007) and Hassan (2009). Based on the above, the hypothesis is: 

HA2. There is a positive relationship between risk management practices and risk identification. 

 

3. Risk assessment and analysis 
 

Risk assessment and analysis is usually considered one of the most challenging tasks. Once 

completed, the management should prioritize the risks and respond to those that need prompt 

corrective action. Hassan (2009) found that the Islamic banks in Brunei efficiently assess and 

analyze risk. The results of Hussain and Al‐Ajmi (2012) indicated that banks in Bahrain are 

efficient in assessing and analyzing risk. These results are qualitatively similar to those reported 

by Al-Tamimi and Al-Mazrooei (2007). Therefore, the hypothesis is; 

HA3. There is a positive relationship between risk management practices and risk assessment and 

analysis. 

4. Risk monitoring 
 

Risk monitoring can be used to ensure that risk management practices are in line with desired 

practices. Proper risk monitoring also helps bank management to discover mistakes early. Hussain 

and Al-Ajmi (2012) found that Islamic banks have an efficient risk management and control 

system. This means that monitoring the effectiveness of risk management is an integral part of 

routine management reporting. As such, the hypothesis is as follows: 

HA4. There is a positive relationship between risk management practices and risk monitoring. 
 

5. Credit risk analysis 
 

Banks face different types of risk. However, credit risk is the most significant of those risks. Al- 

Tamimi and Al-Mazrooei (2007) examined the efficiency of credit risk management in UAE 

commercial banks. The most important factors involved undertaking credit worthiness analysis; 
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undertaking a specific analysis including the client’s character, capacity, collateral capital and 

conditions; and requiring sufficient collateral. Therefore, the hypothesis is: 

HA5. There is a positive relationship between risk management practices and credit risk analysis. 

 

The next hypotheses relate to differences between Saudi Islamic and conventional banks in relation 

to their risk management practices. 

1. Comparison of Islamic banks and conventional banks in regard to understanding of risk 

and risk management. 

Nazir et al. (2012) found no difference in understanding risk and risk management between Islamic 

and conventional banks in Pakistan. However, Al-Tamimi and Al-Mazrooei (2007) found a 

difference between UAE national and foreign banks in the understanding of risk and risk 

management. These results were expected because it was assumed that staff of foreign banks have 

a better understanding of risk and risk management, than staff of national banks. Therefore, the 

hypothesis is: 

HB1. There is a difference between Saudi Arabia’s Islamic and conventional banks in the 

understanding of risk and risk management. 

2. Comparison of Islamic banks and conventional banks in regard to risk identification. 
 

Al-Tamimi and Al-Mazrooei (2007) found no significant difference between UAE national and 

foreign banks in the practices of risk identification. It was concluded that all the UAE banks (i.e. 

both national and foreign banks) are clearly identifying the potential risks relating to their declared 

aims and objectives. Similarly, Rashidah et al. (2014) found no significant difference in the level 

of risk identification between the Islamic banks in Malaysia and their counterparts in Jordan. 

Furthermore, there was no difference in risk identification between Islamic and conventional banks 

in Pakistan (Nazir et al., 2012). Therefore, the hypothesis is: 

HB2. There is no difference between Saudi Arabia’s Islamic and conventional banks in risk 

identification. 
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3. Comparison of Islamic banks and conventional banks in regard to risk assessment and 

analysis. 

The study of Nazir et al. (2012) suggests that the assessment method and analysis method are same 

in both types of bank operating in Pakistan. However, Al-Tamimi and Al-Mazrooei (2007) indicate 

that there is a significant difference between UAE national and foreign banks in the practice of 

risk assessment and analysis. These results were expected because it is assumed that foreign banks 

have more qualified staff, and accordingly, they will be more efficient in risk assessment and 

analysis. Recently, Rashidah et al. (2014) concluded that there was a significant difference in the 

level of risk assessment and analysis between Islamic banks in Malaysia and those in Jordan. 

Therefore, the hypothesis is: 

HB3. There is a difference between Saudi Arabia’s Islamic and conventional banks in risk 

assessment and analysis. 

4. Comparison of Islamic banks and conventional banks in regard to risk monitoring and 

control. 

The study of Rashidah et al. (2014) shows that the level of risk control and monitoring in Islamic 

banks in Malaysia is significantly higher than those in Jordan. Detailed analysis showed that these 

differences were in the monitoring of the effectiveness of risk management as an integral part of 

routine management reporting. In the study of Al-Tamimi and Al- Mazrooei (2007), there was a 

significant difference between UAE national and foreign banks in risk monitoring and control. 

Therefore, the hypothesis is: 

HB4. There is a difference between Saudi Arabia’s Islamic and conventional banks in risk 

monitoring and controlling. 

5. Comparison of Islamic banks and conventional banks in regard to risk management 

practices. 

Al-Tamimi and Al-Mazrooei (2007) found no significant difference between UAE national and 

foreign banks in the context of risk management practices. These results were not expected nor 

consistent with those mentioned above. The results might be attributed to the fact that both the 

national and foreign banks are working in the same environment and subject to same rules and 
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instructions. Moreover, the same conclusion was found in the study of Nazir et al. (2012) on 

Islamic and conventional banks in Pakistan. Thus, the hypothesis is: 

HB5. There is no difference between Saudi Arabia’s Islamic and conventional banks in risk 

management practices. 

6. Comparison of Islamic banks and conventional banks in regard to credit risk analysis. 
 

Nazir et al. (2012) concluded that there was no difference in credit risk analysis of Islamic and 

conventional banks in Pakistan with both types of banks using the same method for analysis. This 

study is comparable with that of Al-Tamimi and Al-Mazrooei (2007) that found no significant 

difference between UAE national and foreign banks in the practice of credit risk analysis. 

According to the above, the hypothesis is: 

HB6. There is no difference between Saudi Arabia’s Islamic and conventional banks in credit risk 

analysis. 

 

 
6.5 Study sample 

The questionnaire is similar to that used in the study by Al-Tamimi and Al-Mazrooei (2007). It 

includes Risk Management Practices (RMP) as the dependent variable, and the different aspects 

of risk management as the independent or explanatory variables. Four Islamic banks, Bank Al- 

Rajhi, Bank Al-Bilad, Bank AlJazira and Bank Alinmaas, and eight conventional banks, Riyadh 

Bank, Arab National Bank, Saudi British Bank, the National Commercial Bank (NCB), Saudi 

American Bank, Al Bank Al-Saudi AlFransi, Al Bank Al-Saudi Al-Hollandi and Saudi Investment 

Bank were selected for the study. The respondents were the senior officers or managers who carry 

out risk management activities for the banks. 

 

 
6.6 Questionnaire design 

The questions in the survey were designed in a smooth way and understandable language to gather 

as much data as possible. The questions did not ask for confidential and sensitive information, 

which the participants may be unwilling to provide. The format of the questionnaire was as 

follows: 
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i. Three questions in Section A to identify the targeted participants of the study and to exclude 

non-target participants. The format of these questions was close-ended questions. 

ii. Twenty-four questions in Section B to gather information about risk management practices 

in both Islamic and conventional banks. The format of these questions was close-ended questions. 

This section was divided into six categories: 

- Five questions designed to determine the common understanding of risk management. 
 

- Four questions designed to determine the risk identification. 
 

- Four questions designed to determine the risk analysis and assessment. 
 

- Four questions designed to determine the risk monitoring. 
 

- Five questions designed to determine the risk management practices. 
 

- Four questions designed to determine the credit risk analysis. 
 

iii. Three questions in Section C to capture information in regard to the current position 

of risk management. The format of these questions were open-ended questions. 

iv. Five questions in Section D to capture information on the personal characteristics of the 

participants. 

 

 
6.7 Process of collecting primary data 

With the purpose of gathering study data efficiently, the questionnaire was conducted following 

the steps below: 

i. An initial pilot study was conducted to identify potential inaccuracies in the context of the 

questionnaire data and potential questions misunderstood by the participants. The questionnaire 

was tested by two experts in scale surveys. The survey was also sent to eight PhD students and 

five colleagues now working in the Saudi banking industry. They were requested to identify any 

problems in understanding the questions in the survey. The comments were used to revise 

questions as necessary. After the English version of the survey was completed, the questionnaire 

was translated into Arabic. 
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ii. The researcher and supervisor tried to minimize the number of questions by choosing the 

main questions in each section. This strategy is important to minimize the time for participants to 

complete this questionnaire. Therefore, helped to maximize the number of participants. 

iii. The questionnaire was ready by mid-2015 and hardcopies prepared. The researcher visited 

Saudi Arabia’s banks to obtain permission to directly distribute the questionnaire to the employees 

in the risk management departments. 

iv. The survey questionnaire was also distributed to both Islamic and conventional bankers 

through an online system. There were at least two reasons to use the online system. The first and 

most significant is geographical constraint. This poses a problem as it restricts the researcher from 

conducting a face to face interview. The second reason, although there is no face to face interaction, 

when the respondent completes the questionnaire, the researcher can interact bilaterally with the 

respondent via email to minimize potential misinterpretation. In reality, the conventional and 

Islamic bankers prefer an online questionnaire to a paper one because they are very busy, therefore 

it is very difficult to have an appointment to meet them face to face. The online survey allows them 

to save time and effort. 

v. The study used LimeSurvey software to conduct the questionnaire. "LimeSurvey is a 

trustworthy open source survey application designed for academic and institutional facilities. The 

Griffith University Research Survey Centre locally hosts an open source survey application 

LimeSurvey on a secure server providing support to researchers within the university" (Klieve et 

al., 2010, p. 9). 

vi. The questionnaire was prepared in both English and Arabic to ensure the effective 

gathering of information. 

The questionnaire was distributed using email and whatsApp during February 2016 to May 2016. 

Only 102 questionnaires were deemed complete during this period. Most of the uncompleted data 

concerned the question about whether or not the participants were working in the risk management 

department. Thirty-five questionnaires were deemed unusable because the respondents were not 

working in the targeted department. 
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Table 6-1 summarizes the number of respondents from each bank. It is clear that the Islamic banks 

responded better that the conventional banks. The lowest response was from the National 

Commercial bank (0 respondents) while the highest was from Al-Bilad bank (15). 

Table 6-1 Number of respondents from each bank 

Bank Name Type of 

Bank 

No. of 

Responses 

Bank Al Bilad IB 15 

Bank Al Jazira IB 10 

Alinma Bank IB 12 

Al Rajhi Bank IB 11 

The Saudi British Bank CB 10 

Saudi Investment Bank CB 8 

Banque Saudi Fransi CB 8 

Riyad Bank CB 8 

Samba CB 7 

Saudi Hollandi Bank CB 8 

Arab National Bank CB 5 

The National Commercial Bank CB 0 

Total  102 

 

 

6.8 Data analysis 

Data analysis involved descriptive statistics, association measures and inferential statistics 

using SPSS version 22. The descriptive statistics explored, illustrated, and provided summaries 

of the data (Vogt, 2007). Data are presented in the form of tables with percentages for every 

category. This step helps recognize the population characteristics. 

The association measures were used to understand the relationships between the variables with 

the aim of producing possible forecasts about the strength and directions of such associations 

(Vogt, 2007). These measures were made using Pearson’s r coefficients to evaluate the results. 

In the inferential statistics analyses, the predictors were derived from variables similar to those 

used in the model proposed by Al-Tamimi and Al-Mazrooei (2007). When the data was 

validated for parametric studies, regression analysis was applied to hypotheses HA1 – HA5 to 

determine the possible predicitive capabilities of URM, RI, RAA, RM and CRA on RMP. 

ANOVAs were used to test the hypotheses HB1 – HB6 to show differences in the risk 

management practices of Islamic banks and conventional banks in Saudi Arabia. 
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6.8.1 Demographics and descriptive statistics 
 

Table 6.2 summarizes the respondent’s attributes. All of those who completed the 

questionnaire were male; this is due to the fact that it is extremely rare for females to be 

employed in Saudi Arabia’s private sector, while the majority of women work in retail banks 

rather than the main headquarters. All of the selected participants worked in the risk 

management department while their primary responsibility was to monitor the various risks 

which the bank is exposed to. Almost 70% of the respondents are executive/managerial and 

middle management while 47.1% are in charge of monitoring potential risks. Only 10.8% of 

the participants have obtained a bachelor degree; however, 90% have received either a 

qualification in accounting and finance, risk management, or a Master’s degree in these fields. 

Furthermore, more than 30% of the sample have more than 20 years’ work experience while 

70% have more than 11 years’ work experience. 

Table 6.3 summarizes the descriptive statistics for individual items in credit risk management. 

There are five statements relating to the comprehension of credit risk and credit risk 

management in both Islamic and conventional banks. There was a slight difference between 

the highest and lowest means of the five questions associated with Islamic Banks. Of all the 

responses from the participants who work in Islamic banks, the highest mean (4.54) was that 

of question two and five, in which the respondents claimed that the steps taken to manage and 

assess credit risks are clearly set out and comprehended by all employers in the bank, as well 

as the statement, “it is important for my bank to place emphasis on the continuous review and 

evaluation of the techniques employed in credit risk management.” However, the first 

statement, “There is a common understanding of credit risk management across my bank" 

received the lowest response (mean 4.19). The highest mean (3.88) obtained from the 

conventional banks’ responses was on the second statement in which respondents agreed that 

“the responsibility for credit risk management is clearly set out and understood throughout my 

bank.” However, the lowest mean (3.48) was received from the fourth statement, which was 

“my bank’s objective is to expand the applications of advanced credit risk management 

techniques”. 
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Table 6-2 Summary of participant demographic characteristics 
Attributes No. % 

Gender   

Male 102 100 

Female - 0 

Supervision   

All Risks 47 46.1 

Credit Risk 18 17.6 

Operational Risk 22 21.6 

Liquidity Risk 10 9.8 

Credit Operational and Liquidity Risk 5 4.9 

Position   

Executive/managerial 26 25.5 

Middle management 44 43.1 

Risk analyst 32 31.4 

Type of job   

Audit 10 9.8 

Credit 21 20.6 

Finance 10 9.8 

Operations 13 12.7 

Risk 48 47.1 

Highest qualification   

Bachelor 11 10.8 

Bachelor with Accounting and finance professional qualification 10 9.8 

Bachelor with risk management professional qualification 28 27.4 

Master 21 20.6 

Master with Accounting and Finance professional qualification 21 20.6 

Master with risk management professional qualification 11 10.8 

Length of experience   

2-5 years 7 6.9 

6-10 years 23 22.5 

11-20 years 41 40.2 

Greater than 20 years 31 30.4 

 

 
There were four questions relating to credit risk identification in both Islamic and conventional 

banks (Table 6-3). The highest mean obtained for the Islamic banks’ responses (mean 4.60) 

referred to the statement “changes in risks are recognised and identified with the bank’s roles 

and responsibilities for credit risk.” The highest mean of the conventional banks’ responses 

(mean 4.23) was for the same statement. The lowest mean amongst these four statements in 

the Islamic banks’ responses (mean 4.36) related to the statement, “my bank has developed 

and applied procedures for the systematic identification of opportunities for credit risk”. The 

lowest mean of conventional banks’ response (mean 3.48) was for the same statement. 

There were four questions relating to credit risk assessment and analysis in both types of banks. 

The highest mean of Islamic (4.54) and conventional banks’ (4.85) responses was when the 
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participants were shown the statement, “my bank’s credit risks are assessed by using 

quantitative analysis methods”. The lowest mean of Islamic banks’ response (mean 4.25) was 

related to the statement, “credit risk is assessed by using qualitative analysis methods.” With 

regards to conventional banks, the lowest mean (mean 3.40) was related to the statement, “my 

bank’s response to analyzed risks includes prioritizing credit risks and selecting those that 

require active management”. 

For credit risk monitoring, the highest mean response of Islamic banks (4.58) was when bank 

employees were provided with the statements, “monitoring the effectiveness of credit risk 

management is an integral part of routine management reporting,” and, “my bank’s response 

to credit risk includes action plans for implementing decisions about identified risks.” The 

employees from the conventional banks offered the most positive response (mean 4.60) when 

given the statement, “the level of control by the bank is appropriate for the risks that it faces 

for credit risk”. 

Credit risk management practices consisted of five questions. The highest mean for both the 

Islamic (4.66) and conventional banks’ (4.96) respondents was after the participants were 

shown the statement, “the application of Basel capital Accord by my bank would improve the 

efficiency of credit risk management”. The lowest recorded mean for Islamic banks’ 

respondents (4.15) was in relation to the statement, “my bank emphasises the recruitment of 

highly qualified people in credit risk management”. The lowest mean for the conventional 

banks’ respondents (3.44) was related to the statement, “my bank’s risk management 

procedures and processes are documented and provide guidance to staff about credit managing 

risks.” 

There were four questions about credit risk analysis. The highest mean for both Islamic (4.65) 

and conventional banks’ (3.54) respondents were in relation to the statement, “my bank 

undertakes a credit worthiness analysis before granting loans.” The lowest recorded means for 

employees working in both Islamic (3.47) and conventional banks (3.19) were related to the 

statement, “my bank’s risk management procedures and processes are documented and provide 

guidance to staff about credit managing risks.” 
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Table 6-3 Descriptive statistics for individual items in credit risk management 
Islamic 

Banks 

 Conventional 

Banks 

Understanding credit risk and credit risk management No. Mean S. D. Min. Max  No. Mean S. D. Min. Max 

There is a common understanding of credit risk management across 
my bank. 

201 4.19 0.938 2 5  201 3.72 0.596 3 5 

The responsibility for credit risk management is clearly set out and 
understood throughout my bank. 

174 4.54 0.756 2 5 183 3.88 0.672 3 5 

The accountability for credit risk management is clearly set out and 
understood throughout my bank. 

174 4.33 0.957 2 5 183 3.73 0.610 3 5 

My bank’s objective is to expand the applications of advanced credit 
risk management techniques. 

174 4.36 0.811 2 5 183 3.48 0.684 2 5 

It is important for my bank to emphasize on the continuous review 

and evaluation of the techniques used in credit risk management. 

201 4.54 0.849 1 5 201 3.69 0.843 2 5 

Average Mean  4.39     3.70    

Credit risk identification            

My bank has developed and applied procedures for the systematic 
identification of opportunities for credit risk. 

174 4.36 0.811 2 5 183 3.48 0.084 2 5 

My bank identifies the main potential risks relating to each of its 
declared aims and objectives for credit risk. 

174 4.38 0.747 2 5 183 3.40 0.574 2 5 

My bank knows about the strengths and weaknesses of the credit risk 
management systems of other banks it works with. 

174 4.41 0.785 2 5 183 3.77 0.592 3 5 

Changes in risks are recognized and identified with the bank’s roles 
and responsibilities for credit risk. 

201 4.60 0.869 1 5 198 4.23 0.640 3 5 

Average Mean  4.44     3.72    

Credit risk assessment and analysis            

My bank’s credit risks are assessed by using quantitative analysis 
methods. 

174 4.54 0.969 1 5 183 4.85 0.412 3 5 

Credit risk is assessed by using qualitative analysis methods. 201 4.25 0.758 2 5 201 3.52 0.795 2 5 

My bank’s response to analysed risks includes prioritizing of credit 
risks and selecting those that need active management. 

174 4.38 0.747 2 5 183 3.40 0.574 2 5 

My bank’s response to credit risk includes an assessment of the 
costs and benefits of addressing risks. 

174 4.41 0.850 2 5 183 3.73 0.536 3 5 

Average Mean  4.39     3.87    

Credit risk monitoring            

Monitoring the effectiveness of credit risk management is an 
integral part of routine management reporting. 

177 4.58 0.747 2 5 183 4.60 0.536 3 5 

The level of control by the bank is appropriate for the risks that it 
faces for credit risk. 

174 4.56 0.788 2 5 183 4.60 0.536 3 5 

Reporting and communication processes within your bank support 
the effective management of credit risk. 

174 4.49 0.790 2 5 183 3.33 0.559 2 5 

My bank’s response to credit risk includes action plans for 
implementing decisions about identified risks. 

201 4.58 0.739 2 5 183 3.67 0.700 2 5 

Average Mean  4.55     4.05    

   

Credit risk management practices   
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My bank has highly effective continuous review/ feedback on credit 
risk management strategies and performance. 

174 4.54 0.720 2 5  183 3.85 0.505 2 5 

My bank’s policy encourages training programs in credit risk 
management. 

177 4.23 0.660 2 5 183 4.19 0.491 3 5 

My bank emphasizes the recruitment of highly qualified people in 
credit risk management. 

177 4.15 0.580 2 5 183 4.27 0.536 3 5 

The application of Basel capital Accord by my bank would improve 
the efficiency of credit risk management. 

180 4.66 0.693 2 5 183 4.96 0.202 4 5 

My bank’s risk management procedures and processes are 
documented and provide guidance to staff about credit managing 
risks. 

201 4.42 0.739 2 5 201 3.44 0.744 2 5 

Average Mean  4.40     4.12    

Credit risk analysis            

My bank undertakes a credit worthiness analysis before granting 
loans. 

201 4.65 0.580 3 5 201 3.54 0.665 2 5 

Before granting loans, my bank undertakes a specific analysis 
including the client’s characters, capacity, collateral capital and 
conditions. 

201 4.27 0.707 3 5 201 3.41 0.599 2 5 

My banks’ borrowers are classified according to a risk factor (risk 
rating). 

201 4.15 0.684 2 5 201 3.28 0.529 2 5 

My bank’s policy requires collateral for all granting loans. 198 3.47 0.718 2 5 201 3.19 0.479 2 4 

Average Mean  4.13     3.36    
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Finally, the mean of understanding credit risk and credit risk management, credit risk 

identification, credit risk assessment and analysis, credit risk monitoring and credit risk 

management practices for Islamic banks was recorded as being higher than that of conventional 

banks. 

Table 6.4 illustrates the descriptive statistics for individual items in liquidity risk management. 

The highest mean amongst the five questions relating to the overall comprehension of liquidity 

risk and liquidity risk management for both Islamic (mean 4.36) and conventional banks’ 

(mean 3.96) respondents was after the participants had been given the statement, “the 

responsibility for liquidity risk management is clearly set out and understood by all employees 

working in the bank.” The lowest mean for both Islamic (mean 4.20) and conventional banks’ 

(mean 3.39) respondents was related to the statement, “my bank’s objective is to expand the 

applications of advanced liquidity risk management techniques.” 

The highest mean amongst the four questions associated with liquidity risk identification for 

both Islamic (mean 4.40) and conventional banks’ (mean 3.61) respondents was following the 

statement, “changes in risks are recognised and identified with the bank’s roles and 

responsibilities for liquidity risk.” The lowest recorded mean amongst these statements for both 

Islamic (mean 3.94) and conventional banks’ (mean 3.47) respondents related to the statement, 

“my bank identifies the main potential risks relating to each of its declared aims and objectives 

for liquidity risk”. 

The highest mean recorded from the four statements associated with liquidity risk assessment 

and analysis for Islamic (mean 4.61) and conventional banks’ (mean 4.90) respondents was 

related to the statement, “my bank’s liquidity risks are assessed by using quantitative analysis 

methods.” The lowest mean recorded for both Islamic (mean 3.94) and conventional banks’ 

(mean 3.47) respondents was related to the statement, “my bank’s liquidity risks are assessed 

by using quantitative analysis methods.” 
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Table 6-4 Descriptive statistics for individual items in liquidity risk management 
Islamic 

Banks 

 Conventional 

Banks 
Understanding liquidity risk and liquidity risk management No. Mean S. D. Min. Max  No. Mean S. D. Min. Max 

There is a common understanding of liquidity risk management 
across my bank. 

180 4.31 0.763 1 5  181 3.85 0.628 3 5 

The responsibility for liquidity risk management is clearly set out and 
understood throughout my bank. 

180 4.36 0.699 2 5 181 3.92 0.610 3 5 

The accountability for liquidity risk management is clearly set out 
and understood throughout my bank. 

186 4.30 0.788 2 5 181 3.71 0.533 2 5 

My bank’s objective is to expand the applications of advanced 
liquidity risk management techniques. 

189 4.20 0.626 3 5 181 3.39 0.696 2 5 

It is important for my bank to emphasize on the continuous review 

and evaluation of the techniques used in liquidity risk management. 

201 4.29 0.623 3 5 201 3.61 0.824 2 5 

Average Mean  4.92     3.69    

Liquidity risk identification            

My bank has developed and applied procedures for the systematic 
identification of opportunities for liquidity risk. 

180 4.36 0.699 2 5 181 3.92 0.610 3 5 

My bank identifies the main potential risks relating to each of its 
declared aims and objectives for liquidity risk. 

201 3.94 0.676 2 5 201 3.47 0.800 2 5 

My bank knows about the strengths and weaknesses of the liquidity 
risk management systems of other banks it works with. 

178 4.21 0.751 2 5 181 3.62 0.644 2 5 

Changes in risks are recognized and identified with the bank’s roles 
and responsibilities for liquidity risk. 

201 4.40 0.807 1 5 201 4.15 0.701 2 5 

Average Mean  4.23     3.79    

Liquidity risk assessment and analysis            

My bank’s liquidity risks are assessed by using quantitative analysis 
methods. 

183 4.61 0.699 1 5 181 4.90 0.373 2 5 

Liquidity risk is assessed by using qualitative analysis methods. 201 3.94 0.676 2 5 201 3.47 0.800 2 5 

My bank’s response to analysed risks includes prioritizing of 
liquidity risks and selecting those that need active management. 

183 4.04 0.751 2 5 181 3.39 0.582 2 5 

My bank’s response to liquidity risk includes an assessment of the 
costs and benefits of addressing risks. 

183 4.32 0.807 3 5 181 3.73 0.581 2 5 

Average Mean  4.23     3.88    

Liquidity risk monitoring            

Monitoring the effectiveness of liquidity risk management is an 
integral part of routine management reporting. 

186 4.56 0.689 3 5 185 4.57 0.568 3 5 

The level of control by the bank is appropriate for the risks that it 
faces for liquidity risk. 

183 4.62 0.617 3 5 181 4.57 0.528 3 5 

Reporting and communication processes within your bank support 
the effective management of liquidity risk. 

183 4.09 0.644 2 5 181 3.30 0.505 2 5 

My bank’s response to liquidity risk includes action plans for 
implementing decisions about identified risks. 

201 4.37 0.667 3 5 201 3.66 0.676 2 5 

Average Mean  4.41     4.03    

   

Liquidity risk management practices   
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My bank has highly effective continuous review/ feedback on 
liquidity risk management strategies and performance. 

186 4.30 0.657 2 5  184 3.82 0.562 2 5 

My bank’s policy encourages training programs in liquidity risk 
management. 

183 4.19 0.573 3 5 181 4.21 0.495 3 5 

My bank emphasizes the recruitment of highly qualified people in 
liquidity risk management. 

183 4.12 0.617 2 5 181 4.25 0.549 3 5 

The application of Basel capital Accord by my bank would improve 
the efficiency of liquidity risk management. 

183 4.20 0.536 3 5 181 4.98 0.147 4 5 

My bank’s risk management procedures and processes are 
documented and provide guidance to staff about liquidity managing 
risks. 

201 4.42 0.735 2 5 201 3.47 0.700 2 5 

Average Mean  4.32     4.15    
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The highest mean recorded from the four statements relating to liquidity risk monitoring for 

Islamic banks’ respondents (mean 4.62) was following the statement, "the level of control by the 

bank is appropriate for the liquidity risks it faces.” The highest mean for conventional banks’ 

respondents (mean 4.57) related to the statements, “the level of control by the bank is appropriate 

for the liquidity risks it faces” and “monitoring the effectiveness of liquidity risk management is 

an integral part of routine management reporting.” The lowest recorded mean for both Islamic 

(mean 4.04) and conventional banks’ (mean 3.30) respondents was related to the statement, 

“reporting and communication processes within your bank support the effective management of 

liquidity risk”. 

There are five statements relating to liquidity risk management practices. The highest mean 

amongst these five questions for Islamic (mean 4.77) and conventional banks’ (mean 4.98) 

respondents related to the statement, “the application of Basel capital Accord by my bank would 

improve the efficiency of liquidity risk management.” The lowest recorded mean for Islamic 

banks’ respondents (4.12) related to the statement, “my bank emphasises the recruitment of highly 

qualified people in liquidity risk management” while the lowest mean for conventional banks’ 

respondents (3.47) related to the statement, “my bank’s risk management procedures and processes 

are documented and provide guidance to staff about liquidity managing risks.” 

Finally, the mean of understanding liquidity risk and liquidity risk management, liquidity risk 

identification, liquidity risk assessment and analysis, liquidity risk monitoring and liquidity risk 

management practices was higher in Islamic banks than conventional banks. 

Table 6.5 presents the descriptive statistics for individual items in operational risk management. 

The highest mean amongst the five statements about comprehending operational risks and 

operational risk management for Islamic (mean 3.53) and conventional banks’ (mean 4.25) 

respondents related to the statement, “the responsibility for operational risk management is clearly 

set out and understood throughout my bank.” The lowest recorded mean for both the Islamic (mean 

3.22) and conventional banks’ (mean 3.91) respondents followed the statement, “my bank’s 

objective is to expand the applications of advanced operational risk management techniques.” 
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Table 6-5 Descriptive statistics for individual items in operational risk management 
Islamic 

Banks 

 Conventional 

Banks 

Understanding operational risk and operational risk 

management 

No. Mean S. D. Min. Max  No. Mean S. D. Min. Max 

There is a common understanding of operational risk management 
across my bank. 

184 3.38 0.587 2 5  169 4.12 0.569 3 5 

The responsibility for operational risk management is clearly set out 
and understood throughout my bank. 

184 3.53 0.669 2 5 169 4.25 0.585 3 5 

The accountability for operational risk management is clearly set out 
and understood throughout my bank. 

187 3.24 0.726 1 5 169 4.08 0.607 3 5 

My bank’s objective is to expand the applications of advanced 
operational risk management techniques. 

187 3.22 0.764 2 5 169 3.91 0.600 3 5 

It is important for my bank to emphasize on the continuous review 
and evaluation of the techniques used in operational risk 
management. 

201 3.34 0.951 2 5 201 4.17 0.659 3 5 

Average Mean  3.34     4.11    

Operational risk identification            

My bank has developed and applied procedures for the systematic 
identification of opportunities for operational risk. 

187 3.24 0.726 1 5 181 3.92 0.610 3 5 

My bank identifies the main potential risks relating to each of its 
declared aims and objectives for operational risk. 

201 3.29 0.824 1 5 201 4.47 0.575 3 5 

My bank knows about the strengths and weaknesses of the 
operational risk management systems of other banks it works with. 

178 4.21 0.751 1 5 172 4.24 0.581 3 5 

Changes in risks are recognized and identified with the bank’s roles 
and responsibilities for operational risk. 

201 4.40 0.807 1 5 201 4.47 0.575 3 5 

Average Mean  3.20     4.32    

Operational risk assessment and analysis            

My bank’s operational risks are assessed by using quantitative 
analysis methods. 

187 4.38 0.886 2 5 172 4.91 0.283 4 5 

Operational risk is assessed by using qualitative analysis methods. 201 3.18 0.729 2 5 201 3.82 0.686 3 5 

My bank’s response to analysed risks includes prioritizing of 
operational risks and selecting those that need active management. 

187 3.11 0.743 2 5 161 3.81 0.531 3 5 

My bank’s response to operational risk includes an assessment of 
the costs and benefits of addressing risks. 

187 3.24 0.679 2 5 169 4.04 0.492 3 5 

Average Mean  3.48     4.15    

Operational risk monitoring            

Monitoring the effectiveness of operational risk management is an 
integral part of routine management reporting. 

187 3.64 0.643 2 5 169 4.70 0.495 3 5 

The level of control by the bank is appropriate for the risks that it 
faces for operational risk. 

187 3.53 0.642 2 5 169 4.75 0.437 4 5 

Reporting and communication processes within your bank support 
the effective management of operational risk. 

187 3.24 0.631 2 5 169 3.86 0.454 3 5 

My bank’s response to operational risk includes action plans for 
implementing decisions about identified risks. 

201 3.39 0.774 2 5 201 4.04 0.650 3 5 

Average Mean  3.45     4.34    

Operational risk management practices   
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My bank has highly effective continuous review/ feedback on 
operational risk management strategies and performance. 

187 3.13 0.714 2 5  172 4.12 0.614 3 5 

My bank’s policy encourages training programs in operational risk 
management. 

190 3.89 0.737 2 5 169 4.24 0.470 3 5 

My bank emphasizes the recruitment of highly qualified people in 
operational risk management. 

190 3.81 0.650 2 5 169 4.30 0.543 3 5 

The application of Basel capital Accord by my bank would improve 
the efficiency of operational risk management. 

190 4.58 0.659 3 5 169 4.98 0.152 4 5 

My bank’s risk management procedures and processes are 
documented and provide guidance to staff about operational 
managing risks. 

201 3.34 0.698 2 5 201 3.92 0.627 2 5 

Average Mean  3.75     4.33    
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There are four statements relating to operational risk identification. The highest mean amongst 

these statements for Islamic (mean 3.29) and conventional banks’ (mean 4.47) respondents related 

to the following two statements; “my bank identifies the main potential risks relating to each of its 

declared aims and objectives for operational risks” and “changes in risks are recognised and 

identified alongside the bank’s main roles and responsibilities for operational risks.” The lowest 

mean for both Islamic (mean 3.24) and conventional banks’ (mean 4.08) respondents related to the 

statement, “my bank has developed and applied procedures for the systematic identification of 

opportunities for operational risks.” 

There are also four statements associated with operational risk assessment and analysis. The 

highest mean amongst these statements for Islamic (mean 4.38) and conventional banks’ (mean 

4.91) respondents was following the statement, “my bank’s operational risks are assessed by 

applying quantitative analysis methods.” The lowest recorded mean for Islamic (mean 3.11) and 

conventional banks’ (mean 3.81) respondents was related to the statement, “my bank’s response 

to analysed risks includes prioritising of operational risks and selecting those that require active 

management.” 

The highest mean for statements on monitoring of operational risks recorded in Islamic (mean 

3.64) and conventional banks’ (mean 4.75) respondents related to the statement, “monitoring the 

effectiveness of operational risk management is an integral part of routine management reporting.” 

The lowest mean of these statements for Islamic (mean 3.24) and conventional banks’ (mean 3.86) 

respondents related to the statement, “reporting and communication processes within your bank 

support the effective management of operational risks.” 

With regards to operational risk management practices, five statements were presented to the 

participants. The highest mean amongst these five statements for Islamic (mean 4.58) and 

conventional banks’ (mean 4.98) respondents related to the statement, “the application of Basel 

capital Accord by my bank would improve the efficiency of operational risk management.” The 

lowest mean of these questions for Islamic banks’ respondents (3.13) was associated with the 

statement, “my bank continually received highly positive reviews/feedback on its operational risk 

management strategies and performance,” while the lowest mean for conventional banks’ 

respondents (3.92) related to the statement, “my bank’s risk management procedures and processes 

are documented and provide guidance to staff about operational managing risks.” 
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Finally, it was observed that the mean of comprehending operational risks and operational risk 

management, operational risk identification, operational risk assessment and analysis, operational 

risk monitoring and operational risk management practices was higher for conventional banks than 

Islamic banks. 

 

 
6.8.2 Normality test 

 

Prior to applying a parametric test, such as a t-test or regression, it is common practice to verify 

the assumptions of normality in the distribution of variables. We consider the normality of 

distribution as the result of the skewness of the product distribution. If skewness = 0, the data is 

perfectly symmetrical. However, for a skewness that is not exactly zero, Bulmer (1979) suggests 

the application of the following rule: 

If skewness is less than –1 or greater than +1, the distribution is highly skewed. After examining 

the table, it is evident that none of the variables was high skewed. 

If skewness is between –1 and –0.5 or between +0.5 and +1, the distribution is moderately skewed. 

Skewness in some of the variables fell in this range: Risk assessment analysis for credit risk (RAA) 

–0.607, risk monitoring for credit risk (RM) –0.709, risk management practices for credit risk 

(CRA) –0.587, risk assessment analysis for liquidity risk –1, risk monitoring for liquidity risk 

(RMLR) –0.604, risk management practices for liquidity risk (RMPLR) –0.732, risk assessment 

and analysis (RAAOP) –0.524, risk management practices for operational risk (RMPOP) –0.612. 

If skewness is between –0.5 and +0.5, the distribution is approximately symmetric. By examining 

the table, we found that the following variables are approximately symmetric: fully comprehend 

risk management for credit risk (URCR) –0.331, risk identification of credit risk –0.059, credit 

risk analysis (CRA) -0.070, understanding risk management for liquidity risk (URMLR) –0.044, 

risk identification for liquidity risk (RILR) –0.486, understanding risk management for operational 

risk (URMOP) 0.078, risk identification for operational risk (RIOP) –0.034, risk monitoring for 

operational risk (RMOP) –0.129. 

Table 6.2 illustrates the kurtosis report, indicating that half of the determinants have a positive 

score while the curve has a leptokurtic shape (the points have a higher peak). The other 

determinants have a negative score while the curve has a platykurtic shape (a smaller standard 
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deviation). The further each score diverges from zero, the further the curve diverges from a normal 

distribution. 

The Kolmogorov–Smirnov test for normality showed that the distribution of the variables was not 

normal (D = 77, p < 0.05). Although this test is one of the preferred approaches, there is no 

definitive test for normality (Razali & Wah, 2011). It has also been noted that both t-tests and 

regression are robust to failures of the assumption of normality, while violations of this assumption 

are not likely to have any kind of impact on the validity of the results (Norman, 2010). 

Table 6-6 Normality test results 

 N Min Max M S. D. Skew Kurtosis KS DF p 

URMCR 87 9.00 25.00 20.08 3.46 –0.331 –0.258 0.108 77 0.026 

RICR 86 9.00 20.00 16.05 2.72 –0.059 –0.895 0.137 77 0.001 

RAACR 87 7.00 20.00 16.25 2.35 –0.607 1.792 0.168 77 0.001 

RMCR 87 9.00 20.00 16.97 2.43 –0.709 0.742 0.124 77 0.005 

RMPCR 87 14.00 25.00 21.12 2.27 –0.587 0.727 0.144 77 0.001 

CRACR 101 9.00 19.00 14.83 2.39 –0.070 –0.852 0.140 77 0.001 

URMLR 89 13.00 25.00 19.47 2.91 –0.044 –0.790 0.130 77 0.003 

RILR 88 9.00 19.00 15.61 2.08 –0.486 0.002 0.125 77 0.005 

RAALR 90 8.00 19.00 15.90 1.93 –1.00 2.50 0.148 77 0.001 

RMLR 90 11.00 20.00 16.60 2.02 –0.604 0.237 0.143 77 0.001 

RMPLR 90 14.00 25.00 20.86 2.17 –0.732 1.223 0.159 77 0.001 

URMOP 87 12.00 25.00 18.39 2.97 0.078 –0.674 0.112 77 0.018 

RIOP 88 8.00 20.00 14.82 3.01 –0.034 –0.829 0.121 77 0.007 

RAAOP 86 9.00 19.00 15.04 1.95 –0.524 0.072 0.188 77 0.001 

RMOP 88 10.00 20.00 15.42 2.29 –0.129 –0.998 0.152 77 0.001 

RMPOP 88 12.00 25.00 20.00 2.40 –0.612 0.914 0.111 77 0.020 

 
(URM) understanding risk management, (RI) risk identification, (RAA) risk assessment analysis, (RM) risk 

monitoring, (RMPs) risk management practices, (CRA) credit risk analysis, (CR) Credit Risk, (LR) Liquidity Risk, 

(OP) Operational Risk. 
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6.8.3 Validity of model 
 

This section describes the Confirmatory Factor Analysis (CFA) adopted to evaluate the degree to 

which the measurements of hypotheses are consistent with the actual data produced by respondents 

using the scale. By examining three key sets of results—parameter estimates, fit indices, and, 

potentially, modification indices—researchers can formally test the measurement hypotheses, 

while they are still able to modify the hypotheses to be more consistent with the actual structure 

of participants’ responses towards the scale. Furthermore, researchers often examine multiple 

measurement hypotheses to determine which one is the most reliable with the participants’ 

responses. 

The questionnaire utilized in this study was modified by minimizing the questions under every 

indicator to make it more straightforward for the participants and minimize the amount of time 

required to complete the survey. Although the model has been implemented in various countries 

such as the United Arab Emirates (UAE) (Al-Tamimi & Al-Mazrooei 2007), Bahrain (Khalid & 

Amjad 2012), and Pakistan (Hussain & Al-Ajmi 2012), it has yet to be applied in financial 

institutions throughout Saudi Arabia. This is an issue as it is common knowledge that there are 

various dissimilarities in the regulations and culture between these countries. In addition, there is 

a limited sample size (N = 102) in our study while the RMSEA are sensitive to sample size. 

MacCallum, Browne, and Sugawara (1996) used 0.01, 0.05, and 0.08 to indicate excellent, good, 

and mediocre fit, respectively. However, others have suggested 0.10 as the cut off for poor fitting 

models. These are definitions for the population. That is, a given model may have a population 

value of 0.05 (which would not be known), but in the sample, it might be greater than 0.10. There 

is greater sampling error for small degrees of freedom (df) and low N models. Thus, models with 

small df and low N can have artificially large values of the RMSEA. For instance, a χ2 of 2.098 (a 

value not statistically significant), with a df of 1 and N of 70 yields an RMSEA of 0.126. For this 

reason, Kenny, Kaniskan, and McCoach (2014) argue to not even compute the RMSEA for low df 

models. 

Table 6.7 presents the model fit indications for credit risk management. The proposed model 

appears to coincide with the data in terms of understanding credit risk management (URM). The 

χ2 value is statistically significant (χ2 (3) = 11.43, p < 0.001), suggesting that there are differences 

between model implied variance and covariance matrix [∑] while the sample variance and 
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covariance [S] were significantly large. In addition, χ 2/df = 3.92 < 5 and RMSEA is slightly larger 

than the recommended level of 0.05. Moreover, the information provided by the matching indices 

suggest that the proposed model is ideal for understanding risk management in the Saudi context. 

The proposed model corresponds with the data relating to credit risk identification (RI). The χ2 

value is statistically insignificant (χ2 (2) = 1.16, p = 0.55), thereby suggesting that the differences 

between the model implied variance and covariance matrix [∑] and the sample variance and 

covariance [S] are not significant. In addition, χ 2/df = 0.58 < 5 and RMSEA is less than the 

recommended level of 0.05; the information provided by the matching indices suggests that the 

proposed model is an ideal model for risk identification in the Saudi context. 

The proposed model corresponds well with the data for credit risk assessment and analysis (RAA). 

The χ2 value is statistically insignificant (χ2 (2) = 5.42, p = 0.06), indicating that the differences 

between the model implied variance and covariance matrix [∑] and sample variance and 

covariance [S] are not significant. In addition, χ2/df = 2.71 < 5 and RMSEA is close to the 

recommended level of 0.05; the information provided by the corresponding indices suggest that 

the proposed model is suitable conducting risk analysis and assessment in the Saudi context. 

The proposed model coincides with the data for credit risk monitoring (RM). The χ2 value is 

statistically insignificant (χ2 (1) = 0.05, p = 0.82), indicating that the differences between the model 

implied variance and covariance matrix [∑] and sample variance and covariance [S] are not 

significant. In addition, χ2/df = 2.71 < 5 and RMSEA is less than the recommended level of 0.05; 

the information provided by the matching indices suggest that the proposed model is an ideal 

model for monitoring risks in the Saudi context. 

The proposed model corresponds with the data for credit risk management practices (RMPs). The 

χ2 value is statistically insignificant (χ2 (4) = 3.42, p = 0.48), indicating that the differences existing 

between the model implied variance and covariance matrix [∑] and sample variance and 

covariance [S] are not significant. In addition, χ2/df = 0.86 < 5 and RMSEA is less than the 

recommended level of 0.05; the information provided by the corresponding indices suggest that 

the proposed model is ideal for evaluating risk management practices in Saudi financial 

institutions. 



Chapter 6 Bank Risk and Performance 

149 

 

 

Table 6-7 Model fitting for credit risk management1
 

  Factor 

loading 

Composite 

Reliability (CR) 

Average Variance 

Extracted (AVE) 

Fit Indications 

URM UNDCR 0.670 0.86 0.55 χ2 (3) = 11.43, p = 0.0, χ2/df = 3.92, RMSEA = 0.16 

 
RESCR 0.837 

   

 ACCCR 0.858    

 OBJCR 0.671    

 EVACR 0.641    

RI DEVCR 0.837 0.85 0.59 χ2 (2) = 1.16, p = 0.55, χ2/df = 0.58, RMSEA = 0.00 

 
IDECR 0.805 

   

 STRCR 0.708    

 CHACR 0.725    

RAA QUACR 0.362 0.75 0.45 χ2 (2) = 5.42, p = 0.06, χ2/df = 2.71, RMSEA = 0.13 

 
QULCR 0.586 

   

 ANACR 0.753    

 COSCR 0.871    

RM MONCR 0.810 0.76 0.47 χ2 (1) = 0.05, p = 0.82, χ2/df = 0.05, RMSEA = 0.00 

 
CONCR 0.905 

   

 REPCR 0.432    

 ACTCR 0.467    

RMP TRACR 0.829 0.72 0.37 χ2 (4) = 3.42, p = 0.48, χ2/df = 0.86, RMSEA = 0.00 

 
HIGCR 0.694 

   

 BASCR 0.506    

 PROCR 0.274    

 EFFCR 0.583    

CRA DCR 0.444 0.82 0.55 χ2 (2) = 1.21, p = 0.54, χ2/df = 0.61, RMSEA = 0.00 

 CCR 0.771    

 BCR 0.887    

 ACR 0.797    

 

The proposed model corresponds with the data for credit risk analysis (CRA). The χ2 value is 

statistically insignificant (χ2(2) =1.21, p = 0.54), indicating that the differences between the model 

implied variance and covariance matrix [∑] and sample variance and covariance [S] are not 

significant. In addition, χ2/df = 0.54 < 5 and RMSEA is less than the recommended level of 0.05; 

 

1 All abbreviations in the table indicate to the questions code in the survey. See appendix C 
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the information provided by the matching indices suggest that the proposed model is ideal for 

analyzing credit risks in the Saudi context. 

Table 6.8 illustrates the model fit indications for liquidity risk management. The results reveal that 

the proposed model corresponds well with the data for understanding liquidity risk management 

(URM). The χ2 value is statistically insignificant (χ2 (4) = 4.33, p = 0.36), indicating that the 

existing differences between the model implied variance and covariance matrix, [∑] and sample 

variance and covariance [S] are not significant. In addition, χ2/df = 1.08 < 5 and RMSEA is smaller 

in comparison to the recommended level of 0.08; the information provided by the matching indices 

suggest that the proposed model is ideal for understanding risk management in the Saudi context. 

In regard to liquidity risk identification (RI), the model fit indications reveal that the proposed 

model coincides with the data. The χ2 value is statistically insignificant (χ2(2) = 1.34, p = 0.51), 

indicating that the differences existing between the model implied variance and covariance matrix 

[∑] and sample variance and covariance [S] are not significant. In addition, χ2 /df = 0.67 < 5 and 

RMSEA is less than the recommended level of 0.08; the information provided by the matching 

indices suggest that the proposed model is ideal for risk identification in the Saudi context. 

The model fit indications for liquidity risk assessment and analysis (RAA) suggest that the 

proposed model corresponds with the data. The χ2 value is statistically insignificant, χ2 (2) = 1.59, 

p = .45, indicating that the differences existing between the model implied variance and covariance 

matrix [∑] and sample variance and covariance [S] are not significant. In addition, χ2/df = 0.71 < 

5 and RMSEA is smaller than the recommended level of .08; the information provided by the 

matching indices suggest that the proposed model is ideal for the risk analysis and assessment in 

the Saudi context. 

The model fit indications for liquidity risk monitoring (RM) reveal that the proposed model 

corresponds well with the data. The χ2 value is statistically insignificant (χ2 (1) = 0.05, p = 0.82), 

indicating that the differences between the model implied variance and covariance matrix [∑] and 

sample variance and covariance [S] are not significant. In addition, χ2/df = 2.71 < 5 and RMSEA 

is less than the recommended level of 0.08; the information provided by the matching indices 

suggest that the proposed model is suitable for monitoring risks in the Saudi context. 
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Table 6-8 Model fit of liquidity risk management2
 

  Factor 

loading 

Composite 

Reliability 

(CR) 

Average Variance 

Extracted 

(AVE) 

Fit Indications 

URM UNDLR 0.636 0.80 0.46 χ2 (4) = 4.33, p = 0.36, χ2/df = 1.08, RMSEA = 0.03 

  

RESLR 
 

0.800 
   

 
ACCLR 0.822 

   

 
OBJLR 0.626 

   

 
EVALR 0.434 

   

RI DEVLR 0.370 0.66 0.33 χ2 (2) = 1.34, p = 0.51, χ2/df = 0.67, RMSEA = 0.00 

 
IDELR 0.626 

   

 
STRLR 0.542 

   

 
CHALR 0.715 

   

RAA QUALR 0.223 0.60 0.30 χ2 (2) = 1.59, p = 0.45, χ2/df = 0.79, RMSEA = 0.00 

 
QULLR 0.501 

   

 
ANALR 0.719 

   

 
COSLR 0.608 

   

RM MONLR 0.781 0.76 0.47 χ2 (1) = 0.04, p = 0.82, χ2/df = 0.05, RMSEA = 0.00 

 
CONLR 0.842 

   

 
REPLR 0.403 

   

 
ACTLR 0.432 

   

RMP TRALR 0.757 0.74 0.39 χ2 (4) = 4.59, p = 0.33, χ2/df = 1.14, RMSEA = 0.04 

 
HIGLR 0.842 

   

 
BASLR 0.519 

   

 
PROLR 0.293 

   

 
EFFLR 0.539 

   

 
The model fit indication for liquidity risk management practices (RMPs) show that the proposed 

model coincides with the data. The χ2 value is statistically insignificant (χ2 (4) =4.59, p = 0.33), 

indicating that the differences between the model implied variance and covariance matrix [∑] and 
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sample variance and covariance [S] are not significant. In addition, χ2/df = 1.14 < 5 and RMSEA 

is less than the recommended level of 0.08; the information provided by the matching indices 

suggest that proposed model is ideal for risk management practices in the Saudi context. 

Table 6.9 presents the model fit indications for operational risk management. The proposed model 

appears to coincide with the data for understanding operational risk management (URM). The χ2 

value is statistically insignificant (χ2 (4) = 6.25, p = 0.18), indicating that the differences existing 

between the model implied variance and covariance matrix [∑] and sample variance and 

covariance [S] are not significant. In addition, χ2/df = 0.18 < 5 and RMSEA is smaller than the 

recommended level of 0.08; the information provided by the matching indices suggest that 

proposed model is ideal for comprehending risk management in the Saudi context. 

The proposed model corresponds well with the data for operational risk identification (RI). The χ2 

value is statistically insignificant (χ2 (2) = 2.01, p = 0.15), indicating that the differences between 

the model implied variance and covariance matrix [∑] and sample variance and covariance [S] are 

not significant. In addition, χ2/df = 1.05 < 5 and RMSEA is less than the recommended level of 

0.08; the information provided by the matching indices suggest that the proposed model is suitable 

for risk identification in the Saudi context. 

The proposed model coincides with the data for operational risk assessment and analysis (RAA). 

The χ2 value is statistically insignificant (χ2 (2) = 3.00, p = 0.22), indicating that the differences 

between the model implied variance and covariance matrix [∑] and sample variance and 

covariance [S] are not significant. In addition, χ2/df = 1.50 < 5 and RMSEA is smaller than the 

recommended level of 0.08; the information provided by the matching indices suggest that the 

proposed model is suitable for risk analysis and assessment in the Saudi context. 

The proposed model coincides with the data for operational risk monitoring (RM). The χ2 value is 

statistically insignificant (χ2 (1) = 0.01, p = 0.98), indicating that the differences between the model 

implied variance and covariance matrix [∑] and sample variance and covariance [S] are not 

significant. In addition, χ2/df = 0.05 < 5 and RMSEA is less than the recommended level of 0.08; 

the information provided by the matching indices suggest that the proposed model is ideal for 

monitoring risk in the Saudi context. 

The proposed model corresponds well with the data for operational risk management practices 

(RMPs). The χ2 value is statistically insignificant (χ2 (4) = 4.25, p = 0.37), indicating that the 
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differences between the model implied variance and covariance matrix [∑] and sample variance 

and covariance [S] are not significant. In addition, χ2/df = 1.06 < 5 and RMSEA is less than the 

recommended level of 0.08; the information provided by the matching indices suggest that the 

proposed model is ideal for risk management practices in the Saudi context. 

Table 6 9 Model fit for operational risk management 
 

  Factor 

loading 

Composite 

Reliability (CR) 

Average Variance 

Extracted 

(AVE) 

Fit Indications 

URM UNDOP 0.724 0.80 0.45 χ2 (4) = 6.25, p = 0.18, χ2/df = 1.56, RMSEA = 0.07 

 RESOP 0.801    

 ACCOP 0.697    

 OBJOP 0.638    

 EVAOP 0.449    

RI DEVOP 0.643 0.75 0.43 χ2 (2) = 2.01, p = 0.15, χ2/df = 1.05, RMSEA = 0.00 

 
IDEOP 0.497 

   

 STROP 0.789    

 CHAOP 0.668    

RAA QUAOP 0.138 0.62 0.33 χ2 (2) = 3.00, p = 0.22, χ2/df = 1.50, RMSEA = 0.07 

 
QULOP 0.484 

   

 ANAOP 0.799    

 COSOP 0.662    

RM MONOP 0.793 0.75 0.46 χ2 (1) = 0.04, p = 0.82, χ2/df = 0.05, RMSEA = 0.00 

 
CONOP 0.896 

   

 REPOP 0.553    

 ACTOP 0.319    

RMP TRAOP 0.748 0.74 0.39 χ2 (4) = 4.25, p = 0.37, χ2/df = 1.06, RMSEA = 0.02 

 
HIGOP 0.843 

   

 BASOP 0.444    

 PROOP 0.435    

 EFFOP 0.494    

 
 

6.8.4 Reliability of model 
 

Table 6.10 shows the measurement of reliability for each scale. Cronbach’s alpha is a mathematical 

calculation that is employed to estimate the average reliability coefficient for all possible split 
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halves. The concept is that a high alpha indicates that those items on a scale which were intended 

to measure a single construct are consistent and therefore the scale is repeatable in that similar 

outcomes would occur for those items if the same population were asked similar questions. In 

general, Cronbach’s alpha values of 0.7 or above are deemed to be acceptable in establishing that 

the grouped items constitute a reliable scale (Bland, 1997), although some use 0.8 (Garson, 2005). 

Table 6-10 shows 26 questions categorized into three groups: credit risk, liquidity risk, or 

operational risk. These questions are distributed over six scales of credit risk management and five 

scales of liquidity risk and operational risk. 

Table 6-10 Reliability measurement of risk management aspects 
Cronbach’s Alpha 

N o. of 

items 

Credit 

risk 

Liquidity 

risk 

Operational 

risk 

Understanding Risk and Risk 

Management (URM) 

5 0.889 0.832 0.826 

Risk Identification (RI) 4 0.861 0.658 0.887 

Risk Analysis and Assessment 

(RAA) 

4 0.754 0.618 0.639 

Risk Monitoring (RM) 4 0.819 0.76 0.784 

Risk Management Practices (RMPs) 5 0.760 0.76 0.780 

Credit Risk Analysis (CRA) 4 0.812 - - 

 

 

6.8.5 Correlations 
 

Table 6.11 illustrates the correlation coefficients between the independent variables. The test of 

“rule of thumb” proposed by Anderson et al. (1990) indicates that any correlation coefficient that 

is greater than 0.7 presents a potential problem. An examination of the outcomes of the correlations 

existing in Table 6.11 proposes that there is a multicollinearity problem in various independent 

variables due to the sample size (N =102) in our study. Expanding the sample will present greater 

differences in the data series, which reduces the effect of sampling errors as well as helping to 

increase the precision when estimating various possessions of the data. Enlarged sample sizes can 

decrease the effect of multicollinearity. Obtaining more data is regarded as being the most efficient 

strategy for overcoming multicollinearity (Lewis, 2012). 
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Table 6-11 Correlation coefficients for relationships between independent variables 

 

 

 

 

 

 

 

 

 

 
 URMLR RILR RAALR RMLR RMPLR 

URMLR 1.00     

RILR 0.759** 1.00    

RAALR 0.619** 0.773** 1.00   

RMLR 0.679** 0.710** 0.751** 1.00  

RMPLR 0.609** 0.594** 0.672** 0.705** 1.00 

 URMOP RIOP RAAOP RMOP RMPOP 

URMOP 1.00     

RIOP 0.761** 1.00    

RAAOP 0.632** 0.721** 1.00   

RMOP 0.745** 0.799** 0.731** 1.00  

RMPOP 0.694** 0.711** 0.654** 0.744** 1.00 

Notes: **p-value < 0.01, correlation is significant at the 0.01 level (2-tailed). (URM) understanding risk management, (RI) risk 

identification, (RAA) risk assessment analysis, (RM) risk monitoring, (RMPs) risk management practices, (CRA) credit risk 

analysis. (CR) Credit Risk, (LR) Liquidity Risk, (OP) Operational Risk. 

 

6.8.6 Hypotheses Testing 
 

Regression analysis was applied for five hypotheses, HA1 – HA5, to examine the existing 

relationships between URM, RI, RAA, RM and CRA with RMPs for credit risk management, 

liquidity risk management and operational risk management. Regression analysis was also applied 

to the hypotheses HB1 – HB6, to examine differences between the risk management practices of 

Islamic and conventional banks in Saudi Arabia in terms of credit risk, liquidity risk and 

operational risk . 

1. Hypotheses tested for the relationships between RMPs and aspects of risk management 
 

Based on the study questions and research problem, the hypotheses were developed to confirm the 

relationship between risk management practices (RMPs) and each of the five aspects of risk 

management for credit risk management, and each of the four aspects of risk management for 

 URMCR RICR RAACR RMCR RMPCR CRACR 

URMCR 1.00      

RICR 0.858** 1.00     

RAACR 0.761** 0.848** 1.00    

RMCR 0.800** 0.832** 0.818** 1.00   

RMP 0.697** 0.709** 0.762** 0.809** 1.00  

CRACR 0.547** 0.601** 0.537** 0.479** 0.466** 1.00 
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liquidity risk management and operational risk management. These hypotheses are summarized 

again below: 

HA1: There is a positive relationship between risk management practices and understanding risk, 

and risk management. 

HA2: There is a positive relationship between risk management practices and risk identification. 
 

HA3: There is a positive relationship between risk management practices and risk assessment and 

analysis. 

HA4: There is a positive relationship between risk management practices and risk Monitoring. 
 

HA5: There is a positive relationship between risk management practices and credit risk analysis. 
 

Table 6.12 summarizes the regression results for the above hypotheses. From Table 6.12 we see 

that the five independent variables explain 69.0% of the variations in credit risk management 

practices, 52.7% of the variation in liquidity risk management practices; and 62.6% of the variation 

in operational risk management practices. 

The estimated coefficients of two independent variables for credit risk management practices were 

positive and statistically significant at the 1% level for RMCR and at the 5% level for RAACR. 

URMCR, RICR and CRACR had no significant impact on risk management practices in both 

Islamic and conventional banks in Saudi Arabia. After examining the results, we rejected HA1, 

HA2 and HA5 and accepted hypotheses HA3 and HA4 that stated that there is positive relationship 

between credit risk management practices and (i) credit risk assessment and analysis and (ii) credit 

risk monitoring. 

The estimated coefficients of two independent variables for liquidity risk management practices 

were positive and statistically significant at the 5% level for URMLR and RAALR; while that for 

RMLR was positive and statistically significant at the 1% level. RILR had no significant impact 

on liquidity risk management practices in both Islamic and conventional banks located within 

Saudi Arabia. After analyzing the results, we rejected HA2 and accepted hypotheses HA1, HA3 and 

HA4. 
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Table 6-12 OLS regression results 
Credit Risk Management 

Practices 
Coeffs t-test 

𝑅2 𝑅 −𝑅𝑅𝑅𝑅 

Constant 7.006 6.109** 0.690 35.64 

URMCR 0.061 0.722   

RICR –0.125 –0.951   

RAACR 0.300 2.378*   

RMCR 0.539 4.372**   

CRACR 0.059 0.800   

Liquidity Risk 

Management Practices 

Constant 

 

 
7.237 

 

 
4.626** 

 

 
0.527 

 

 
18.24 

URMLR 0.191 2.082*   

RILR –0.012 –0.083   

RAALR 0.332 2.109*   

RMLR 0.362 2.682**   

Operational Risk 

Management Practices 

Constant 

 

 
5.947 

 

 
2.713** 

 

 
0.626 

 

 
26.11 

URMOP 0.122 1.435   

RIOP 0.069 0.672   

RAAOP 0.317 2.460*   

RMOP 0.355 2.707**   

Notes: **p-value < 0.01, correlation is significant at the 0.01 level (2-tailed). *p-value < 0.05, correlation is significant at the 0.05 

level (2-tailed). (URM) Understanding Risk Management, (RI) Risk Identification, (RAA) Risk Assessment Analysis, (RM) Risk 

Monitoring, (RMPs) Risk Management Practices, (CRA) Credit Risk Analysis. (CR) Credit Risk (LR) Liquidity Risk (OP) 

Operational Risk. 

 
The estimated coefficients of the two independent variables for operational risk management 

practices were positive and statistically significant at the 5% level for RAAOP; and at the 1% level 

in the case of RMOP. URMOP and RILR had no significant impact on operational risk 

management practices in both Islamic and conventional financial institutions in Saudi Arabia. 

From the results, we rejected HA1 and HA2 and accepted hypotheses HA3 and HA4. 

The results of the study evidently show that risk assessment and analysis (RAA) and risk 

monitoring (RM) are the most important variables since they exert the most influence on variables 

in risk management practices associated with credit, liquidity and operational risk. This suggests 

that Islamic and conventional banks in Saudi Arabia need to focus more on risk assessment and 

analysis as well as risk monitoring. The conclusion of this study is fairly similar to other studies 

conducted by Hassan (2009) and Al-Tamimi and Al-Mazrooei (2007) on risk assessment and 

analysis. In addition, this study arrives at conclusions similar to the studies conducted by Shafiq 

and Nasr (2010) and Khalid and Amjad (2012) on risk monitoring. This study determined that the 
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most important variable in risk management practices for liquidity risk management is the 

comprehension of risk and risk management; this conclusion is similar to the studies previously 

conducted by Hussain and Al-Ajmi (2012), and Khalid and Amjad (2012). 

2. Hypotheses tested for the differences between Islamic and conventional banks 
 

Six hypotheses were tested to confirm the differences between Islamic and conventional banks in 

respect to their risk management practices (RMPs) and each of five aspects of risk management 

for credit risk management each of four aspects of risk management for liquidity risk management 

and operational risk management. 

The six hypotheses are summarized again below: 
 

HB1. There is a difference between Saudi Arabia’s Islamic and conventional banks in the 

understanding of risk and risk management. 

HB2. There is no difference between Saudi Arabia’s Islamic and conventional banks in risk 

Identification. 

HB3. There is a difference between Saudi Arabia’s Islamic and conventional banks in risk 

assessment and analysis. 

HB4. There is a difference between Saudi Arabia’s Islamic and conventional banks in risk 

monitoring and controlling. 

HB5. There is no difference between Saudi Arabia’s Islamic and conventional banks in risk 

management practices. 

HB6. There is no difference between Saudi Arabia’s Islamic and conventional banks in credit risk 

analysis. 

Table 6.13 summarizes the comparison of Islamic and conventional banks in Saudi Arabia in 

respect to their credit risk management practices (RMPs). 
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  Table 6-13 Differences in mean credit risk management  

No Understanding credit risk and credit risk management IBs CBs Sig 

1 There is a common understanding of credit risk management across my bank. 

2 The responsibility for credit risk management is clearly set out and understood throughout my bank. 

4.19 

4.54 

3.72 

3.87 

3.024** 

4.278** 

3 The accountability for credit risk management is clearly set out and understood throughout my bank. 4.33 3.73 3.649** 

4 My bank’s objective is to expand the applications of advanced credit risk management techniques. 4.36 3.48 5.395** 

5 It is important for my bank to emphasize on the continuous review and evaluation of the techniques used in credit risk 

management. 4.54 
3.69 

5.101** 

Average Mean 

Credit risk identification 

 
6 My bank has developed and applied procedures for the systematic identification of opportunities for credit risk. 

4.39 

 
 

4.36 

3.70 

 
 

3.48 

5.618** 

 
 

5.395** 

7 My bank identifies the main potential risks relating to each of its declared aims and objectives for credit risk. 4.38 3.40 6.793** 

8 My bank knows about the strengths and weaknesses of the credit risk management systems of other banks it works with. 
4.41 3.77 4.328** 

9 Changes in risks are recognized and identified with the bank’s roles and responsibilities for credit risk. 4.60 4.23 2.467** 

Average Mean 4.19 3.72 5.897** 

Credit risk assessment and analysis    

10 My bank’s credit risks are assessed by using quantitative analysis methods.  4.54 4.85 –2.043* 

11 Credit risk is assessed by using qualitative analysis methods.  4.25 3.52 4.755** 

12 My bank’s response to analyzed risks includes prioritizing of credit risks and selecting those that need active m anagement. 
4.38 3.40 6.793** 

13 My bank’s response to credit risk includes an assessment of the costs and benefits of addressing risks.  4.41 3.73 4.564** 

 Average Mean 4.40 3.88 4.592** 

Credit risk monitoring     

14 Monitoring the effectiveness of credit risk management is an integral part of routine management reporting.  4.58 4.60 0.207 

15 The level of control by the bank is appropriate for the risks that it faces for credit risk.  4.56 4.60 0.271 

16 Reporting and communication processes within your bank support the effective management of credit risk.  4.49 3.33 7.962** 

17 My bank’s response to credit risk includes action plans for implementing decisions about identified risks.  4.58 3.67 6.408** 

 Average Mean 4.55 4.05 4.384** 

Credit risk management practices     

18 My bank has highly effective continuous review/ feedback on credit risk management strategies and performance. 4.54 3.85 5.2** 

19 My bank’s policy encourages training programs in credit risk management. 4.23 4.19 0.297 

20 My bank emphasizes the recruitment of highly qualified people in credit risk management. 4.15 4.27 –1.008 

21 The application of Basel Capital Accord by my bank would improve the efficiency of credit risk management. 4.66 4.96 –2.860** 
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22 My bank’s risk management procedures and processes are documented and provide guidance to staff about credit managing 

risks. 
4.42 3.44 6.611** 

 Average Mean 4.40 4.14 2.873** 

 Credit risk analysis    

23 My bank undertakes a credit worthiness analysis before granting loans. 4.56 3.54 8.319** 

24 Before granting loans, my bank undertakes a specific analysis including the client’s characters, capacity, collateral capital and 

conditions. 
4.27 3.41 6.611** 

25 My banks’ borrowers are classified according to a risk factor (risk rating). 4.15 3.28 7.105** 

26 My bank’s policy requires collateral for all granting loans. 3.47 3.19 2.357* 

 Average Mean 4.11 3.36 8.267** 

Notes: **p-value < 0.01, correlation is significant at the 0.01 level (2-tailed). *p-value < 0.05, correlation is significant at the 0.05 level (2-tailed). IBs: Islamic 

Banks. CBs: Conventional Banks. 



Chapter 6 Bank Risk and Performance 

161 

 

 

The independent t-test indicates that the mean level of understanding of credit risk and credit risk 

management in Islamic banks (mean 4.43) was significantly higher than that in conventional banks 

(mean 3.68); therefore, we accept the hypothesis HB1 which indicates that there is a difference 

between Saudi Arabia’s Islamic and conventional banks in the employees’ understanding of risk 

and risk management for credit risk. 

Results also suggest that Islamic banks have higher level of understanding of both credit risk and 

credit risk management in comparison to conventional banks in Saudi Arabia (mean differences 

significant at the 1% level) in the following areas: common understanding of credit risk 

management across the bank; the responsibility for credit risk management is clearly set out and 

understood throughout the bank; the accountability for credit risk management is clearly set out 

and understood throughout the bank; the bank’s objective is to expand the applications of advanced 

credit risk management techniques; it is important for the bank to emphasize the continuous review 

and evaluation of the techniques adopted in credit risk management. 

The mean score in relation to the level of credit risk identification is significantly higher in Islamic 

banks (mean 4.42) compared to conventional banks (mean 3.68); therefore, we rejected the null 

hypothesis HB2 which suggests that there are no differences between Saudi Arabia’s Islamic and 

conventional banks in the identification of credit risk. The results also imply that the level of credit 

risk identification is significantly higher in Islamic banks than in conventional financial institutions 

(significant at the 1% level) in the following aspects; the bank has developed and applied 

procedures for the systematic identification of opportunities for credit risk; the bank identifies the 

main potential risks relating to each of its declared aims and objectives for credit risk; the bank is 

aware of the strengths and weaknesses of the credit risk management systems of other financial 

institutions it works alongside with; changes in risks are recognized and identified with the bank’s 

roles and responsibilities for credit risk. 

The mean score for the level of credit risk assessment and analysis was significantly higher in 

Islamic banks (mean 4.35) than in conventional banks (mean 3.83) at the 1% level; therefore, we 

accepted hypothesis HB3 which states that there is a difference between Saudi Arabia’s Islamic 

and conventional banks in credit risk assessment and analysis. The results reveal that Islamic banks 

scored higher than conventional banks in the areas relating to the level of credit risk assessment 

and analysis as follows; the bank’s credit risks are assessed by employing quantitative analysis 
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methods; credit risk is assessed by utilizing qualitative analysis methods; the bank’s response to 

analyzed risks includes prioritizing of credit risks and selecting those that require active 

management; the bank’s response to credit risks include an assessment of the costs and benefits of 

addressing the risks. 

The mean score for the level of credit risk monitoring was significantly higher in Islamic banks 

(mean 4.53) than in conventional banks (mean 4.01) at the 1% level; therefore, we accepted 

hypothesis HB4 which suggested that there is a difference between Saudi Arabia’s Islamic and 

conventional banks in credit risk monitoring. Islamic banks scored higher than their conventional 

counterparts in “reporting and communication processes within the bank support the effective 

management of credit risk” and “the bank’s response to credit risk includes action plans for 

implementing decisions concerning identified risks.” No significant difference between Islamic 

and conventional banks in two aspects of credit risk monitoring: “monitoring the effectiveness of 

credit risk management is an integral part of routine management reporting” and “the level of 

control by the bank is appropriate for the risks that it faces for credit risk.” 

The mean score for the level of credit risk management practices was significantly higher in 

Islamic banks (mean 4.37) than in conventional banks (mean 4.1); therefore, we reject the null 

hypothesis HB5 which states that there is no difference between Saudi Arabia’s Islamic and 

conventional banks in regard to credit risk management practices. The level of credit risk 

management practices that have been implemented in Islamic banks were higher in comparison to 

conventional banks in the following areas; the financial institution continuously receives positive 

reviews/feedback in relation to its credit risk management strategies and performance; the 

application of Basel capital Accord by my bank would improve the efficiency of credit risk 

management; the bank’s risk management procedures and processes are documented and provide 

guidance to employees about managing credit risks. There were no significant differences between 

Islamic and conventional banks in the following areas; the bank’s policy encourages training 

programmes in credit risk management; the bank emphasizes the recruitment of highly qualified 

people in credit risk management. 

The mean score for the level of credit risk analysis was signficantly higher in Islamic banks (mean 

4.12) than in conventional banks (mean 3.35); therefore, we reject hypothesis HB6 which indicates 

that there are no differences between Saudi Arabia’s Islamic and conventional banks in terms of 
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their credit risk analysis. Islamic banks received a higher score in comparison to their conventional 

counterparts in the following areas; the bank undertakes a credit worthiness analysis before 

granting loans; before granting loans, the bank undertakes a specific analysis, including 

investigating the client’s character, capacity, collateral capital and conditions; the banks’ 

borrowers are classified according to a risk factor (risk rating); the bank’s policy requires collateral 

for granting all loans. 

Table 6.14 reveals the regression results for credit risk management practices implemented by 

Saudi Arabia’s banks. The adjusted R-squares were reasonable (R2 = 0.770 in Islamic banks, R2 = 

0.269 in conventional banks, R2 = 0.671 overall for both Islamic and conventional banks). There 

were significant differences in the mean score between Islamic (F = 26.442) and conventional 

banks (F = 4.377). Credit risk monitoring (RMCR) was a significant predictor for both Islamic and 

conventional banks at the 5% in Islamic banks and the 1% level in conventional banks. However, 

understanding credit risk and credit risk management (URMCR), credit risk identification (RICR), 

credit risk assessment and analysis (RAACR), and credit risk analysis (CRA) were not significant 

predictors of the credit risk management practices in Islamic and conventional banks. The overall 

results suggest that credit risk assessment and analysis (RAACR), along with credit risk 

monitoring (CRM) were significant predictors for both types of financial institutions. 

 

 
Table 6-14 Regression analysis for credit risk management practices 

Variables Islamic Banks  Conventional Banks Overall 

 
Coeffs Sig Coeffs Sig Coeffs Sig 

Constant 0.602 0.158 2.033 .000 7.006 0.01 

URMCR 0.027 0.878 0.238 0.183 0.093 0.47 

RICR 0.148 0.542 –0.237 0.239 –0.149 0.34 

RAACR 0.148 0.509 0.098 0.522 0.311 0.02 

RMCR 0.528 0.022 0.478 0.004 0.572 0.01 

CRA 0.144 0.111 0.155 0.296 0.063 0.42 

Adj. 𝑅2 0.770  0.269  0.671 

F-value 26.442  4.377  35.63 

Sig. 0.01  0.01  0.01 

N 38  46   85 

Notes: (URMCR) Understanding credit risk and credit risk management. (RICR) Credit risk identification. (RAACR). Credit risk 

assessment and analysis. (RMCR) Credit risk monitoring. (CRA) Credit Risk Analysis. 
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Table 6.15 reveals that both Islamic and conventional banks in Saudi Arabia scored high in their 

level of liquidity risk management. The independent t-test indicates that the mean level of 

understanding of liquidity risks and liquidity risk management of Islamic banks (mean 4.21) was 

significantly higher than that in conventional banks (mean 3.62); therefore, we accepted hypothesis 

HB1 which states that there are no differences between Saudi Arabia’s Islamic and conventional 

banks in the understanding of risk and risk management for liquidity risk. The level of 

understanding of liquidity risks and liquidity risk management was significantly higher in Islamic 

banks than conventional banks in the following aspects; there is a common understanding of 

liquidity risk management across the bank; the responsibility for liquidity risk management is 

clearly set out and understood throughout the bank; the accountability for liquidity risk 

management is clearly set out and understood throughout the bank; the bank’s objective is to 

expand the applications of advanced liquidity risk management techniques; it is important for the 

bank to emphasize the ongoing positive reviews and feedback received as well as an evaluation of 

the techniques used in liquidity risk management. 

The mean score calculated for the level of liquidity risk identification is significantly higher in 

Islamic banks (mean 4.14) than conventional banks (mean 3.7); therefore, we reject hypothesis 

HB2 which states that there are no differences between Saudi Arabia’s Islamic and conventional 

banks in the identification of liquidity risks. The results reveal that the level of liquidity risk 

identification was significantly higher in Islamic banks than in conventional banks in the following 

aspects; the financial institution has developed and applied procedures for the systematic 

identification of opportunities for liquidity risk; the bank identifies the main potential risks relating 

to each of its declared aims and objectives for liquidity risk; the bank is aware of the strengths and 

weaknesses associated with the liquidity risk management systems of other banks it works 

alongside with; changes in risks are recognized and identified with the bank’s roles and 

responsibilities for liquidity risk. 

The mean score for the level of liquidity risk assessment and analysis was significantly higher in 

Islamic banks (mean 4.14) than in conventional banks (mean 3.83) at the 1% level; therefore, we 

accepted hypothesis HB3 which indicated that there are significant differences between Saudi 

Arabia’s Islamic and conventional banks in the liquidity risk assessment and analysis. The results 

reveal that Islamic financial institutions obtained a higher score than their conventional 

counterparts in terms of the level of liquidity risk assessment and analysis, as follows; the bank’s 
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liquidity risks are assessed by adopting quantitative analysis methods; liquidity risk is assessed by 

utilizing qualitative analysis methods; the bank’s response to analyzed risks includes prioritizing 

liquidity risks and selecting those that require active management; the bank’s response to liquidity 

risks includes an assessment of the costs and benefits of addressing the risks. 

The mean level of liquidity risk monitoring was significantly higher in Islamic banks (mean 4.34) 

than conventional banks (mean 3.98) at the 1% level; therefore, we accepted hypothesis HB4 which 

states that there are differences between Saudi Arabia’s Islamic and conventional banks in liquidity 

risk monitoring. Islamic financial institutions obtained a higher score than their conventional 

counterparts in the following areas; reporting and communication processes within the bank 

support the effective management of liquidity risks; the bank’s response to liquidity risks includes 

action plans for implementing decisions concerning identified risks. The results reveal that there 

are no significant differences between Islamic and conventional banks in two aspects of liquidity 

risk monitoring which were “monitoring the effectiveness of liquidity risk management as an 

integral part of routine management reporting” and “the level of control by the bank is appropriate 

for the risks that it faces in terms of liquidity risk.” 
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Table 6-15 Differences in mean liquidity risk management aspects 
 

No Understanding liquidity risk and liquidity risk management IBs CBs Sig 

1 There is a common understanding of liquidity risk management across my bank. 4.20 

4 My bank’s objective is to expand the applications of advanced liquidity risk management techniques. 4.16 
3.35 5.744*

 

5 It is important for my bank to emphasize on the continuous review and evaluation of the techniques used in liquidity risk 
3.59 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Liquidity risk management practices 

management. 4.29  4.620** 

Average Mean 4.23 3.67 5.465** 

Liquidity risk identification   

6 My bank has developed and applied procedures for the systematic identification of opportunities for liquidity risk. 
4.29 3.88 2.906** 

7 My bank identifies the main potential risks relating to each of its declared aims and objectives for liquidity risk. 3.94 3.48 2.913** 

8 My bank knows about the strengths and weaknesses of the liquidity risk management systems of other banks it works with. 
 4.22 3.60 4.087** 

9 Changes in risks are recognized and identified with the bank’s roles and responsibilities for liquidity risk. 4.35 4.15 1.3 

Average Mean 4.20 3.80 4.232** 

Liquidity risk assessment and analysis    

10 My bank’s liquidity risks are assessed by using quantitative analysis methods. 4.52 4.90 -2.463* 

11 Liquidity risk is assessed by using qualitative analysis methods. 3.94 3.48 2.913** 

12 My bank’s response to analyzed risks includes prioritizing of liquidity risks and selecting those that need active management.    

 4.00 3.40 4.445* 

13 My bank’s response to liquidity risk includes an assessment of the costs and benefits of addressing risks. 4.26 3.73 3.857** 

Average Mean 4.18 3.90 3.235** 

Liquidity risk monitoring 

14 Monitoring the effectiveness of liquidity risk management is an integral part of routine management reporting. 

   

4.49 4.55 -0.449 
15 The level of control by the bank is appropriate for the risks that it faces for liquidity risk. 

4.57 4.56 0.069 

16 Reporting and communication processes within your bank support the effective management of liquidity risk. 
4.05 3.29 5.634** 

17 My bank’s response to liquidity risk includes action plans for implementing decisions about identified risks. 4.33 3.67 4.820** 

Average Mean 4.36 4.02 3.521** 

 

 3.77 2.594* 

2 The responsibility for liquidity risk management is clearly set out and understood throughout my bank. 4.29 3.88 2.906** 

3 The accountability for liquidity risk management is clearly set out and understood throughout my bank. 4.23 3.69 3.779** 
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18 My bank has highly effective continuous review/ feedback on liquidity risk management strategies and performance.    

  4.24 3.82 3.112** 

19 
My bank’s policy encourages training programs in liquidity risk management. 

   

 4.17 4.21 –0.361 

20 My bank emphasizes the recruitment of highly qualified people in liquidity risk management. 4.07 4.25 –1.348 

21 The application of Basel Capital Accord by my bank would improve the efficiency of liquidity risk management. 4.72 4.98 –2.93** 

22 My bank’s risk management procedures and processes are documented and provide guidance to staff about liquidity managing risks. 4.17   

   3.48 4.587** 

 Average Mean 4.27 4.15 1.629 

Notes: **p-value < 0.01, correlation is significant at the 0.01 level (2-tailed). *p-value < 0.05, correlation is significant at the 0.05 level (2-tailed). IBs Islamic Banks. CBs 

Conventional Banks. 
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There are no significant differences in the level of liquidity risk management between Islamic and 

conventional financial institutions therefore, we accepted hypothesis HB5. However, the 

independent test reveals that the level of liquidity risk management practices in Islamic banks is 

higher in comparison to conventional banks in the following areas; the bank continuously receives 

positive reviews/feedback on its credit risk management strategies and performance; the 

application of Basel Capital Accord by my bank would improve the efficiency of credit risk 

management; the bank’s risk management procedures and processes are documented and provide 

guidance to employees about credit managing risks. 

Table 6.16 presents the regression results for liquidity risk management practices. The adjusted R 

squares are decent (R2 = 0.565 in Islamic banks, R2 = 0.328 in conventional banks, R2 = 0.498 

overall for both Islamic and conventional banks). There are significant differences in the mean 

score between Islamic (F = 11.12) and conventional banks (F = 5.59). There is no significant 

predictor for liquidity risk management practices for Islamic banks. On the other hand, we 

discovered that understanding liquidity risk and risk management (URMLR) and liquidity risk 

monitoring (RMLR) were significant predictors for liquidity risk management practices at the 5% 

level in conventional banks. The overall results indicate that comprehending liquidity risk and risk 

management (URMLR) and liquidity risk assessment and analysis (RAALR) were significant 

predictors for liquidity risk management practices at the 5% level, while liquidity risk monitoring 

(RMLR) was a significant predictor at the 1% level. 

Table 6-16 Regression analysis results for liquidity risk management practices 

Variables Islamic Banks  Conventional Banks Overall 

 Coeffs Sig Coeffs Sig Coeffs Sig 

Constant 0.476 0.452 1.504 0.013 7.237 0.01 

URMCR 0.163 0.401 0.327 0.045 0.265 0.04 

RICR 0.265 0.362 –0.161 0.343 –0.012 0.93 

RAACR 0.119 0.616 0.234 0.112 0.280 0.04 

RMCR 0.283 0.169 0.350 0.019 0.333 0.01 

Adj. 𝑅2 0.565  0.328  0.498 

F-value 11.12  5.59  18.24 

Sig. 0.01  0.01  0.01 

N 39  47  87 

Notes: (URMCR) Understanding Liquidity risk and Liquidity risk management. (RICR) Liquidity risk identification. (RAACR) 

Liquidity risk assessment and analysis. (RMCR) Liquidity risk monitoring 
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Table 6.17 reveals that Islamic and conventional banks in Saudi Arabia have a high level of 

operational risk management. The mean score for the level of understanding operational risks and 

operational risk management of conventional banks (mean 4.08) was significantly higher than in 

Islamic banks (mean 3.34); therefore, we accepted hypothesis HB1 which states that there is a 

difference between Saudi Arabia’s Islamic and conventional banks in the employees’ 

comprehension of the various risks and risk management for operational risks. The results reveal 

that the level of comprehension of operational risks and operational risk management is 

significantly higher in conventional banks than in their Islamic counterparts in the following areas; 

there is a common understanding of operational risk management amongst the bank’s employees; 

the responsibility for operational risk management is clearly set out and understood throughout the 

bank; the accountability for operational risk management is clearly set out and understood 

throughout the bank; the bank’s objective is to expand the applications of advanced operational 

risk management techniques; it is important for the bank to place emphasis on the continuous 

review and evaluation of the techniques employed in operational risk management. 

The mean score for the level of operational risk identification is significantly higher in 

conventional banks (mean 4.32) than in Islamic banks (mean 3.24); therefore, we reject hypothesis 

HB2 which states that there are no differences between Saudi Arabia’s Islamic and conventional 

banks in the identification of operational risk which supports the alternative hypothesis. The results 

show that the level of operational risk identification is significantly higher in conventional banks 

than Islamic banks in the following aspects; the bank has developed and applied procedures for 

the systematic identification of opportunities for operational risks; the bank identifies the main 

potential risks relating to each of its declared aims and objectives for operational risks; the bank is 

aware of the strengths and weaknesses of the operational risk management systems of other 

financial institutions it works alongside with; changes in risks are recognized and identified with 

the bank’s main roles and responsibilities associated with operational risks. 

The average mean score for the level of operational risk assessment and analysis is significantly 

higher in conventional banks (mean 4.15) than their Islamic counterparts; therefore, we accepted 

hypothesis HB3 which states that there are differences between Saudi Arabia’s Islamic and 

conventional banks in terms of operational risk assessment and analysis. The conventional banks 

obtained a higher score than Islamic banks for operational risk assessment and analysis in the 

following areas; the bank’s operational risks are assessed by adopting quantitative analysis 
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methods; operational risk is assessed by employing qualitative analysis methods; the bank’s 

response to analyzed risks includes prioritizing operational risks and selecting those that require 

active management; the bank’s response to operational risks includes an assessment of the costs 

and benefits of addressing the risks. 

The mean score for the level of operational risk monitoring is significantly higher in conventional 

banks (mean 4.34) than Islamic banks (mean 3.46) at the 1%; therefore, we accepted hypothesis 

HB4 which states that there are differences between Saudi Arabia’s Islamic and conventional banks 

in terms of operational risk monitoring. The level of operational risk monitoring is significantly 

higher in conventional banks than in their Islamic counterparts according to the following aspects; 

monitoring the effectiveness of operational risk management is an integral part of routine 

management reporting; the bank’s overall control is appropriate for the operational risks it faces; 

reporting and communication processes within the bank support the effective management of 

operational risks; the bank’s response to operational risks includes action plans for implementing 

decisions concerning identified risks. 

The mean score for the level of operational risk management practices is significantly higher in 

conventional banks (mean 4.53) than Islamic banks (mean 3.76); therefore, we reject hypothesis 

HB5 which states that there are no differences between Saudi Arabia’s Islamic and conventional 

banks in terms of liquidity risk management practices. The level of operational risk management 

practices in conventional banks is higher than in their Islamic counterparts in the following areas; 

the bank continuously receives positive reviews/feedback on its operational risk management 

strategies and performance; the application of Basel Capital Accord by my financial institution 

would improve the efficiency of operational risk management; the bank’s risk management 

procedures and processes are documented and provide guidance to employees about operational 

managing risks; the bank’s policy encourages training programmes in operational risk 

management; the bank emphasizes the recruitment of highly qualified people in operational risk 

management. 
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Table 6-17 Differences in mean operational risk management aspects 

No Understanding operational risk and risk management IBs CBs Sig 

1 There is a common understanding of operational risk management across my bank. 3.33 4.07 –5.804** 

2 The responsibility for operational risk management is clearly set out and understood throughout my bank. 3.51 4.20 –4.962** 

3 The accountability for operational risk management is clearly set out and understood throughout my bank. 3,23 4.07 –5.746** 

4 My bank’s objective is to expand the applications of advanced operational risk management techniques. 3.23 3.89 –4.415** 

5 It is important for my bank to emphasize on the continuous review and evaluation of the techniques used in operational risk 

management. 
3.40 4.19 –4.769** 

 Average Mean 3.34 4.08  

 Operational risk identification    

6 My bank has developed and applied procedures for the systematic identification of opportunities for operational risk. 
3.23 4.07 –5.746** 

7 My bank identifies the main potential risks relating to each of its declared aims and objectives for operational risk. 3.33 4.48 –7865** 

8 My bank knows about the strengths and weaknesses of the operational risk management systems of other banks it works 

with. 
3.05 4.24 –8.507** 

9 Changes in risks are recognized and identified with the bank’s roles and responsibilities for operational risk. 3.33 4.48 –7.865** 

 Average Mean 3.24 4.32  

 Operational risk assessment and analysis    

10 My bank’s operational risks are assessed by using quantitative analysis methods. 4.32 4.91 –4.064** 

11 Operational risk is assessed by using qualitative analysis methods. 3.25 3.85 –4.037** 

12 My bank’s response to analyzed risks includes prioritizing of operational risks and selecting those that need active 

management. 
3.16 3.81 –4.496** 

13 My bank’s response to operational risk includes an assessment of the costs and benefits of addressing risks. 3.23 4.02 –6.224** 

 Average Mean 3.49 4.15  

 Operational risk monitoring    

14 Monitoring the effectiveness of operational risk management is an integral part of routine management reporting. 3.64 4.68 –8.340** 

15 The level of control by the bank is appropriate for the risks that it faces for operational risk. 3.52 4.73 –9.954** 

16 Reporting and communication processes within your bank support the effective management of operational risk. 3.25 3.86 –5.096** 

17 My bank’s response to operational risk includes action plans for implementing decisions about identified risks. 3.44 4.07 –4.387** 

 Average Mean 3.46 4.34  

 Operational risk management practices    

18 My bank has highly effective continuous review/ feedback on operational risk management strategies and performance. 
3.14 4.20 –7.350** 

19 My bank’s policy encourages training programs in operational risk management. 3.89 4.23 –2.559* 
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20 My bank emphasizes the recruitment of highly qualified people in operational risk management. 3.80 4.30 –3.839** 

21 The application of Basel Capital Accord by my bank would improve the efficiency of operational risk management. 4.56 4.98 –3.948** 

22 My bank’s risk management procedures and processes are documented and provide guidance to staff about operational 

managing risks. 
3.40 3.94 –3.952** 

 Average Mean 3.76 4.53  

Notes: **p-value < 0.01, correlation is significant at the 0.01 level (2-tailed). *p-value < 0.05, correlation is significant at the 0.05 level (2-tailed). IBs: Islamic Banks. CBs: 

Conventional Banks. 
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Table 6.18 presents the regression results for operational risk management practices. The adjusted 

R-squares are decent (R2 = 0.385 in Islamic banks, R2 = 0.401 in conventional banks, and R2 = 

0.602 overall for both Islamic and conventional banks). There are significant differences in the 

mean score calculated for Islamic banks (F = 6.131) and for conventional banks (F = 6.489). 

Operational risk monitoring is a significant predictor for operational risk management practices in 

Islamic banks at the 5% level. On the other hand, we found that operational risk monitoring (5% 

level) and operational risk assessment and analysis (1% level) were significant predictors for 

operational risk management practices in conventional banks. The overall results indicate that 

operational risk assessment and analysis (RAAOR) and operational risk monitoring (RMOP) were 

significant predictors for operational risk management practices at the 1% level for both types of 

banks combined. 

Table 6-18 Regression analysis results for operational risk management practices 

Variables 

 

Constant 

Islamic Banks Conventional Banks Overall 

Coeffs Sig Coeffs Sig Coeffs Sig 

1.048 0.245 1.114 0.190 5.95 0.01 

URMOP 0.012 0.945 0.233 0.147 0.163 0.15 

RIOP 0.318 0.099 –0.107 0.499 0.094 0.50 

RAAOP 0.072 0.663 0.436 0.004 0.278 0.01 

RMOP 0.373 0.040 0.293 0.049 0.364 0.01 

Adj. 𝑅2 0.385  0.401  0.602 

F-value 6.131  6.489  26.11 

Sig. 0.01  0.01  0.01 

N 41  41  83 

Notes: (URMOP) Understanding operational risk and operational risk management. (RIOP) Operational Risk identification. 

(RAAOP) Operational Risk assessment and analysis. (RMOP) Operational Risk monitoring. 

 

 

6.9 Discussion of findings 

This discussion focuses on the primary results of the study and provides various recommendations 

for both Islamic and conventional banks. We can conclude that Islamic and conventional banks 

should place more emphasis on risk monitoring (RM) and risk assessment and analysis (RAA). 

This study discovered that credit risk management strategies were more effective in Islamic banks 

than in their conventional counterparts. This is due to the fact that Islamic banks have implemented 

various policies to effectively manage credit risk. The objective of credit risk management is to 

acquire adequate information on the concentration of risks and financing assets similar to the 
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conventional banking reports. In addition, since credit risk is influenced by a diverse set of issues 

in Islamic banks compared to conventional financial institutions, different methods are adopted for 

each of the unique banking processes. The establishment of the Islamic Financial Services Board 

(IFSB) was an attempt to address the various issues associated with risk management. 

Furthermore, the level of efficiency in handling risky assets is vital for diminishing credit risk 

along with the fact that hedging is not acceptable in Islamic banking operations. Decreasing 

competing choices and improving interior controls are recommended measures for increasing the 

effectiveness of methods that aim to mitigate credit risk. 

The Islamic banks also operated more efficiently than their conventional counterparts in terms of 

the liquidity risk management strategies they have adopted. This is primarily due to the fact that 

Islamic banking institutions have implemented a reliable liquidity management scheme, or the risk 

assessment programme, which has proven to be highly efficient. For this purpose, the IFSB has 

issued two strategies: (i) the Directing Standards of Risk Management for Organisations 

Delivering Just an Islamic Financial System (December 2005) and (ii) the Technical Document on 

Problems confronted while Establishing the Liquidity Management of Organisations that Deliver 

Islamic Financial Programme: The Expansion of Islamic Money Markets (March 2008). These 

strategies observe the risk management standards of the Basel Committee concerning Banking 

Management (BCBS) and additional similar principle formulating systems. These standards are 

regarded as being the primary aspects of Islamic financial institutions; although the employees are 

permitted to modify the strategies according to their own requirements, there is no occasion to 

introduce changes due to the mainstream business functions and environment. Since the liquidity 

system differs in every state, Islamic financial institutions are expected to fulfil the demands of the 

society in which they are operating, as well as to individually supervise and control the hazards 

concerned with liquidity (Islamic Financial Service Board (IFSB), 2005). 

Conventional banks in Saudi Arabia are more efficient than their Islamic counterparts due to the 

operational risk management strategies they have implemented. Various scholars, such as Al- 

Tamimi and Al-Mazrooei (2007) and Hassan (2009), claimed that Islamic banks in the UAE’s and 

Brunei Darussalam were affected by operational and credit risks more than other forms of risks. 

Operational risks may alter decision-making strategies in various ways. Blacker (2000) further 

contributed to the claims made by Ray and Cashman (1999), stating that it is management’s 

responsibility to control operational risks. 
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These results also provide an explanation for the complications faced by Islamic financial 

institutions in terms of operational risks compared with conventional banking due to the 

exceptional contractual structures and general legal situation. Although elementary Basel II main 

principles of effective banking supervision have been implemented as an effective solution for 

Islamic banks, risk measurement and risk management practices still require specific versions to 

adhere to Islamic banks' operational features. These particularities emphasize the unique features 

of Islamic banking as well as raise serious concerns on the applicability of the Basel II procedure 

for Islamic banks. 

Moreover, Islamic institutions are currently facing a Shari’ah-compliance risk which is one aspect 

of operational risks. The products belonging to Islamic banks are lacking in standardization due to 

the fact that they require the approval of their respective Shari’ah supervisory boards; however, 

the product may not gain the approval from other Islamic banks or customers. Another dimension 

of the Shari’ah-compliance risk is the associated legal risk. The products of Islamic banks can 

contain several separate contracts, which further increase the number of legal risks involved. 

These results lead us to identify the various areas in which Islamic and conventional banks should 

focus on to increase their level of efficiency in relation to risk management practices. First, we 

discovered that 41% of respondents claimed that training is an effective method for implementing 

risk management practices for credit, liquidity and operational risks. Abbas and Yaqoob (2009) 

conducted a survey in the hotel industry, telecommunication sector, and banking sector in Pakistan. 

They concluded that training has a positive effect on the overall performance of an employee. With 

regards to conventional financial institutions located in India, Khera (2010) concluded that training 

significantly contributes towards employee performance in foreign banks. In Islamic financial 

institutions, Zainol, Shaari, and Muhamad (2008) found that the Islamic banks’ employees should 

be provided with satisfactory training and knowledge of the services and products that the banks 

offer to ensure that the employees are technically advanced in constructing the micro aspects of the 

banking businesses. 

Furthermore, several of participants who completed the survey referred to the importance of 

establishing awareness amongst employees in relation to the strategies, i.e. the distribution of 

knowledge and information through the organization. The sharing of knowledge plays a vital role 

in the organizational procedure since it assists an organization with the transfer of solutions or new 
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ideas. Reid (2003) claimed that knowledge sharing provides an organization with the opportunity 

to expand, as well as allowing them to acquire various abilities which would enable them to reach 

their objectives, provide resolutions and reach a high level of efficiency so as to attain competitive 

advantages. Knowledge sharing arises through an individual and at an organizational level. For an 

individual level, knowledge sharing is achieved through communicating with colleagues to help 

resolve a task by adopting a more effective method. At an organizational level, knowledge sharing 

is achieved through capturing, reusing, organizing, and conveying knowledge based on skills in 

corporation and providing knowledge that is required by other colleagues in corporation (Lin, 

2007). The findings of Abuazoum, Azizan, and Ahmad (2013) provide valuable information and 

help banks to encourage their workers’ tendencies to become involved in knowledge sharing 

practices. 

Moreover, effective communication is one of the suggestions raised by the participants. Effective 

communication can assist an organization in various ways, i.e. stronger decision-making, resolving 

issues more quickly, earlier notification of potential difficulties, improved productivity, stronger 

business relations, creating more effective marketing campaigns, improving the professional 

image, lower turnover of employees, increased worker satisfaction, better financial outcomes and 

higher returns for stockholders. On the other hand, ineffective communication is a waste of both 

time and effort. Therefore, effective communication is always vital for effective management 

while it helps organizations to gain an advantage over their competitors in the market (Sultana, 

Abdullah, & Tabassum, 2012). 

 

 
6.10 Concluding remarks 

This chapter identified the existing relationships between credit risk management practices, 

liquidity risk management practices and operational risk management practices by understanding 

the various risks along with risk management (URM), risk identification (RI), risk assessment and 

analysis (RAA), risk monitoring (RM) and credit risk analysis (CRA) in both Islamic and 

conventional banks located in Saudi Arabia. In addition, the chapter identified the differences 

between Islamic and conventional banks in Saudi Arabia in regard to credit, liquidity and 

operational risk management practices. 
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Risk assessment and analysis (RAA) and risk monitoring (RM) were the most important variables 

or the most influential variables in risk management practices for credit, liquidity and operational 

risk, thereby suggesting that Islamic and conventional banks in Saudi Arabia should focus more 

on risk assessment and analysis as well as risk monitoring. The most important variable in liquidity 

risk management practices is the comprehension of risk and risk management (URM). 

When comparing differences between Islamic and conventional banks with regards to their risk 

management practices (RMPs) we concluded that Islamic banks were more efficient in terms of 

credit risk management practices and liquidity risk management practices while conventional 

banks were more efficient than Islamic banks in terms of operational risk management practices. 
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Chapter 7: Conclusion 

 

7.1 Summary 

This thesis examined risk management strategies in Saudi Arabian Islamic and conventional banks. 

Chapter 1 provided a background for the study. It then detailed the motivation for the thesis by 

highlighting the importance of risk management practices in the banking industry, particularly in 

Islamic banking. The chapter then identified the five research questions addressed in the thesis and 

stated the hypotheses used to respond to each research question. 

Chapter 2 detailed the various risk management issues currently affecting Islamic banks. The 

chapter first reviewed the different strategies currently employed in Islamic banks in their attempt 

to manage credit, liquidity and operational risks, while outlining the methods that could potentially 

be adopted to better deal with these types of risks. The chapter concluded by highlighting the 

important issues according to the relevant regulatory authorities while also defining the established 

principles relating to the impacts on credit liquidity and operational risk scenarios for Islamic 

banking institutions. The chapter also revealed that most risk management strategies currently 

applied in Islamic banks are adopted from conventional banks—because Islamic banks experience 

significant difficulties in developing their own unique methods for reducing risk within the 

restrictions placed on their behavior by Shari’ah. 

Chapter 3 focused on the history of Saudi Arabia’s banking industry while also discussing its 

performance. The chapter revealed that Saudi Arabia’s banking system remains a relatively small 

enterprise despite its substantial impact on other industries in the country. Domestic banking in 

Saudi Arabia initially began during the 1960s with two conventional financial institutions. The 

country’s first Islamic bank only commenced operations towards the end of the 1970s. Saudi 

Arabia’s banks have since successfully overcome numerous challenges and have subsequently 

developed into secure, strong, and well-capitalized organizations, despite a sometimes unstable 

global banking environment. In the future, Saudi Arabia’s rapidly growing population and its 

demand for banking products and services and the substantial increase in private sector financial 

transactions will continue to drive progress in the banking industry. 

Chapter 4 reviewed existing research on risk management practices in both Islamic and 

conventional banking. The findings suggested that there are major differences between Islamic 
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and conventional financial institutions in terms of the utilization of market Value-at-Risk (VaR), 

stress testing results, credit risk mitigation methods, and operational risk management tools. 

Because risk management operations generally are still relatively new to many Islamic banks, they 

do not extensively use these tools relative to their conventional counterparts. Furthermore, Islamic 

bank employees are not often equipped with the necessary expertise to utilize many risk 

management tools, even without the constraints placed upon their use by Shari’ah. For example, 

the presence of IT professionals who have expertise in the field of risk analytics or IT systems and 

are able to adapt to an Islamic style of risk management is often lacking. Therefore, more 

experienced human resources are required. Greater product development and innovation is also 

necessary for Islamic banks to improve the efficiency of their risk management practices. 

Chapter 5 empirically investigated the risk and performance of Islamic and conventional banks in 

Saudi Arabia. The chapter focused on the primary risks of credit, liquidity and operational risks, 

specifying them as explained variables in a regression-based approach. Nonparametric Mann– 

Whitney test revealed that there are no statistically significant differences between Islamic and 

conventional banking with regards to operational risk. Therefore, the hypothesis that Islamic 

financial institutions are less exposed to operational risks was rejected. The hypothesis that Islamic 

banks were less exposed to liquidity risk than conventional banks was also rejected. However, the 

hypothesis that banks which employ Islamic financial instruments have less exposure to credit 

risks than banks with conventional financial instruments was accepted. These differences in risk 

management practices, result in conventional banks in Saudi Arabia having a greater return on 

equity than Islamic banks, leading to better performance in conventional banks. 

Chapter 6 detailed the questionnaire design, administration methodology, data collection 

procedures, and the rate of anticipated responses for the questionnaire used to identify specific risk 

management practices in both Islamic and conventional banking in Saudi Arabia. The results 

indicated that risk assessment and analysis (RAA) and risk monitoring (RM) were the most 

important or influential variables in risk management practices for credit, liquidity and operational 

risk, thereby suggesting that Islamic and conventional banks in Saudi Arabia are required to focus 

more upon risk assessment and analysis as well as risk monitoring. The most important variable 

in liquidity risk management practices was the comprehension of risk and risk management 

(URM). On this basis, the thesis concluded that Islamic banks were relatively more efficient in 
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terms of credit risk and liquidity risk management practices, whereas conventional banks were 

relatively more efficient in terms of operational risk management practices. 

 

 
7.2 Research contribution 

The fact that the sustainability of a bank relies on its ability to proactively expect and prepare for 

possible changes instead of waiting for the change to occur before reacting to it underscores the 

practice of risk management. However, the goal of risk management is not to prevent an institution 

from taking any risks, rather to ensure that any risk is taken with full awareness of the implications 

and comprehension of the effects so that they can be measured and alleviated. Risk management 

also prohibits an organization from suffering intolerable losses which may have a negative impact 

on its competitive position or even viability. Saudi Arabia’s banks are currently aiming to improve 

their levels of risk management under the guidance of the Department of Risk Management. 

Therefore, this thesis provides timely input into efficient decision-making by bank risk 

management departments (Saudi Arabian Monetary Agency, 2012). 

This research adds value to the extant literature in several other ways. First, it is the first analysis 

known to specifically examine risk management practices by both Islamic and conventional banks 

in Saudi Arabia, not least given its specific focus on the three primary areas of operational, credit 

and liquidity risk. The analytical framework employed also provides a detailed critique of work 

identifying the most serious risks facing the financial industry, whether deposit-taking, contractual 

savings, or wealth management companies, or others, and how to assess, analyze, and monitor 

these risks. The thesis also provides a guide for bank decision-makers in identifying the 

weaknesses of employees in the risk management department and offer them training in important 

skills. 

Furthermore, this thesis provides decision-makers with a better vision of the role and functions of 

risk management department employees and their needs, especially in Saudi Arabian banks, and 

helps the enactment of clear regulations that assist risk department supervisors in identifying the 

right approach for different types of risks. Lastly, the results of this thesis are informative and 

helpful in myriad ways for a multitude of stakeholders in Saudi Arabia, including policy makers, 

regulators, the central bank, the government, and bank managers. These findings are also pertinent 
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to banking systems elsewhere in the developing world, including those with and without dual- 

banking systems incorporating Islamic banks. 

 

 
7.3 Research limitations 

Although this study contributed substantially towards risk management practices and its effects in 

Islamic and conventional banking, it does have some limitations. First, some of the results rely on 

participant self-reporting which may not reflect the changing situation of credit, liquidity and 

operational risks over time. The cross-sectional data may also be affected by the participant's 

experience of any proceedings that have occurred in the past or by their psychological state at the 

time of filling out the survey. Second, the data has been gathered from the context of a single 

country, namely, Saudi Arabia. This made it easier to gather together the relevant data as well as 

control for heterogeneity when including other national banking systems. However, this 

necessarily limits the generalizability of the findings. Third, only the risk management practices 

of banks with respect to credit, liquidity and operational risks were explored. The thesis did not 

explore all possible risks associated with Islamic and conventional banking. Therefore, the 

research is limited in terms of the generalization of these results in relation to marketing, 

administration, and other risks, especially Shari’ah compliance risks as they relate uniquely to 

Islamic banks. 

Lastly, one of the major limitations of the research is the likely bias of survey participants. For 

every type of research, there is the possibility that the responses provided by the participants when 

completing a survey may not be entirely accurate; this study is no exception. As the participants 

were directly questioned and the questions posed were related to risk management practices, the 

researchers believes that the answers given were honest and truthful and accurately reflected the 

knowledge of participants. However, there is no guarantee. 

 

 

7.4 Research implications 

This study contributes to the research field in both practical and theoretical ways. Theoretically, 

findings support the stakeholder theory, which postulates that a bank is usually an institution that 

deals with several users who are the major stakeholders. In this regard, there is need for the banks 



Chapter 7 Conclusion 

182 

 

 

to adopt good risk management practices through disclosure of their performance and 

transparency. Several studies have shown that adoption of very good risk management practices 

can greatly enhance the bank’s valuation. Consequently, investors are more willing to invest in 

banks that have strong risk management strategies, because such management capabilities are 

associated with high stock yields. This assertion is exhaustively covered by the stakeholder theory 

where the banks are required to disclose relevant information that will enable the stakeholders to 

make informed decisions. 

Practically, this thesis provides valuable information to regulators to make decisions. The findings 

are also very important because they can help banks develop and tailor their products to fit the 

market. As a result, the regulators will help the banks reach high standards of credit, operation, 

and liquidity risk management. These strategies will be particularly useful for Islamic banks, 

which need to grow in size as well as compete effectively in this competitive banking industry. 

The function of the central bank in ensuring financial stability is critical. This is because the 

financial landscape is quickly evolving and as such, stability in the sector is crucial—and is known 

to be dependent on effective risk management practices. The Saudi Arabia Monetary Agency must 

exhibit appropriate responses in its supervisory role by utilizing both the market-oriented and 

prescriptive approaches to ensure the existence of a strong foundation for effective risk 

management practices in Saudi Arabian banks. Moreover, the Saudi Arabia Monetary Agency 

should also be proactive in recommending the latest innovations to help banks operate effectively. 

Lastly, the findings of this study will help stakeholders assess the current risk management 

practices within the Islamic and conventional banks in Saudi Arabia. This can effectively inform 

their decision-making processes regarding their investments and future investing. 

 

 
7.5 Future research 

This thesis addressed various aspects of credit, liquidity and operational risk management 

practices. However, other important risks, including market risk, foreign risk, and compliance risk 

management were not addressed. These types of risks should be covered in future studies of the 

Saudi Arabian banking industry. Future research could also employ a three-step approach when 

analyzing the risk management practices of Islamic and conventional banks by including 
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structured alongside the survey questionnaire and analyses of financial data. This would help to 

better gauge the current level of risk management practices in Islamic and conventional banks in 

Saudi Arabia, while allowing the researcher to investigate some aspects of bank risk management 

practice in greater depth and detail. Finally, the methods employed in the thesis could easily be 

extended to other developed and developing countries. This will allow collection of data from 

different contexts given that risk management practices are very much affected by factors like 

competition, regulation, and general economic conditions. 



184 

References 
 

 

References 

 

 
AAOIFI. (2004). Accounting, Auditing & Governance Standards for Islamic Financial Institutions, 

Shari’ah Standards for Financial Institutions in Bahrain. Accounting and Auditing 

Organization of Islamic Finance Institutions. 

AAOFI. (2005). Governance Standards for IFIs. No 1-5. Bahrain AAOIFI. 

Abalkhail, M. A. (1999). Financing Small Firms in Saudi Arabia: A study of Informal Investors' 

Characteristics and Decision-Making Behaviour. (Doctor of Philosophy), Loughborough 

University 

Abbas, Q., & Yaqoob, S. (2009). Effect of Leadership Development on Employee Performance in 

Pakistan. Pakistan Economic and Social Review, 47(2), 269-292. 

Abdelrahim, K. E. (2013). Effectiveness of Credit Risk Management of Saudi Banks in the Light of 

Global Financial Crisis. A Qualitative Study Asian Transactions on Basic and Applied 

Sciences, 3(2), 73-91. 

Abdullah, M., Shahimi, S., & Ismail, A. G. (2011). Operational risk in Islamic banks: examination of 

issues. Qualitative Research in Financial Markets, 3(2), 131-151. 

Abedifar, P., Molyneux, P., & Tarazi, A. (2013). Risk in Islamic banking. Review of Finance, 17(6), 

2035-2096. 

Abu Loghod, H. (2007). Do Islamic Banks Perform Better than Conventional Banks? Evidence from 

Gulf Cooperation Council countries. Retrieved March 3, 2016 from: 

www.arabapi.org/jodep/products/delivery/wps1011.pdf. 

Abuazoum, A. A. A., Azizan, N., & Ahmad, N. (2013). Knowledge Sharing for the Islamic Banking 

Sector in Malaysia International Journal of Computer and Communication Engineering, 2(3), 

6. 

Abul-Rahman, Y. (2005). Islamic Instruments for Managing Liquidity. International Journal of 

Islamic Financial Services, 1(1), 34-46. 

http://www.arab-api.org/jodep/products/delivery/wps1011


185 

References 
 

 

Abusaaq, H., Alfi, A., Algahtani, G., Alsadoun, N., Callen, T., Khandelwal, P., Shbaikat, G. (2015). 

Saudi Arabia Selected Issues. Retrieved from IMF Country Report No. 15/286 

https://www.imf.org/external/pubs/cat/longres.aspx?sk=43343.0 

Afande, F. O. (2014). Credit Risk Management Practices of Commercial Banks in Kenya. European 

Journal of Business and Management, 34(6), 21-61. 

Agha, S. E. U., & Sabirzyanov, R. (2015). Risk Management in Islamic Finance: An Analysis from 

Objectives of Shari'ah Perspective. International Journal of Business, Economics and Law, 

7(3), 7. 

Ahmad, H., & Ahmad, H. (2004). Key Factors Influencing Credit Risk of Islamic Bank: A Malaysian 

Case. Proceedings of the National Seminars in Islamic Banking & Finance (iBAF) 2004. 

Malaysia: Intel Multimedia and Publications. 

Ahmad, N. H. (2003). Credit Risk Determinants: By Institutional Type. Proceedings of Malaysian 

Finance Association Conference. 

Ahmad, N. H., & Ariff, M. (2007). Multi-country study of bank credit risk determinants. 

International Journal of Banking and Finance, 5(1), 135-152. 

Ahmed, E., & Mahmoud, N. (2014). Factors Affecting Risk Management Practices and Financial 

Performance of Iraqi Private Banks. Middle East Journal of Scientific Research, 22(7), 971- 

977. 

Ahmed, F., & Malik, Q. A. (2015). Credit Risk Management and Loan Performance: Empirical 

Investigation of Micro Finance Banks of Pakistan. International Journal of Economics and 

Financial, 5(2), 574-579. 

Ahmed, N., Akhtar, M. F., & Usman, M. (2011). Risk Management Practices and Islamic Banks: An 

Empirical Investigation from Pakistan Interdisciplinary. Journal of Research in Business, 1(6). 

Akhtar, F., Ali, K., & Sadaqat, S. (2011). Factors Influencing the Profitability of Islamic Banks of 

Pakistan. International Research Journal of Finance and Economics, 66, 125-132. 

Akkizidis, I., & Kumar, S. K. (2008). Financial Risk Management for Islamic Banking and Finance 

(1st ed.). UK: Hampshire: Palgrave Macmillan 

http://www.imf.org/external/pubs/cat/longres.aspx?sk=43343.0


186 

References 
 

 

Al-Ajmi, J., Hussain, A., & Al-Saleh, N. (2009). Clients of conventional and Islamic banks in Bahrain 

How they choose which bank to patronize. International Journal of Social Economics, 

36(11), 1086-1112. 

Al-Maghzom, A. (2016). The Determinants and Consequences of Risk Disclosure in Saudi Banks. 

(Doctor of Philosophy in the School of Business), University of Gloucestershire. 

Al-Tamimi, H. (2002). Risk management practices: an empirical analysis of the UAE commercial 

banks. Finance India, 16(3), 1045-1057. 

Al-Tamimi, H., & Al-Mazrooei, M. (2007). Banks’ Risk Management: A Comparison Study of UAE 

National and Foreign Banks. The Journal of Risk Finance, 8(4), 394-409. 

Al-Wesabi, H., & Ahmad, N. (2013). Credit risk of Islamic banks in GCC countries International 

Journal of Banking and Finance, 10(2), 98-112. 

Al-Zomaia, T. S. F. (2004). Measuring Integrated Market and Credit Risk in Bank Portfolios: An 

Application to Commercial Banks in Saudi Arabia. (Doctor of Philosophy), The George 

Washington University. 

Al Rajhi Capital. (2015). Saudi Mortgage law. Retrieved from 

http://www.alrajhicapital.com/en/research/Pages/investresearch.aspx 

Alam, M. Z., & Masukujjaman, M. (2011). Risk Management Practices: A Critical Diagnosis of 

Some Selected Commercial Banks in Bangladesh. Journal of Business and Technology 

(Dhaka), VI(01), 15-35. 

Albilad Capital. (2015). Saudi Banking Sector Q1 2015 Retrieved from 

http://www.albiladcapital.com/en/research/Pages/default.aspx 

Alghfais, M. (2017). A Comparative Study between Islamic and Conventional Banks-The case of 

Saudi Arabia: A Binary Logistic Regression Approach. Retrieved from SAMA Working Paper 

http://www.sama.gov.sa/en-US/EconomicResearch/WorkingPapers/AComparativeStudy 

between Islamic and conventional Banks A Binary Logistic.pdf 

Ali, H. A., & Naysary, B. (2014). Risk Management Practices in Islamic Banks in Kuwait. Journal of 

Islamic Banking and Finance, 2(1), 25. 

Ali, S. S. (2013). State of Liquidity Management in Islamic Financial Institutions. Islamic Economic 

Studies. 21(1), 63-98. Available at SSRN: https://ssrn.com/abstract=3127329 

http://www.alrajhi-capital.com/en/research/Pages/investresearch.aspx
http://www.albilad-capital.com/en/research/Pages/default.aspx
http://www.sama.gov.sa/en-US/EconomicResearch/WorkingPapers/AComparativeStudy


187 

References 
 

 

AlJazira Capital. (2015). Saudi Banking Sector. Retrieved from 

http://www.aljaziracapital.com.sa/report_file/ess/SEC-204.pdf 

Allen, L., & Bali, T. G. (2007). Cyclicality in catastrophic and operational risk measurements. 

Journal of Banking & Finance, 31, 1191-1235. 

Alshogeathri, M. A. (2011). Macroeconomic Determinants of the Stock Market Movements: 

Empirical Evidence from the Saudi Stock Market. (Doctor of Philosophy), Kansas State 

University. 

Altman, E. I., & Saunders, A. (1998). Credit risk measurement: Developments over the last 20 

years. Journal of Banking & Finance, 21, 1721-1742. 

Anam, S., Hasan, B., Huda, E., Uddin, A., & Hossain, M. (2012). Liquidity Risk Management: A 

Comparative Study Between Conventional and Islamic banks of Bangladesh. Research 

Journal of Economics, Business and ICT, 5(1), 1-5. 

Angbazo, L. (1997). Commercial Bank Net Interest Margins, Default Risk, Interest Rate Risk, and 

Off- Balance Sheet Banking. Journal of Banking and Finance, 21(1), 55-87. 

Apanga, M. A. N., Appiah, K. O., & Arthur, J. (2016). Credit risk management of Ghanaian listed 

banks. International Journal of Law and Management, 58(2), 162-178. 

Archer, S., & Haron, A. (2007). Operational Risk Exposures of Islamic Banks. Chichester: John 

Wiley & Sons (Asia) Pte Ltd: Islamic Finance: The Regulatory Challenge. 

Archer, S., & Karim, R. A. A. (2013). Operational Risk Exposures of Islamic Banks (pp. 133-152). 

Singapore: John Wiley & Sons Singapore Pte. Ltd. 

Ariffin , M., & Kassim , H. (2011). Risk Management Practices and Financial Performance of Islamic 

Banks. Paper presented at the Malaysian Evidence Paper presented at the 8th International 

Conference on Islamic Economics and Finance. National Convention Center, Qatar. 

Available at http://conference.qfis.edu.qa/app/media/271. 

Ariffin, N. M., Archer, S., & Karim, R. A. A. (2009). Risks in Islamic banks: Evidence from empirical 

research. Journal of Banking Regulation, 10(2), 153-163. 

Arora, A. (2012). The Impact of Size on Credit Risk Management Strategies in Commercial Banks: 

Empirical Evidence from India. IUP Journal of Financial Risk Management, 9(3), 24-44. 

http://www.aljaziracapital.com.sa/report_file/ess/SEC
http://www.aljaziracapital.com.sa/report_file/ess/SEC
http://conference.qfis.edu.qa/app/media/271
http://conference.qfis.edu.qa/app/media/271


188 

References 
 

 

Arora, R., & Singh, A. (2014). Problems and Obstacles in Credit Risk Management in Indian Sector 

Banks. Annals of the University of Petroşani, Economics, 14(1), 353-362. 

Bagh, T., khan, M. A., & Razzaq, S. (2017). The Underlying Impact of Risk Management Practices 

on Banks Financial Performance: An Empirical Analysis on Financial Sector of Pakistan. 

International Journal of Research in Business Studies and Management, 4(7), 10-23. 

Balasan, A. P. (2014). Management Practices of the Banking Industry in the Kingdom of Bahrain. 

International Journal of Technology Enhancement and Emerging Engineering Research, 

2(9), 10. 

Baltagi, B. (2005). Econometric analysis of panel data. Wiley, Chichester. 

Bangia , A., Diebold , F., Schuermann , T., & Stroughair , J. (1999). Modeling liquidity risk with 

implications for traditional market risk measurement and management. Journal of Risk, 32- 

36. 

Bashir, A.-H. M. (2003). Determinants of Profitability in Islamic Banks: some Evidence from the 

Middle East. Islamic Economic Studies, 11(1). 

BCBS. (2002). Sound Practices for the Management and Supervision of Operational Risk. Available 

at <URL:http://www.bis.org> Access date May 5, 2016. 

BCBS. (2006). International Convergence of Capital Measurement and Capital Standards: A 

Revised Framework, Comprehensive Version, Bank for International Settlements. Available 

at <http://www.bis.org/publ/bcbs128.htm> Access date March 5, 2016. 

BCBS. (2008). International framework for liquidity risk measurement. standards and monitoring. 

Basel, Switzerland. Available at <http://www.bis.org/publ/bcbs188.pdf> Access date 

March 5, 2016. 

BCBS. (2009). Strengthening the Resilience of the Banking Sector. Available at 

<http://www.bis.org/publ/bcbs164.pdf> Access date March 5, 2016. 

BCBS. (2009b). The Globalisation of Value Chains and Industrial Transformation in the UK. 

Available at <http://www.berr.gov.uk/files/file50584.pdf > Access date March 5, 2016. 

BCBS. (2010). Basel III: International framework for liquidity risk measurement, standards and 

monitoring. Available at <http://www.bis.org/publ/bcbs188.pdf> Access date March 5, 

2016. 

http://www.bis.org/
http://www.bis.org/
http://www.bis.org/publ/bcbs128.htm
http://www.bis.org/publ/bcbs128.htm
http://www.bis.org/publ/bcbs188.pdf
http://www.bis.org/publ/bcbs188.pdf
http://www.bis.org/publ/bcbs164.pdf
http://www.bis.org/publ/bcbs164.pdf
http://www.bis.org/publ/bcbs164.pdf
http://www.berr.gov.uk/files/file50584.pdf
http://www.bis.org/publ/bcbs188.pdf
http://www.bis.org/publ/bcbs188.pdf


189 

References 
 

 

Berger, A. N., & DeYoung, R. (1997). Problem loans and cost efficiency in commercial banks. 

Journal of Banking and Finance, 21, 849-870. 

Berger, N., & Bouwman, C. (2009). Bank liquidity creation. Review of Financial Studies, 22(9), 

3779-3837. 

Berkowitz, J. (2000). Incorporating liquidity risk into VAR models. Irvine, CA: University of 

California. 

Blacker, K. (2000). Mitigating Operational Risk in British Retail Banks. Risk Management, 2(3), 23- 

33. 

Boumediene, A. (2011). Is Credit Risk Really Higher in Islamic Banks? The Journal of Credit Risk, 

7(3). 

Breusch, T., & Pagan, A. (1979). A Simple Test of Heteroskedasticity and Random Coefficient 

Variation. Econometrica, 47, 1287-1294. 

Caldwell, J. (2012), A Framework for Board Oversight of Enterprise Risk, Chartered Professional 

Accountants. 

Chapelle, A., Crama, Y., Hubner, G., & Peters, J. P. (2008). Practical methods for measuring and 

managing operational risk in the financial sector: A clinical study. Journal of Banking & 

Finance, 32, 1049-1061. 

Chen, K., & Pan, C. (2012). An Empirical Study of Credit Risk Efficiency of Banking Industry in 

Taiwan. Web Journal of Chinese Management Review, 15(1), 1-16. 

Chernobai, A., Jorion, P., & Yu, F. (2011). The determinants of operational risk in U.S. financial 

institutions. Journal of Financial and Quantitative Analysis, 46, 1683-1725. 

Chernobai, A. S., Rachev, S. T., & Fabozzi, F. J. (2008). Operational Risk: A Guide to Basel II Capital 

Requirements, Models, and Analysis. Wiley. 

Chorafas, D. N. (2004). Operational Risk Control with Basel II: Basic Principles and Capital 

Requirements. Oxford: Elsevier Butterworth-Heinemann. 

Chusaini, A., & Ismal, R. (2013). Credit Risk Management in Indonesian Islamic Banking. Afro 

Eurasian Studies, 2(1&2), 41-55. 

Chutia, R. (2013). Operational Risk Management in Banking Sector: An overview. Indian Journal 

of Applied Research, 3(1), 6-8. 



References 

190 

 

 

Corentt, M. M., & Tehranian, H. (1992). Changes in corporate performance associated with bank 

acquisitions. Journal of Financial Economics, 31, 211-234. 

Daniel, H. (2011). Operational risk of banks and firm size. (PhD), Corvinus University of Budapest. 

Drzik, J. (2005). New Directions in Risk Management. Journal of Financial Econometrics, 3(1), 26- 

36. 

Dusuki, A. W. (2010). Commodity Murabahah Programme (CMP): An Innovative Approach to 

Liquidity Management. Journal of Islamic Banking and Finance, 3(1). 

End, J. (2009). Liquidity Stress-Tester: A Model for Stress-testing Banks’ Liquidity Risk. CESifo 

Economic Studies, 1(56), 1-32. 

Engida, B. B. (2015). Determinants of Banks Liquidity and their Impact on Profitability: Evidenced 

from eight commercial banks in Ethiopia (Master of Science in Accounting and Finance), 

University Addis Ababa, Ethiopia 

Fatemi, A., & Fooladi, I. (2006). Credit risk management: a survey of practices. Managerial 

Finance, 32(3), 227-233. 

Fight, A. (2004). Credit Risk Management (1 ed.). Elsevier Science. 

Financial Stability Board. (2015). Peer Review of Saudi Arabia. Retrieved from 

http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf 

Frosdick, S. (1997). The techniques of risk analysis are insufficient in themsleves. Disaster 

Prevention and Management Disaster Prevention and Management, 6(3), 165 - 177. 

Funso, K. T., Kolade, A. R., & Ojo, O. M. (2012). Cridet Risk and Commercial Banks' Performance 

in Nigeria: A Panel Model Approach. Australian Journal of Business and Management 

Research, 2(2), 31-38. 

Gabbi, G. (2004). Measuring Liquidity Risk in a Banking Management Framework. Journal of 

Managerial Finance, 30(5), 44-58. 

Gallati, R. (2003). Risk management and capital adequacy. New York: McGraw-Hill. 

Ghenimi, A., & Omri, M. A. B. (2015). Liquidity Risk Management: A Comparative Study between 

Islamic and Conventional Banks. Journal of Business Management and Economics, 3(6), 25- 

30. 

http://www.fsb.org/wp
http://www.fsb.org/wp
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf
http://www.fsb.org/wp-content/uploads/Saudi-Arabia-peer-review-report.pdf


References 

191 

 

 

Goh, C. S., Abdul-Rahman, H., & Samad, Z. A. (2013). Applying Risk Management workshop for a 

public construction project: Case Study. ASCE Journal of Construction Engineering and 

Management, 139(5), 572-580. 

Gomes, T., & Khan, N. (2011). Strengthening Bank Management of Liquidity Risk: The Basel III 

Liquidity Standards. Financial System Review, Retrieved March 5, 2016 from: 

http://search.ebscohost.com/login.aspx?direct=true&db=bth&AN=71046303&site=ehos 

t-live, 35-42. 

Greenbaum, S., & Thakor, A.V. (1995). Contemporary financial intermediation. Dryden Press, Fort 

Worth, TX. 

Greene, W. H. (2008). Econometric Analysis. 6th ed. Upper Saddle River, NJ: Prentice Hall. 

Greuning, H., & Bratanovic, S. B. (2003). Analyzing banking risk: A framework for assessing 

corporate governance and risk management. (2ed.). Washington, DC: The World Bank. 

Greuning, H. V., & Bratanovic, S. B. (2009). Analyzing and Managing Banking Risk: A Framework 

for Assessing Corporate Governance and Financial Risk. (3ed.). Washington, D.C, The World 

Bank. 

Greuning, H. v., & Iqbal, Z. (2009). Risk analysis for Islamic Banks. J.KAU: Islamic Economics, 22(1), 

81-88. 

Gujarati, D. N., & Porter, D. C. (2009). Basic econometrics. Boston: McGraw-Hill Irwin. 

Gupton, G. M., Finger, C. C., & Bhatia, M. (1997). CreditMetrics™- Technical Document. New York: 

J.P. Morgan & Co. Incorporated. 

Hadjiemmanuil, C. (2003). Legal Risk and Fraud: Capital Charges, Control and Insurance (C. 

Alexander Ed.): London: Pearson Education Limited. 

Hakim, S., & Neami, S. (2001). Performance and Credit Risk in Banking: A Comparative Study of 

Egypt and Lebanon. ERF Working Paper Series, Working Paper 0137, Available at 

http://www.erf.org.eg/CMS/uploads/pdf/0137.pdf. 

Halili, K., & Jenkins, H. (2010). Risk Management Practices of Commercial banks in the Absence 

of Political Settlement in North Cyprus. Banking and Finance Letters, 2(3), 19. 

Hanif, M. (2011). Differences and Similarities in Islamic and Conventional Banking. International 

Journal of Business and Social Science, 2(2), 166-175. 

http://search.ebscohost.com/login.aspx?direct=true&amp;db=bth&amp;AN=71046303&amp;site=ehos
http://search.ebscohost.com/login.aspx?direct=true&amp;db=bth&amp;AN=71046303&amp;site=ehost-live
http://search.ebscohost.com/login.aspx?direct=true&amp;db=bth&amp;AN=71046303&amp;site=ehost-live
http://search.ebscohost.com/login.aspx?direct=true&amp;db=bth&amp;AN=71046303&amp;site=ehost-live
http://search.ebscohost.com/login.aspx?direct=true&amp;db=bth&amp;AN=71046303&amp;site=ehost-live
http://www.erf.org.eg/CMS/uploads/pdf/0137.pdf
http://www.erf.org.eg/CMS/uploads/pdf/0137.pdf


References 

192 

 

 

Hassan, A. (2009). Risk management practices of Islamic banks of Brunei Darussalam. The Journal 

of Risk Finance, 10(1), 23-37. 

Hassan, K., & Bashir, A. M. (2002). Determinant of Islamic Banking Profitability. Paper presented 

at the Economic Research Forum (ERF) 10th Annual Conference, Marrakesh, Morocco, 1618 

December. 

Hassan, K., & Dicle, M. F. (2005). Basel II and Regulatory Framework for Islamic Banks. Journal of 

Islamic Economics, Banking and Finance, 1(1). 

Hassan, K., & Lewis, M. (2007). Handbook of Islamic banking. Cheltenham, UK: Edward Elgar. 

Hassan, K., & Samad, A. (1999). The Performance of Malaysian Islamic banks during 1984-1997: 

An Exploratory Study. International Journal of Islamic Financial Services, 1(3). 

Helbok, G., & Wagner, C. (2006). Determinants Of Operational Risk Reporting in the Banking 

Industry. Working paper, Available at: http://www.papers.ssrn.com/ 

Henry, C. (1999). Guest editor’s introduction. Thunderbird International Business Review, 41, 

357368. 

Hidayat, E., Al-Khalifa, D., & Aryasantana, P. (2012). A Survey on the Level of Effectiveness of 

Liquidity Risk Management of Islamic Banks in Bahrain. International Research Journal of 

Finance and Economics, 91, 39-46. 

Hossain, R. (2005). Integrated Operational Risk Management. Jeddah: Islamic Financial 

Architecture: Risk Management and Financial Stability. 

How, J., Abdul Kaim, M., & Verchoeven, P. (2005). Islamic Financing and Bank Risks: The Case of 

Malaysia. Thunderbird International Business Review, 47(1), 75-94. 

Hsiao, C. (2003). Analysis of Panel Data. Second Edition, Cambridge University Press. Cambridge. 

Hussain, H. A., & Al‐Ajmi, J. (2012). Risk management practices of conventional and Islamic banks 

in Bahrain. The Journal of Risk Finance, 13(3), 215 - 239. 

Hussein, A. H. A., & Faris, M. A. (2007). Banks' risk management: a comparison study of UAE 

national and foreign banks. Journal of Risk Finance, 8(4), 394-409. 

Hydari, M., & Abdoli, M. (2015). The Effect of Credit Risk Management and Capital Adequacy on 

Financial Performance of Business Banks. Indian Journal of Science and Technology, 8(S8), 

196-200. 

http://www.papers.ssrn.com/


References 

193 

 

 

Hylmun, I. (2010). Identifying Operational Risk Exposures in Islamic Banking. Kyoto Bulletin of 

Islamic Area Studies, 3(2), 17-53. 

Ibrahim, Z. (2013). Liquidity Risk Management: A Comparative Study between Saudi and 

Jordanian Banks. Interdisciplinary Journal of Research in Business, 3(2), 1-10. 

IFSB. (2016). The Islamic Financial Services Board. Retrieved March 3, 2018, from: 

http://www.ifsb.org/docs/IFSB%20Islamic%20Financial%20Services%20Industry%2 

0Stability%20Report%202015_final.pdf. 

Imane, Y. (2015). Risk Management Practices and Financial Performance in Jordan: Empirical 

Evidence from Islamic Banks International Shar'iah Research Academy for Islamic Finance, 

Available at, http://www.kantakji.com/risk-management/risk-management-practicesand- 

financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfiimane- 

assistant-professor-at-setif-university.aspx, 1-24. 

Institute of Islamic Banking and Insurance. (1990). Glossary of Financial Terms. Retrieved October 

3, 2016, from : http://www.islamic-banking.com/glossary_M.aspx. 

Iqbal, Z., & Mirakhor, A. (2007). An Introduction to Islamic Finance: Theory and Practice: 

Chichester: John Wiley & Sons, Inc. 

Islamic Financial Service Board (IFSB). (2005). Guiding Principles of Risk Management for 

Institutions (Other than Insurance Institutions) Offering Only Islamic Financial Services. 

Retrieved from: https://ifsb.org/standard/ifsb1.pdf. 

Islamic Financial Service Board (IFSB). (2008). Issues in Strengthening Liquidity Management of 

Institutions Offering Islamic Financial Services: The Development of Islamic Money Markets. 

Retrieved from: https://www.ifsb.org/docs/David_Vicary_IFSF_paper_FINAL.pdf. 

Islamic Financial Services Board. (2007). Guidance on Key Elements in the Supervisory Review 

Process of Institutions Offering Only Islamic Financial Services (Excluding Islamic Insurance 

(Takaful) Institutions and Islamic Mutual Funds). Retrieved April 14, 2016 from 

<http://www.ifsb.org>. 

Ismail, R., Rahman, A., & Ahmad, N. (2013). Risk Management Disclosure In Malaysian Islamic 

Financial Institutions: Pre- And Post-Financial Crisis The Journal of Applied Business 

Research, 29(2), 419-432. 

http://www.ifsb.org/docs/IFSB%20Islamic%20Financial%20Services%20Industry%252
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.kantakji.com/risk-management/risk-management-practices-and-financial-performance-in-jordan-empirical-evidence-from-islamic-banks-yousfi-imane-assistant-professor-at-setif-university.aspx
http://www.islamic-banking.com/glossary_M.aspx
http://www.islamic-banking.com/glossary_M.aspx
http://www.islamic-banking.com/glossary_M.aspx
http://www.ifsb.org/docs/David_Vicary_IFSF_paper_FINAL.pdf
http://www.ifsb.org/
http://www.ifsb.org/
http://www.ifsb.org/


References 

194 

 

 

Ismail, T. H. (2014) Board Involvement in Risk Management Practices: Evidence from Saudi Arabia 

Banks. In: Dincer H., Hacioglu Ü. (eds) Globalization of Financial Institutions. Springer, 

Cham. 

Ismal, R. (2008). Shariah Issues in liquidity Risk Management: A Survey. Review of Islamic 

Economics, 12(2), 45-67. 

Ismal, R. (2010). The Management of Liquidity Risk in Islamic Banks: The Case of Indonesia. 

(Doctor of Philosophy), Durham, UK. 

Izhar, H., & Asutay, M. (2010). A Theoretical Analysis of the Operational Risk Framework in Islamic 

Banks. IIUM Journal of Economics and Management by the International Islamic University 

Malaysia, 18(1), 73-113. 

Jackson-Moore, E. (2007). Measuring Operational Risk, in Islamic Finance: The Regulatory 

Challenge (S. A. a. R. A. A. Karim Ed.). 2 Clementi Loop Singapore: John Wiley & Sons (Asia) 

Pte Ltd. 

Jacobson, T., Jesper, L., & Kasper, R. (2006). Internal Ratings Systems, Implied Credit Risk and the 

Consistency of Banks Risk Classification Policies. Journal of Banking and Finance, 30, 1899- 

1926. 

Jarrow, R. A., & Protter, P. (2004). Structural Versus Reduce from Models: A new Information 

Based Perspective. Journal of Investment Management, 2(2), 1-10. 

Jarrow, R. A., & Turnbull, S. M. (2000). The intersection of market and credit risk. Journal of 

Banking & Finance, 24(1-2), 271-299. 

Jeddah Champer. (2015). Saudi Arabian Banking Sector Report. Retrieved from 

http://www.jeg.org.sa/data/modules/contents/uploads/infopdf/2792.pdf 

Kablan, S., & Yous, O. (2011). Efficiency of Islamic and conventional banks in countries with Islamic 

banking. Germany: University Library of Munich. 

Kadar, G. S. A., Wanke, P., & Azad, A. K. (2017). Bank efficiency in Saudi Arabia: examining the 

impact of the global financial crisis. The Central European Review of Economics and 

Management, 1(4), 69-86. 

Kader, J. M., Asarpota, A. J., & Al-Maghaireh, A. (2007). Comparative Financial Performance of 

Islamic Banks vis-à-vis Conventional Banks in the UAE. Paper presented at the Paper 

http://www.jeg.org.sa/data/modules/contents/uploads/infopdf/2792.pdf


References 

195 

 

 

presented at the Proceeding on Annual Student Research Symposium and the Chancellor’s 

Undergraduate Research Award. 

Kahf, M. (2005). Basel II: Implications for Islamic Banking. Paper presented at the International 

Conference on Islamic Economics and Banking, Jakarta. 

Kahf, M. (2006). Maqasid al Shari’ah in the Prohibition of Riba and their Implications for Modern 

Islamic Finance. Paper presented at the IIUM International Conference on Maqasid al 

Shari’ah. 

Kenny, D. A., Kaniskan, B., & McCoach, D. B. (2014). The performance of RMSEA in models with 

small degrees of freedom. Sociological Methods & Resarch, in press. 

Khalid, S., & Amjad, S. (2012). Risk management practices in Islamic banks of Pakistan. The Journal 

of Risk Finance, 13(2), 148-159. 

Khan, A. (2008). Modern Operational Risk Management. Retrieved May 18, 2016 from 

<http://www.kellogg.northwestern.edu/research/risk/risksummit/SamadKhan%20pape 

r%20Modern%20ORM.pdf> 

Khan, M., & Bhatti, I. (2008). Islamic banking and finance: on its way to globalization. Managerial 

Finance, 34(10), 708 - 725. 

Khan, T., & Ahmed, H. (2001). Risk Management: An Analysis of Issues in Islamic Financial 

Industry. Occasional Paper. King Fahd National Library Cataloging-in-Publication data. 

Khera, S. (2010). Human resource practices and their impact on employee productivity: A 

perceptual analysis of private, public and foreign bank employees in India. DSM Business 

Review, 2(1), pp. 65-86. 

Kithinji, A. M. (2010). Credit Risk Management and Profitability of Commercial Banks in Kenya. 

University of Nairobi, Nairobi. 

Klieve, H. M., Beamish, W., Bryer, F. K., Rebollo, R. E., Perrett, H. O., & Van Den Muyzenberg, J. 

(2010). Accessing practitioner expertise through online survey tool LimeSurvey. Knowledge 

in Technology Education, 2, 9-17. 

Koomson, A. (2011). Operational Risk Management and Competitive Advantage in the Ghanaian 

Banking Industry. (Master of Business Administration), Kwame Nkrumah University of 

Science and Technology. 

http://www.kellogg.northwestern.edu/research/risk/risksummit/SamadKhan%20paper%20Modern%20ORM.pdf
http://www.kellogg.northwestern.edu/research/risk/risksummit/SamadKhan%20paper%20Modern%20ORM.pdf
http://www.kellogg.northwestern.edu/research/risk/risksummit/SamadKhan%20paper%20Modern%20ORM.pdf
http://www.kellogg.northwestern.edu/research/risk/risksummit/SamadKhan%20paper%20Modern%20ORM.pdf


References 

196 

 

 

Kozarević, E., Nuhanović, S., & Nurikić, M. B. (2013). Comparative Analysis of Risk Management 

in Conventional and Islamic Banks: The Case of Bosnia and Herzegovina International 

Business Research, 6(5), 180-193. 

Kumah, S. P., & Sare, Y. A. (2010). Risk Management Practices among Commercial Banks in Ghana 

European Journal of Business and Management, 5(20), 8. 

Kumar, S. (2008). Islamic Banks: Operational Risk Dimension. Retrieved August 25, 2016 from 

Available at: http://www.irisunified.com/index.php/ger/publications/articles/operational 

_risk_in_islamic_banking> 

Lajili, K., & Zeghal, D. (2005). A Content Analysis of Risk Management Disclosures in Canadian 

Annual Reports. Canadian Journal of Administrative Sciences, 22(2), 125-142. 

Lewis, M. (2012). Applied Statistics for Economists. New York: Routledge (368). 

Lin, H. (2007). Knowledge Sharing and Firm Innovation Capability: An Empirical Study. 

International Journal of Manpower, 28(3), 17. 

MacCallum, R. C., Browne, M. W., & Sugawara, H. M. (1996). Power analysis and determination 

of sample size for covariance structure modelling. Psychological Methods, 1, 130-149. 

Mackie, F. (2010). Identifying operational risk management as a source of competitive advantage 

:a preliminary study of licensed banks in Hong Kong. (PhD), University of South Australia. 

Malik, M. S., Malik, A., & Mustafa, W. (2011). Controversies that make Islamic banking 

controversial: An analysis of issues and challenges. American Journal of Social and 

Management Sciences, 2(1). 

Mehra, Y. S. (2012). Operational Risk Management in Indian Banks: Issues and Challenges Indian. 

Journal of Economics & Business, 11(1), 25-40. 

Mejía, A. L., Aljabrin, S., Awad, R., Norat, M., & Song, I. (2014). Regulation and Supervision of 

Islamic Banks. International Monetary Fund, Working Paper. 

Mills, P. S., & Presley, J. R. (1999). Banks and banking; Religious aspects; Islam countries. New 

York: St. Martin's Press. 

Mirela-Anca, S.-G. (2013). The Operational Risk Management in Banking - Evolution of Concepts 

and Principles. Basel II Challenges Review of International Comparative Management 14(1), 

165-174. 

http://www.irisunified.com/index.php/ger/publications/articles/operational


References 

197 

 

 

Mohammad, S. (2013). Liquidity Risk Management in Islamic Banks: A Survey. Afro Eurasian 

Studies, 1(2), 215-230 

Mokni, R. B. S., Echchabi, A., Azouzi, D., & Rachdi, H. (2014). Risk management tools practiced in 

Islamic banks: evidence in MENA region Journal of Islamic. Accounting and Business 

Research, 5(1), 20. 

Moody’s Investors Service Inc. (2015). Moody's maintains stable outlook for Saudi Arabia's 

banking system. Retrieved from https://www.moodys.com/research/Moodys- 

maintainsstable-outlook-for-Saudi-Arabias-banking-system--PR_339117 

Muermann, A., & Oktem, U. (2002). The Near-Miss Management of Operational Risk. The Journal 

of Risk Finance, 4(1). 

Muljawan, D. (2005). A Design for Islamic Banking Rating System: An Integrated Approach. Paper 

presented at the 6th International Conference at Islamic Economics, Banking and Finance. 

Organised by Islamic Research and Training Institute, Islamic Development Bank, Bank 

Indonesia, and Ministry of Finance Republic of Indonesia. 

Murry, M. P. (2006). Econometrics: A Modern Introduction. London: Pearson Addison Wesley. 

Nazik, l., Tahir, H., Zeeshan, A., Mehak, A., & Misbah, K. (2014). Credit Risk Assessment and 

Management Practices in Islamic Banks of Pakistan: A Qualitative Approach. Developing 

Country Studies, 4(21), 16-20. 

Nazir, M. S., Daniel, A., & Nawaz, M. M. (2012). Risk Management Practices: A Comparison of 

Conventional and Islamic Banks in Pakistan. American Journal of Scientific Research (68), 

114-122. 

Ndoka, S., & Islami, M. (2016). The Impact of Credit Risk Management in the Profitability of 

Albanian Commercial Banks During the Period 2005-2015. European Journal of Sustainable 

Development, 5(3), 445-452 

Nocco, W., & Stulz, R. (2006). Enterprise risk management: Theory and practice. Ohio State 

University working paper. USA. Available at SSRN: http://ssrn.com/abstract=921402 or 

http://dx.doi.org/10.2139/ssrn.921402. 

http://www.moodys.com/research/Moodys-
http://ssrn.com/abstract%3D921402
http://dx.doi.org/10.2139/ssrn.921402


References 

198 

 

 

Norton, J. J. (1989). The Work of the Basel Supervisors Committee on Bank Capital Adequacy and 

the July 1988 Report on International Convergence of Capital Measurement and Capital 

Standard. Retrieved June 30, 2016 http://www.bis.org/publ/bcbs04a.pdf. 

OECD. (2006). Credit Risk and Credit Access in Asia. Retrieved from http://www.oecd.org/daf/ 

ca/corporategovernanceprinciples/creditriskandcreditaccessinasia.htm. OECD Publishing. 

Oluwagbemiga, O. E., Isaiah, O. O., & Esiemogie, I. P. (2016). The relationship between the risk 

management practices and financial performance of the Nigerian listed banks. Accounting 

and Management Information Systems, 15(3), 565-587. 

Onyekwelu, Lucy, U., & Nnenna, O. V. (2014). Financial Risk Management: A Review of the Role 

of the Central Bank of Nigeria. Research Journal of Finance and Accounting, 5(5). 

Packer, F., & Zhu, H. (2012). Loan loss provisioning practices of Asian banks. BIS Working Paper 

No. 375. Available at SSRN: http://ssrn.com/abstract=2038215 or http://dx.doi.org/ 

10.2139/ssrn.2038215 

Pagach, D. P., & Warr, R. S. (2007). An Empirical Investigation of the Characteristics of Firms 

Adopting Enterprise Risk Management. Retrieved From: http://papers.ssrn.com/sol3/ 

papers.cfm?abstract_id=1010200. 

Paldi, C. (2014). Capital Adequacy, Liquidity, and Risk: Is Islamic Banking Too Expensive? Journal 

of Finance and Bank Management, 2(2), 173-177. 

Park, S. (1997). Risk-taking behaviour of banks under regulation. Journal of Banking and Finance, 

21, 491-507. 

Philippas, D. T., & Siriopoulos, C. (2009). Influence of financial innovation to the validation of 

operational risk. Managerial Finance, 35(11), 940-947. 

Piesse, J., Strange, R., & Toonsi, F. (2012). Is there a Distinctive MENA Model of Corporate 

Governance? Journal of Management & Governance, 16(4), 645-681. 

Rahman, M. M., Rahman, M. A., & Azad, M. A. K. (2015). Risk Management Practices in Islamic 

and Conventional Banks of Bangladesh: A Comparative Analysis. Asian Social Science, 

11(18), 153-163. 

http://www.bis.org/publ/bcbs04a.pdf
http://www.oecd.org/daf/
http://ssrn.com/abstract%3D2038215
http://dx.doi.org/
http://papers.ssrn.com/sol3/


References 

199 

 

 

Ramady, M. A. (2009). Evolving banking regulation and supervision. A case study of the Saudi 

Arabian Monetary Agency (SAMA). International Journal of Islamic and Middle Eastern 

Finance and Management, 2(3), 235-250. 

Ramzan, M. (2014). Liquidity Risk Management in Islamic Banks: A Study of Islamic Banks of 

Pakistan. Interdisciplinary Journal of Contemporary Research in Business, 5(12), 199-215. 

Rashidah, A.-R., Ahnaf, A., Zuraeda, I., & Aliyu, M. (2014). Risk Management Practices In Islamic 

Banking Institutions: A Comparative Study Between Malaysia And Jordan The Journal of 

Applied Business Research, 30(5), 10. 

Ray, D. (1995). Arab Islamic Banking and the Renewal of Islamic Law. J.KAU: Islamic Economics, 

11, 63-69. 

Ray, D., & Cashman, E. (1999). Operational risks, bidding strategies and information policies in 

restructured power markets. Decision Support Systems, 24, 175-182. 

Reid, F. (2003). Creating a knowledge sharing culture among diverse business units. Employment 

Relations Today, 30(3), 9. 

Reyazat, F. (2012). Risk Management Framework in Islamic Banking: Basel II and III, Challenges 

and Implications in Islamic Banking. Money and Economy, 6(2). 

Rosly, S., & Bakar, M. A. A. (2003). Performance of Islamic and mainstream banks in Malaysia. 

International Journal of Social Economics, 30(12), 1249-1265. 

Rosman, R. (2009). Risk Management Practices and Risk Management Processes of Islamic Banks: 

A Proposed Framework. International Review of Business Research Papers, 5(1), 12. 

Rosman, R., & Rahman, A. R. A. (2015). The practice of IFSB guiding principles of risk management 

by Islamic banks: International evidence. Journal of Islamic Accounting and Business 

Research, 6(2), 22. 

Sabeza, F., Shukla, J., & Bajpai, G. (2015). Assessing Credit Risk Management Practices and 

Performance of Commercial Banks in Rwanda. International Journal of Social Science and 

Humanities Research, 3(1), 323-333. 

Sackett, M. M., & Shaffer, S. (2006). Substitutes versus complements among credit risk 

management tools. Applied Financial Economics, 16, 1007-1017. 

Salem, R. A. (2013). Risk Management for Islamic Banks. Edinburgh: Edinburgh University Press. 



References 

200 

 

 

SAMA. (2003). A Case Study On Globalization and the Role of Institution Building in the Financial 

Sector in Saudi Arabia Retrieved from Saudi Arabian Monetary Agency website: 

http://www.g20.utoronto.ca/docs/institutionbuilding-saudiarabia.pdf 

SAMA. (2015a). Fifty First Annual Report 1436H, Saudi Arabian Monetary Agency. Retrieved from 

www.sama.gov.sa/en-S/EconomicReports/AnnualReport/5600_R_Annual_En_51_Apx.pdf SAMA. 

(2017). Fifty Three Annual Report 1438H, Saudi Arabian Monetary Agency. Retrieved from 

http://www.sama.gov.sa/en-US/EconomicReports/AnnualReport/Fifty%20Third% 

20Annual%20Report.pdf. 

Samad, A., & Hassan, M. K. (1999). The Performance of Malaysian Islamic banks during 19841997: 

An Exploratory Study. International Journal of Islamic Financial Services, 1(3). 

Saudi  Arabian Monetary Agency. (2012). 48th Annual

 Report. Retrieved from: http://www.sama.gov.sa/en- 

US/EconomicReports/AnnualReport/5600_R_Annual_En_48_2013_02_19.pdf. 

Saunders, A., & Schumacher, L. (2000). The Determinants of Bank Interest Rate Margins: An 

International Study. Journal of International Money and Finance, 19(6), 813-832. 

Sawada, M. (2010). Liquidity risk and bank portfolio management in a financial system without 

deposit insurance: Empirical evidence from prewar Japan. International Review of 

Economics and Finance, 392-406. 

Schroeck, G. (2002). Risk Management and Value Creation in Financial Institutions. Canada: John 

Wiley and Sons, Inc. 

Selma, M. R. B., & Rajhi, M. T. (2013). Risk Management Tools Practiced In Tunisian Commercial 

Banks. Studies in Business and Economics, 8(1), 24. 

Shafiq, A., & Nasr, M. (2010). Risk Management Practices Followed by the Commercial Banks in 

Pakistan. Journal of International Review of Business Research Papers, 6(2), 308-325. 

Shafique, O., Hussain, N., & Hassan, M. T. (2013). Differences in the risk management practices 

of Islamic versus conventional financial institutions in Pakistan. The Journal of Risk Finance, 

14(2), 179 - 196. 

Shih, J., Samad-Khan, A., & Medapa, P. (2000). “Is the Size of an Operational Loss Related to Firm 

Size?” Operational Risk Magazine, 2(1). 

http://www.g20.utoronto.ca/docs/institutionbuilding-saudiarabia.pdf
http://www.sama.gov.sa/en-S/EconomicReports/AnnualReport/5600_R_Annual_En_51_Apx.pdf
http://www.sama.gov.sa/en-US/EconomicReports/AnnualReport/Fifty%20Third%25
http://www.sama.gov.sa/en-


References 

201 

 

 

Shrieves, Ronald, E., & Dahl, D. (1992). The Relationship between Risk and Capital in Commercial 

Banks. Journal of Banking and Finance, 16, 439-457. 

Siddiqi, N. (2008). Current financial crisis and Islamic economics. Lecture paper in the long 

distance IDB courses in Islamic Banking and Finance. 

Sobol, I. (2013). Liquidity Management Practices in Islamic Banking. Zarządzanie i Finanse, 2(1), 

566-576. 

Sobhy, N., & Megeid, A. (2017). Liquidity risk management: conventional versus Islamic banking 

system in Egypt. Journal of Islamic Accounting and Business Research, 8(1), 100-128. 

Sousa, N. (2002). Corporate credit risk valuation using option theory methodology. Retrieved 

March 4, 2016 from Portuguesa: https://www.researchgate.net/publication/228182951 

_Corporate_Credit_Risk_Valuatio n_Using_Option_Pricing_Theory_Methodology_- 

_A_Practical_Application_to_a_Banking_Credit_Portfolio. 

Soyemi, K. A., Ogunleye, J. O., & Ashogbon, F. O. (2014). Risk management practices and financial 

performance: evidence from the Nigerian deposit money banks (DMBs). The Business & 

Management Review, 4(4), 345-354. 

Stephen, O. O., Apollos, E. A., & Adewale, A. J. (2014). Risk Management Practices and Corporate 

Performance: Panel Evidence of Nigerian Banking Sector. International Journal of Empirical 

Finance, 3(1), 30-37. 

Sulaiman, A., Taqiuddin, M., & Samsudin, L. (2013). How Islamic Banks of Malaysia Managing 

Liquidity? An Emphasis on Confronting Economic Cycles. International Journal of Business 

and Social Science, 4(7), 253-263. 

Sultana, N., Abdullah, A. M., & Tabassum, A. (2012). Exploring the communication barriers in 

private commercial banks of Bangladesh. International Journal of Research Studies in 

Management, 2(1), pp. 21-32. 

Sundararajan, V. (2005). Risk Measurement and Disclosure in Islamic Finance and the Implications 

of Profit Sharing Investment Accounts. Paper presented at the Paper presented at the 6th 

International Conference at Islamic Economics, Banking and Finance, organised by Islamic 

Research and Training Institute-Islamic Development Bank, Bank Indonesia, and University 

of Indonesia. 

http://www.researchgate.net/publication/228182951


References 

202 

 

 

Sundararajan, V., & Errico, L. (2002). Islamic Financial Institutions and Products in the Global 

Financial System: Key Issues in Risk Management and Challenges Ahead. IMF Working 

Paper No. 02/192 (Washington: International Monetary Fund). 

Tafri, F. H., Rahman, R. A., & Omar, N. (2011). Empirical evidence on the risk management tools 

practiced in Islamic and conventional banks. Qualitative Research in Financial Markets, 

3(2), 86-104. 

Tandon, D., & Mehra, Y. S. (2017). Impact of Ownership and Size on Operational Risk 

Management Practices: A Study of Banks in India. Global Business Review, 18(3), 795-810. 

The Institue of Finance. (2015). The Report: Saudi Arabia 2015: Banking. Retrieved from 

http://www.oxfordbusinessgroup.com/node/893957/reader#p4 

Tobin, P., & Brown , A. (2004). Estimation of liquidity risk in banking. ANZIAM Journal, 45(1), 

519533. 

Toby, A. (2006). Empirical Study of the Liquidity Management Practices of Nigerian Banks. Journal 

of Financial Management and Analysis, 19(1), 57-70, Available at SSRN: 

http://ssrn.com/abstract=932516. 

Van Gestel, T. (2008). Credit Risk Management: Basic Concepts: Financial Risk Components, 

Rating Analysis, Models, Economic and Regulatory Capital. OUP Oxford. 

Vasudevan, S., & Errico, L. (2002). Islamic Financial Institutions and Products in the Global 

Financial System: Key Issues in Risk Management and Challenges Ahead. IMF International 

Monetary Fund. Working Paper. Washington, No.02/192. 

Vinnicombe, T. (2010). AAOIFI reporting standards: Measuring compliance. Advances in 

Accounting, 26(1), 55-65. doi: https://doi.org/10.1016/j.adiac.2010.02.009 

Vitria, I. (2008). The relationship between Islamic financing with risks and performance of 

commercial banks in Indonesia. University of Malaya, Kuala Lumpur. 

Vogel, E., & Hayes, L. (1998). Islamic Law and Finance. Religion, Risk and Return. Arab Law 

Quarterly, 13(4), 423-425. 

Wahyudi, I., Rosmanita, F., Prasetyo, M. B., & Putri, N. I. S. (2016). Risk Management for Islamic 

Banks: Recent Developments from Asia and the Middle East. John Wiley & Sons, Inc: 

Singapore Pte, Ltd. 

http://www.oxfordbusinessgroup.com/node/893957/reader#p4
http://ssrn.com/abstract%3D932516


References 

203 

 

 

Webb, A. (2003). The project manager's guide to handling risk. Aldershot: Gower Publishing 

Limited. 

Wood, A., & Kellman, A. (2013). Risk Management Practices by Barbadian Banks International 

Journal of Business and Social Research 3(5), 10. 

Yasin, F. (2014). Comparative study of risk management practices of Islamic versus conventional 

banks in Pakistan. Journal of Business and Management 16(1), 79-82. 

Zainol, Z., Shaari, R., & Muhamad, H. (2008). International Journal of Business and Management. 

A Comparative Analysis of Bankers’ Perceptions on Islamic Banking, 3(4). 

Zehri, F., & Mbarek, N. B. (2016). Banks' Performance in KSA during Financial Distress: A 

Comparative Study Islamic and Conventional Banks. Arabian Journal of Business and 

Management Review, S1(009), 1-6. 

Zepeda, R. (2013). Enhancing Islamic Finance through Risk Benchmarking. The Capco Institute 

Journal of Financial Transformation, 38(1), 17-34. 

Zsolnai, L. (2006). Extended stakeholder theory. Society and Business Review 1(1), 37-44. 

Zubairi, H. J., & Ahson, S. (2014). Impact of Risk Management Practices on Profitability of Islamic 

Banks in Pakistan. Pakistan Business Review, Available at SSRN: 

http://ssrn.com/abstract=2531239, 25. 

http://ssrn.com/abstract%3D2531239


204 

 

 

Appendices 
 

Appendix A. Ethical Clearance 
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comparison of Risk Management Practices in Islamic and Conventional Banks; Evidence 

from Saudi Arabia Banks." (GU Ref No: AFE/08/14/HREC). This request has been 
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The OR resolved to approve the requested variation: 

 
Requested changes to data collection dates: New Date From: 12/02/2015 New Date to: 

20/07/2015 
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authorised to immediately commence the revised project on this basis. I will only contact 

you again about this matter if the HREC raises any additional questions or comments 

about this variation. 
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Room 0.15 Nathan Campus Griffith University Ph: 07 3735 4375 fax: 07 373 

57994 email: rick.williams@griffith.edu.au 
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Dear Sir, 

Appendix B. Saudi Bank Questionnaire in English 

I am writing to invite you to participate in this survey on risk management practices (credit 

risk, liquidity risk and operational risk) in Saudi Arabia banks. This study aims to examine 

the current risk management practices in banking sector. The survey is done anonymously 

and the responses will remain anonymous during the study. Also, your private information 

will not be disclosed in reporting the results of this project. I want to thank you and 

appreciate your effort. 

   Note (1= Strongly Disagree, 2=Disagree, 3= Nether Agree or Disagree, 4=Agree, 5=Strongly Agree) 

 
Part 1A: Credit Risk Management Practices 

  Understanding Credit Risk Management      

No. Quest 

Code 

 1 2 3 4 5 

1 UNDCR There is a common understanding of credit risk management across my bank.      

2 RESCR The responsibility for credit risk management is clearly set out and understood 

throughout my bank. 

     

3 ACCCR The accountability for credit risk management is clearly set out and understood 

throughout my bank. 

     

4 OBJCR My bank’s objective is to expand the applications of advanced credit risk 

management techniques. 

     

5 EVACR My bank’s objective is to expand the applications of advanced credit risk 

management techniques. 

     

  Credit Risk Identification      

6 DEVCR It is important for my bank to emphasize on the continuous review and 

evaluation of the techniques used in credit risk management. 

     

7 IDECR My bank has developed and applied procedures for the systematic identification 

of opportunities for credit risk. 

     

8 STRCR My bank identifies the main potential risks relating to each of its declared aims 

and objectives for credit risk. 

     

9 CHACR My bank knows about the strengths and weaknesses of the credit risk 

management systems of other banks it works with. 

     

  Credit Risk Assessment and Analysis      

10 QUACR Changes in risks are recognized and identified with the bank’s roles and 

responsibilities for credit risk. 

     

11 QULCR My bank’s credit risks are assessed by using quantitative analysis methods.      

12 ANACR Credit risk is assessed by using qualitative analysis methods.      

13 COSCR My bank’s response to analysed risks includes prioritizing of credit risks and 

selecting those that need active management. 
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  Credit Risk Monitoring      
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14 MONCR My bank’s response to credit risk includes an assessment of the costs and benefits 

of addressing risks. 

     

15 CONCR Monitoring the effectiveness of credit risk management is an integral part of 

routine management reporting. 

     

16 REPCR The level of control by the bank is appropriate for the risks that it faces for credit 

risk. 

     

17 ACTCR Reporting and communication processes within your bank support the effective 

management of credit risk. 

     

  Credit Risk Management      

18 EFFCR My bank’s response to credit risk includes action plans for implementing 

decisions about identified risks. 

     

19 TRACR My bank has highly effective continuous review/ feedback on credit risk 

management strategies and performance. 

     

20 HIGCR My bank’s policy encourages training programs in the area of credit risk 

management. 

     

21 BASCR My bank emphasizes the recruitment of highly qualified people in credit risk 

management. 

     

22 PROCR The application of Basel capital Accord by my bank would improve the efficiency 

of credit risk management. 

     

  Credit Risk Analysis      

23 ACR My bank’s risk management procedures and processes are documented and 

provide guidance to staff about credit managing risks. 

     

24 BCR My bank undertakes a credit worthiness analysis before granting loans.      

25 CCR Before granting loans, my bank undertakes a specific analysis including the 

client’s characters, capacity, collateral capital and conditions. 

     

26 DCR My banks’ borrowers are classified according to a risk factor (risk rating).      

 
 

Part 1B: Liquidity Risk Management Practices 
  Understanding Liquidity Risk Management      

No. Quest 

Code 

 1 2 3 4 5 

1 UNDLR There is a common understanding of liquidity risk management across my bank.      

2 RESLR The responsibility for liquidity risk management is clearly set out and understood 

throughout my bank. 

     

3 ACCLR The accountability for liquidity risk management is clearly set out and 

understood throughout my bank. 

     

4 OBJLR My bank’s objective is to expand the applications of advanced liquidity risk 

management techniques. 

     

5 EVALR My bank’s objective is to expand the applications of advanced liquidity risk 

management techniques. 

     

  Liquidity Risk Identification      

6 DEVLR It is important for my bank to emphasize on the continuous review and 

evaluation of the techniques used in liquidity risk management. 

     

7 IDELR My bank has developed and applied procedures for the systematic identification 

of opportunities for liquidity risk. 
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8 STRLR My bank identifies the main potential risks relating to each of its declared aims 

and objectives for liquidity risk. 

     

9 CHALR My bank knows about the strengths and weaknesses of the liquidity risk 

management systems of other banks it works with. 

     

  Liquidity Risk Assessment and Analysis      

10 QUALR Changes in risks are recognized and identified with the bank’s roles and 

responsibilities for liquidity risk. 

     

11 QULLR My bank’s liquidity risks are assessed by using quantitative analysis methods.      

12 ANALR Liquidity risk is assessed by using qualitative analysis methods.      

13 COSLR My bank’s response to analysed risks includes prioritizing of liquidity risks and 

selecting those that need active management. 

     

  Liquidity Risk Monitoring      

14 MONLR My bank’s response to liquidity risk includes an assessment of the costs and 

benefits of addressing risks. 

     

15 CONLR Monitoring the effectiveness of liquidity risk management is an integral part of 

routine management reporting. 

     

16 REPLR The level of control by the bank is appropriate for the risks that it faces for 

liquidity risk. 

     

17 ACTLR Reporting and communication processes within your bank support the effective 

management of liquidity risk. 

     

  Liquidity Risk Management      

18 EFFLR My bank’s response to liquidity risk includes action plans for implementing 

decisions about identified risks. 

     

19 TRALR My bank has highly effective continuous review/ feedback on liquidity risk 

management strategies and performance. 

     

20 HIGLR My bank’s policy encourages training programs in the area of liquidity risk 

management. 

     

21 BASLR My bank emphasizes the recruitment of highly qualified people in liquidity risk 

management. 

     

22 PROLR The application of Basel capital Accord by my bank would improve the efficiency 

of liquidity risk management. 

     

 
 

Part 1C: Operational Risk Management Practices 
  Understanding Operational Risk Management      

No. Quest 

Code 

 1 2 3 4 5 

1 UNDOP There is a common understanding of operational risk management across my 

bank. 

     

2 RESOP The responsibility for operational risk management is clearly set out and 

understood throughout my bank. 

     

3 ACCOP The accountability for operational risk management is clearly set out and 

understood throughout my bank. 

     

4 OBJOP My bank’s objective is to expand the applications of advanced operational risk 

management techniques. 

     

5 EVAOP My bank’s objective is to expand the applications of advanced operational risk 

management techniques. 

     



208 

 

 

  Operational Risk Identification      

6 DEVOP It is important for my bank to emphasize on the continuous review and 

evaluation of the techniques used in operational risk management. 

     

7 IDEOP My bank has developed and applied procedures for the systematic identification 

of opportunities for operational risk. 

     

8 STROP My bank identifies the main potential risks relating to each of its declared aims 

and objectives for operational risk. 

     

9 CHAOP My bank knows about the strengths and weaknesses of the operational risk 

management systems of other banks it works with. 

     

  Operational Risk Assessment and Analysis      

10 QUAOP Changes in risks are recognized and identified with the bank’s roles and 

responsibilities for operational risk. 

     

11 QULOP My bank’s operational risks are assessed by using quantitative analysis 

methods. 

     

12 ANAOP Operational risk is assessed by using qualitative analysis methods.      

13 COSOP My bank’s response to analysed risks includes prioritizing of operational risks and 

selecting those that need active management. 

     

  Operational Risk Monitoring      

14 MONOP My bank’s response to operational risk includes an assessment of the costs and 

benefits of addressing risks. 

     

15 CONOP Monitoring the effectiveness of operational risk management is an integral part 

of routine management reporting. 

     

16 REPOP The level of control by the bank is appropriate for the risks that it faces for 

operational risk. 

     

17 ACTOP Reporting and communication processes within your bank support the effective 

management of operational risk. 

     

  Operational Risk Management      

18 EFFOP My bank’s response to operational risk includes action plans for implementing 

decisions about identified risks. 

     

19 TRAOP My bank has highly effective continuous review/ feedback on operational risk 

management strategies and performance. 

     

20 HIGOP My bank’s policy encourages training programs in the area of operational risk 

management. 

     

21 BASOP My bank emphasizes the recruitment of highly qualified people in operational 

risk management. 

     

22 PROOP The application of Basel capital Accord by my bank would improve the efficiency 

of operational risk management. 

     

 

 

Part 2: These questions aim to capture information in regard current position of risk 

management; 

 
1) In your opinion, what are some practical and effective ways to implement risk 

management for (credit risk/operation risk/liquidity risk)? 

2) In your opinion, what are the difficulties that could be facing when implementing risk 

management for (credit risk/operation risk/liquidity risk)? 
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3) In your opinion, how would your bank enhance risk management for (credit risk/ 

operation risk/ liquidity risk) according to Basel requirement in your current work 

environment? 

Part 3: These questions aim to capture information of personal characteristics of the 

participants. 

Gender Male 

 

Female 

Length of experience Less than five years 

Five years and less than ten years 

Ten years or longer 

Position Executive/managerial 

Middle management 

Other 

Type of job Audit 

Credit 

Finance 

 Investment 

IT 

Operations 

Private banking 

Risk 

Treasury 

 

Other 
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Highest qualification Master’s 

Bachelor’s 

Professional (Accounting, Finance) 

Risk management professional qualification 

Other 
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Appendix C: Saudi Bank Questionnaire in Arabic 

 
                                                  الغالي استاذي

 وبركاته هللا ورحمة عليكم السالم 

 ادارة اداء تقييم بشأن رأيك استطالع على بالموافقة التكرم منك آمل لذا ؛ المخاطر ادارة قسم من البيانات بعض لجمع الدكتوراة بحث لحاجة نظرا

 ان الى االشارة تجدر كما.  البحث لهذا االهمية بالغ أمر االستبيان فقرات جميع عن الدقيقة باالجابة تعاونك ان كما ، به تعمل الذي البنك لدى المخاطر

 الباحث فان ، لديكم االدارة في االداء تحسين في لالستفادة الدراسة نتائج على االطالع في رغبتك وعند التامة السرية قيد ستكون بها المشارك المعلومات

   .الدراسة هذه في  وتعاونك ووقتك جهدك على اشكرك ان مجددا واود. النتائج واخراج التحليل من االنتهاء بعد المتناول في سيجعلها

  االئتمان مخاطر ادارة تطبيقات بشأن معلومات جمع: االول القسم:  االول الجزء

 الرقم  فهم ادارة مخاطر االئتمان  1  2  3  4  5 

 1   .به اعمل الذي البنك في االئتمان مخاطر إلدارة مشترك فهم يوجد          

 2   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة االئتمان مخاطر إدارة مسؤولية          

 3   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة االئتمان مخاطر إدارة بخصوص المساءلة          

 4  .المخاطر إدارة لتقنيات المتقدمة التطبيقات زيادة هو فيه أعمل الذي البنك هدف إن           

 مخاطر إدارة في المستخدمة للتقنيات والتقييم المراجعة استمرارية على التأكيد به أعمل الذي للبنك بالنسبة المهم من          

  .االئتمان
 5 

   تحديد مخاطر االئتمان           

 6   .ونظامي مكثف بشكل بها المصّرح وغاياته أهدافه بكل المتعلقة االئتمان مخاطر بتعيين به أعمل الذي البنك يقوم          

 7   .بها المصّرح وغاياته أهدافه بكل والمتعلقة، الكامنة الرئيسية االئتمان مخاطر بتعيين به أعمل الذي البنك يقوم          

 يتعامل التي األخرى البنوك لدى االئتمان مخاطر إدارة أنظمة في والقوة الضعف بنقاط علم على به أعمل الذي البنك إن          

  .معها
 8 

 9   .االئتمان لخطر نظامي بشكل الفرص لتعيين إجراءات وتطبيق بتطوير به أعمل الذي البنك قام          

    تحليل وتقييم مخاطر االئتمان          

 10   .  الكمي التحليل اساليب باستخدام به اعمل الـذي البنك في االئتمان مخاطر تقييم يتم          

  .به اعمل الذي البنك في والمسؤوليات األدوار بواسطة االئتمان مخاطر في التغيرات على والتعرف تعيين يتم          

  
 11 

 إلى تحتاج التي تلك واختيار االئتمان مخاطر أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          
  .فاعلة إدارة

  

 12 

  تقييدات توجد حيث  االئتمان مخاطر لعالجات أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          

  .المخاطر عالجات لتنفيذ بالنسبة الموارد في
 13 

    مراقبة مخاطر االئتمان          

 14  .الروتينية اإلدارية التقارير رفع عميلة في مهم جزء هي المخاطر إدارة فاعلية مراقبة           

 15   .المخاطر إدارة واستجابات الحالية الضوابط فاعلية تقييم للمخاطر به أعمل الذي البنك إستجابة من          

 16   .عليها التعرف تم التي بالمخاطر الخاصة القرارات لتنفيذ عمل خطط للمخاطر به أعمل الذي البنك إستجابة من          

 .االئتمان مخاطر معالجة عن الناتحة والفوائد التكاليف تقييم للمخاطر به أعمل الذي البنك إستجابة من           

 

 

 17 
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   ادارة مخاطر االئتمان           

 18   .االئتمان مخاطر إدارة وأداء الستراتيجيات الفاعلية غاية وفي مستمرة راجعة تغذية/مراجعة عملية به أعمل الذي للبنك          

 مخاطر إدارة حول بإرشادات الموظفين وتزّود موثقة إليه أنتمي الذي البنك في المخاطر إدارة وعمليات إجراءات إن          

  .االئتمان
 19 

 20   .االئتمان مخاطر إدارة مجال في التدريب برامج بتشجيع تقوم به أعمل الذي البنك سياسة إن          

 21   .االئتمان مخاطر إدارة مجال في عالية مؤهالت ذوي أشخاص توظيف على به أعمل الذي البنك يحرص          

 22   .االئتمان مخاطر إدارة فاعلية سيحّسن به أعمل الذي البنك قبل من"   Basel capital Accord" تطبيق إن          

    االئتمانتحليل خطر           

 23   .القروض منح قبل االئتمان أهلية بتحليل به أعمل الذي البنك يقوم          

 24   .القروض منح قبل لديه الضامن المال ورأس ومالءته العميل شخصية يشمل محددّ  بتحليل به أعمل الذي البنك يقوم          

 25   .)المخاطر تصنيف( المخاطرة عامل بحسب به أعمل الذي البنك في المدينين تصنيف يتم          

 26   .القروض كافة لمنح إضافي ضمان تتطلب به أعمل الذي البنك سياسة إن          

  

  السيولة مخاطر ادارة تطبيقات بشأن معلومات جمع: الثاني القسم

 الرقم  فهم ادارة مخاطر السيولة  1  2  3  4  5 

 1   .به اعمل الذي البنك في السيولة مخاطر إلدارة مشترك فهم يوجد          

 2   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة السيولة مخاطر إدارة مسؤولية          

 3   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة السيولة مخاطر إدارة بخصوص المساءلة          

 4  السيولة مخاطر إدارة لتقنيات المتقدمة التطبيقات زيادة هو فيه أعمل الذي البنك هدف إن           

 مخاطر إدارة في المستخدمة للتقنيات والتقييم المراجعة استمرارية على التأكيد به أعمل الذي للبنك بالنسبة المهم من          

  .السيولة
 5 

   تحديد مخاطر السيولة           

 6   .ونظامي مكثف بشكل بها المصّرح وغاياته أهدافه بكل المتعلقة السيولة مخاطر بتعيين به أعمل الذي البنك يقوم          

 7   .بها المصّرح وغاياته أهدافه بكل والمتعلقة، الكامنة الرئيسية السيولة مخاطر بتعيين به أعمل الذي البنك يقوم          

 يتعامل التي األخرى البنوك لدى السيولة مخاطر إدارة أنظمة في والقوة الضعف بنقاط علم على به أعمل الذي البنك إن          

  .معها
 8 

 9   .السيولة لخطر نظامي بشكل الفرص لتعيين إجراءات وتطبيق بتطوير به أعمل الذي البنك قام          

    تحليل وتقييم مخاطر التشغيل          

 10   .  الكمي التحليل اساليب باستخدام به اعمل الـذي البنك في السيولة مخاطر تقييم يتم          

  .به اعمل الذي البنك في والمسؤوليات األدوار بواسطة السيولة مخاطر في التغيرات على والتعرف تعيين يتم          

  
 11 

 إلى تحتاج التي تلك واختيار السيولة مخاطر أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          
  .فاعلة إدارة

  

 12 

  تقييدات توجد حيث  السيولة مخاطر لعالجات أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          

  .المخاطر عالجات لتنفيذ بالنسبة الموارد في
 13 
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    مراقبة مخاطر التشغيل          

 14  .الروتينية اإلدارية التقارير رفع عميلة في مهم جزء هي السيولة مخاطر إدارة فاعلية مراقبة           

 15   .السيولة مخاطر إدارة واستجابات الحالية الضوابط فاعلية تقييم للمخاطر به أعمل الذي البنك إستجابة من          

 16   .عليها التعرف تم السيولةالتي بمخاطر الخاصة القرارات لتنفيذ عمل خطط للمخاطر به أعمل الذي البنك إستجابة من          

 17  .السيولة مخاطر معالجة عن الناتحة والفوائد التكاليف تقييم للمخاطر به أعمل الذي البنك إستجابة من           

   ادارة مخاطر التشغيل           

 18   .السيولة مخاطر إدارة وأداء الستراتيجيات الفاعلية غاية وفي مستمرة راجعة تغذية/مراجعة عملية به أعمل الذي للبنك          

 مخاطر إدارة حول بإرشادات الموظفين وتزّود موثقة إليه أنتمي الذي البنك في المخاطر إدارة وعمليات إجراءات إن          

  .السيولة
 19 

 20   .السيولة مخاطر إدارة مجال في التدريب برامج بتشجيع تقوم به أعمل الذي البنك سياسة إن          

 21   .السيولة مخاطر إدارة مجال في عالية مؤهالت ذوي أشخاص توظيف على به أعمل الذي البنك يحرص          

 22   .السيولة مخاطر إدارة فاعلية سيحّسن به أعمل الذي البنك قبل من"   Basel capital Accord" تطبيق إن          

  

  التشغيل مخاطر ادارة تطبيقات بشأن معلومات جمع: الثالث القسم

 الرقم  فهم ادارة مخاطر التشغيل  1  2  3  4  5 

 1   .به اعمل الذي البنك في التشغيل مخاطر إلدارة مشترك فهم يوجد          

 2   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة التشغيل مخاطر إدارة مسؤولية          

 3   .به أعمل الذي البنك في ومفهومة بوضوح مرسومة التشغيل مخاطر إدارة بخصوص المساءلة          

 4  .التشغيل مخاطر إدارة لتقنيات المتقدمة التطبيقات زيادة هو فيه أعمل الذي البنك هدف إن           

 مخاطر إدارة في المستخدمة للتقنيات والتقييم المراجعة استمرارية على التأكيد به أعمل الذي للبنك بالنسبة المهم من          

  .التشغيل
 5 

   تحديد مخاطر التشغيل           

 6   .ونظامي مكثف بشكل بها المصّرح وغاياته أهدافه بكل المتعلقة التشغيل ا مخاطر بتعيين به أعمل الذي البنك يقوم          

 7   .بها المصّرح وغاياته أهدافه بكل والمتعلقة، الكامنة الرئيسية التشغيل ا مخاطر بتعيين به أعمل الذي البنك يقوم          

 يتعامل التي األخرى البنوك لدى التشغيل مخاطر إدارة أنظمة في والقوة الضعف بنقاط علم على به أعمل الذي البنك إن          

  .معها
 8 

 9   .التشغيل ا لخطر نظامي بشكل الفرص لتعيين إجراءات وتطبيق بتطوير به أعمل الذي البنك قام          

    تحليل وتقييم مخاطر التشغيل          

 10   .  الكمي التحليل اساليب باستخدام به اعمل الـذي البنك في التشغيل مخاطر تقييم يتم          

  .به اعمل الذي البنك في والمسؤوليات األدوار بواسطة التشغيل ا مخاطر في التغيرات على والتعرف تعيين يتم          

  
 11 

 إلى تحتاج التي تلك واختيار التشغيل مخاطر أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          
  .فاعلة إدارة

  

 12 

  تقييدات توجد حيث  التشغيل مخاطر لعالجات أولويات تعيين يشمل تحليلها تم التي للمخاطر به أعمل الذي البنك إستجابة          

  .المخاطر عالجات لتنفيذ بالنسبة الموارد في
 13 
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    التشغيلمراقبة مخاطر           

 14  .الروتينية اإلدارية التقارير رفع عميلة في مهم جزء هي التشغيل مخاطر إدارة فاعلية مراقبة           

 15   .التشغيل ا مخاطر إدارة واستجابات الحالية الضوابط فاعلية تقييم للمخاطر به أعمل الذي البنك إستجابة من          

 16   .عليها التعرف تم التي التشغيل بمخاطر الخاصة القرارات لتنفيذ عمل خطط للمخاطر به أعمل الذي البنك إستجابة من          

 17  .التشغيل مخاطر معالجة عن الناتحة والفوائد التكاليف تقييم للمخاطر به أعمل الذي البنك إستجابة من           

   ادارة مخاطر التشغيل           

 18   .التشغيل ا مخاطر إدارة وأداء الستراتيجيات الفاعلية غاية وفي مستمرة راجعة تغذية/مراجعة عملية به أعمل الذي للبنك          

 مخاطر إدارة حول بإرشادات الموظفين وتزّود موثقة إليه أنتمي الذي البنك في المخاطر إدارة وعمليات إجراءات إن          

  .التشغيل
 19 

 20   .التشغيل مخاطر إدارة مجال في التدريب برامج بتشجيع تقوم به أعمل الذي البنك سياسة إن          

 21   .التشغيل مخاطر إدارة مجال في عالية مؤهالت ذوي أشخاص توظيف على به أعمل الذي البنك يحرص          

 مخاطر إدارة فاعلية سيحّسن به أعمل الذي البنك قبل من"   Basel capital Accord" تطبيق إن          

  .التشغيل
 22 

  

  به تعمل الذي البنك في المخاطر ادارة تطبيقات بشأن رأيك باستطالع ويتعلق:  الثاني الجزء

 مخاطر/  التشغيل مخاطر/  االئتمان مخاطر(  لـ بالنسبة المخاطر الدارة تعتقدها التي والفعالة العملية الوسائل هي ما ، نظرك وجهة من -1

  السيولة؟

 مخاطر(  لـ  بالنسبة المخاطر بإدارة المتعلقة االجراءات وتنفيذ تطبيق عند تواجهك أن يمكن التي الصعوبات هي ما نظرك، وجهة من -2

  ؟  السيولة مخاطر/  التشغيل مخاطر/  االئتمان

 في بازل لمتطلبات وفقا)  السيولة مخاطر/  التشغيل مخاطر/  االئتمان مخاطر(  لـ المخاطر إدارة تعزيز يمكن كيف ، نظرك وجهة من -3

   الحالية؟ العمل بيئة

  االستبيان هذا في بالمشارك المتعلقة المعلومات بعض جمع القسم هذا ويضم: الثالث الجزء

 الجنس .أ

 أنثى  -ذكر                       -

 مدة الخبرة . ب

          سنة ٢٠ الى ١١ من -       سنوات ١٠ الى ٦ من -       سنوات ٥ الى ٢ من -                سنة من أقل -

   سنة ٢٠أكثر من  -

 المنصب . ج

    نحديدها ارجوا أخرى -                            قسم مدير -                         لإلدارة العام المدير --

 المؤهل التعليمي .هـ

  )مالي -محاسبي( خبير -            بكالوريوس -             ماجستير -                     دكتوراة -

    تحديدها ارجوا أخرى -                المخاطر إدارة في احترافية شهادة -
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Appendix D: Common Islamic Banking Terms 
 

 

TERMS MEANING 

Arbun Down payment; a non-refundable deposit paid by a buyer retaining a right 

to confirm or cancel the sale. 

Bai bithaman ajil A contract that refers to the sale and purchase transaction for the financing 

of assets on a deferred and an instalment basis with a pre-agreed payment 

period. The sale price will include a profit margin. 

Bay' Al-Inah Also termed as Bai ah Inah. Buying an object for cash then selling it to the 

same party for a higher price whose payment is deferred so that the 

purchase and sale of the object serves as a ruse for lending on interest. At 

a later date, the bank will repurchase the asset and pay the client in cash 

terms. Similar to tawarruq however in tawarruq a third party is involved as 

an intermediary. 

Figah Jurist who gives rulings on various juristic issues in the light of the Qur’an 

and the Sunnah. 

Fiqh Muamalah Islamic commercial jurisprudence, jurisprudence of financial transactions 

or the rules of transacting in a Shari'ah-compliant manner. 

Ghrar The root Gharar denotes deception; an exchange in which one or both 

parties stand to be deceived through ignorance of an essential element of 

exchange. It also refers to ambiguity present in a contractual relationship 

as to the consideration and the terms of the contract that can lead to a 

dispute. Gharar is divided into three types, namely Gharar Fahish 

(excessive to which Gharar normally refers), which vitiates the transaction, 

Gharar Yasir (minor) which is tolerated and Gharar Mutawassit (moderate) 

which falls between the other two categories. Any transaction can be 

classified as forbidden activity because of excessive gharar. In general, this 

prohibits the selling of goods or services that the seller is not in a position 

to deliver or the making of a contract which is conditional on an unknown 

event. Due to the uncertainty and risk involved, it makes a transaction 

similar to gambling. The prohibition on Gharar is often used as the grounds 

for criticism of conventional financial practices such as short selling, 

speculative trading and derivatives. 

Hiwalah Literally, it means transfer; legally, it is an agreement by which a debtor is 

freed from a debt by another becoming responsible for a debt or the transfer 

of a claim of a debt by shifting the liability for payment from one person to 

another, such as a contract for assignment of debt. Thus the responsibility 

for payment shifts to another party. It also refers to the document by which 

the transfer or assignment takes place, such as a bill of exchange, 

promissory note, cheque or draft. The mechanism of Hawalah is used for 

settling accounts by book transfers without the need for physical transfer 

of cash. 

Istisna A contract of sale of specified goods to be manufactured with an obligation 

of the manufacturer to deliver them upon completion. It is a condition in 

Istisna that the seller provides either the raw material or cost of 

manufacturing the goods. 

Ijarah The transfer of ownership of a service for a specified period for an agreed 

upon lawful consideration. 
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Ijarah Muntahi bi 

Tamleek 

Lease Agreement with option to own the leased asset at the end of the lease 

period. 

  

 
Kafalah Surety, An obligation in addition to an existing obligation in respect of a 

demand for something. Lit: responsibility or suretyship. It is a covenant or 

pledge given. Legally, a third party becomes surety for the payment of a 

debt of another. Suretyship in Shari’ah is the creation of an additional 

liability with regard to a claim, not to the debt or the assumption only of a 

liability and not of the debt. A person providing surety or a guarantor is 

known as Kafil. Islamic banks use Kafalah to issue guarantees for their 

business customers, for example, the bank may guarantee the customer’s 

standing to facilitate any business endeavours that may require such 

guarantees, or the bank may give a surety to the owner of a ship or the 

shipping agent, to discharge goods imported by a customer on arrival of the 

carrying ship, pending receipt of the original shipping documents before 

the customer can take delivery of the imported goods. Also, known 

as Kifalah. 

Khatar A kind of gharar. Khatar is involved if the liability of any of the parties to 

a contract is uncertain or contingent, delivery of one of the goods of 

exchange is not in the control of any party or the payment from one side is 

uncertain. 

Maysir Games of chance or gambling, trying to earn easy money without having 

to provide equivalent consideration. A prohibited activity, as it is a zerosum 

game just transferring the wealth not creating new wealth. One of three 

fundamental prohibitions in Islamic finance, the other two being riba and 

gharar. The prohibition on Maysir is often used as the grounds for criticism 

of conventional financial practices such as speculation, conventional 

insurance and derivatives. 

Mudarabah A form of partnership where one party provides the funds while the other 

provides expertise and management. The latter is referred to as the 

Mudarib. Any profits accrued are shared between the two parties on a 

preagreed basis, while loss is borne by the provider(s) of the capital. 

Murabahah 

(Tawarruq) 

A contract that refers to the sale and purchase transaction for the financing 

of an asset whereby the cost and profit margin (mark‐up) are made known 

and agreed by all parties involved. The settlement for the purchase can be 

settled either on a deferred lump sum basis or on an instalment basis, and 

is specified in the agreement. 

Musaqah A contract in which the owner of the garden/orchard shares the produce 

with another person (a worker) in return for services in irrigating the 

garden/orchard. 

Musharakah A partnership arrangement between two parties or more to finance a 

business venture whereby all parties contribute capital either in the form of 

cash or in kind for financing the business venture. Any profit derived from 

the venture will be distributed based on a pre‐agreed profit sharing ratio, 

but a loss will be shared based on equity participation. 

Muwa`adah A mutual promise between two parties with the intention to conclude a 

contract in the future. 
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Muzara’ah Share-cropping: an agreement between parties in which one person agrees 

to till the land of the other person in return for a part of the produce of the 

land. 

Qardh or 

Qardh Hassan 

Loan. Lit: to cut or cut off. It is so called because the property (in terms of 

wealth) of a person (the lender) is cut off and transferred to a needy person 

(the borrower) without expecting any return or profit. The borrower is 

required to repay only the principal amount to the lender on demand. The 

Qur'an encourages people to contribute generously to social welfare and 

helping the needy in society, and "if the debtor is in difficulty, grant him 

time till it is easy for him to repay. But if you remit it by way of charity that 

 is the best for you...". As charging interest is prohibited, Qard is always 

associated with with 'Hasan', which literally means 'kindness to others', and 

referred to a a voluntary act with good intention. Qard should not be 

confused with Dayn, which refers to debt arising as result of a credit 

transaction. Loan under Shari'ah can be classified as Salaf and Qard, the 

former being a loan for a fixed time and the latter on demand. Also see 

Qard Hasan and Loans with Service Charge. 

Rab-al-mal Owner of capital. In a mudarabah contract the person who invests the capital 

(the capital owner or financier); the investor in mudarabah contract. 

Riba An increase, which in a loan transaction or in exchange of a commodity, 

accrues to the owner (lender) without giving an equivalent counter value or 

recompense in return to the other party. It covers interest both on 

commercial and consumer loans, and is prohibited according to Shari’ah. 

Riba al fadl A sale transaction in which a commodity is exchanged for the same 

commodity but unequal in amount, such as unequal exchange involving 

larger amount of low quality goods with smaller amount better quality 

goods, resulting in an excess in exchange. The concept of Ribal al fadl 

refers to exchange and sale transactions in trade. To avoid riba-al-fadl the 

exchange of commodities from both sides should be equal and instant. Riba 

al-fadl was prohibited by Prophet Muhammad (pbuh) to forestall riba from 

creeping into the economy. Also known as Riba al-buyu. 

Salam or bay’al – 

Salam 

A contract for the purchase of a commodity for deferred delivery in exchange 

for immediate payment according to specified conditions. 

Shari’ah The term Sharia has two meanings: Islamic law, and the totality of divine 

categorizations of human acts (Islam). The second meaning of the term 

means Sharia rules do not always function as rules of law in the western 

sense, as they include obligations, duties and moral considerations not 

generally thought of as “law”. Sharia rules, therefore, admitting of both a 

legal and a moral dimension, have as their purpose the fostering of 

obedience to the Almighty. In the legal terminology, Sharia means the law 

as extracted by the mujtahids from the source of law. 

Shari’ah-compliant Sharia-compliant of a product or service is produced or offered in 

accordance with the doctrines of the sharia. 

Sukuk A document or certificate, which evidences the undivided pro‐rata 

ownership of underlying assets ‐ the Sak (singular of Sukuk) is freely 

tradable at par, premium or discount. 

Tawarruq It is a sale of an asset to a purchaser with deferred payment. The purchaser 

then sells the asset to the third party on cash with a price lesser than the 

deferred price, for getting cash. 
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Wadi’ah Goods or deposits, which have been deposited with another person, who is 

not the owner, for safekeeping. As Wadiah is a trust, the depository 

becomes the guarantor and, therefore guarantees repayment of the whole 

amount of the deposits, or any part thereof, outstanding in the account of 

depositors, when demanded. 

Wakalah A contract, which gives the power to a person to nominate another person to 

act on his behalf if he is alive based on the agreed terms and conditions. 

Source (Institute of Islamic Banking and Insurance, 1990) 
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Appendix E: Model Fit Figures 
 

 

 

 

 

 

 
4 All abbreviations in the table indicate to the questions code in the survey. See appendix C 

Model fit of Credit Risk Management4 



221 

 

 

 

 

 

 

 

 

 
 
 
 
 

5 All abbreviations in the table indicate to the questions code in the survey. See appendix C 

Model Fit of liquidity risk management5 
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The Model fit of operational risk management2
 

 

 

 
 

 

 

 
 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

2 All abbreviations in the table indicate to the questions code in the survey. See appendix C 
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