CHAPTER 1

INTRODUCTION

¥
(a)
1.1 Background of the Study A
Commercial banks are institutions that provide financial sevices, such as
issuing money in several forms, receiving deposits, IendinMey, processing
transactions, and generating credit (Campbell, 2007). Th is'plry a key role in
allocating economic resources; they are the main indicatogfor th soWeconomic

R
development of a country. In addition, commercial S constitute ﬁp@rcated

and modern financial system that contributessignificantly 0

-abed@:gom.
Banks are exposed to several e:s a risks. n k@hg refers to the

potential loss that the bank may in%e to the\w%nc pf\%ertain events (Ghosh,

N
2012). Risk management is “tl%n activity which in(é—g?ates recognition of risk,
risk assessment, developi h&gie age it,*\éhd mitigation of risk using
(h, 1

managerial resources”% 2012). It i§ arl in@porated method by which a bank
4 2
re «{

can optimally baliébetweer i tﬁJ t is also an essential approach to
determine the t)@ SO frisks, ébéll as the methods to optimally mitigate
¢

balance and promote both domestic and foreign invest

!
them. Credit uidity risk 4re the C}‘B’s} significant risk exposures faced by banks.
% Y
Credit % rs tq’LD(_a) entiaiSﬂ‘nabiIity of a borrower to meet his payment
Y..

obliﬂﬁw according to the a@d terms (Ghosh, 2012). It concerns the customer’s
N

i to fully or partially pay the loan provided by the bank (Campbell, 2007).

d it risk in any financial institution also increases due to internal weakness, such as
a

nagement inefficiency (Bhattarai, 2019). Credit risk management (CRM) is

important to determine the appropriate approach in managing credit portfolio and to



determine how the loans are organized, evaluated, supervised, and collected. CRM is
the process adopted by banks to set clear and specific steps to approve a new ¢

increase current credit (Basel Committee on Banking Supervision, 2000@ is a
systematic approach of determining, analyzing, evaluating, rating, A@Iing, and
expressing risk combined with banks procedures or activity to maximize advantages

and reduces losses (Bhattarai, 2019). Adequate credit m amt is critical to
ii .

,Jand worsening

should im m}:n}f%?l\; in

y and gaj or@stomers.

il

redii\ risksenviro t and credit

financial

administration; ensure the accuracy credit granting p@%ss; and control,

monitor, and evaluate credit risk (B@%ommit \07\% r}@upervision, 2004).
N
are

Bank liquidity is the rr%wmom riiil*:@(posure in Islamic and
conventional banks (Akhta MOj)M r'ses the risk of being unable to
liquidate a position in%‘ mann
1997). Jenkinson 2808\)defi1e 'ityg}/ the bank’s inability t t itS

. S € ba S mabpiity to meet 1

& c

obligations andK ap 'epay('ié"depositors. It is the risk that a bank is
¢
unable to m e&s)iquid y ne GF f@tself in the event of firm-specific, industry,

Y
or market ,liquidity Stres S,ventsxl}he Goldman Sachs Group, 2022). Effective

v

liquiditytrisk management (LRM)Yis "the capacity of banks to fund excess assets and
R

‘% mmitments as they come due" (Basel Committee on banking supervision,

at :‘eﬁso@le price (Muranaga & Ohsawa,

S
Theoretically, credit risk is related to liquidity risk through fund withdrawals

and borrower defaults (Diamond & Dybvig, 1983). Bank may lose its liquid (short-



term) liabilities and illiquid (long maturity) assets due to fund withdrawals and loan
defaults. The liability and asset structures of banks are closely connected, partw
in terms of deposit outflows and loan defaults (Bryant, 1980). Banks, mu@ause
of their maturity transformation role, are exposed to the liquidity risk: n default
can increase liquidity risk by depreciating loan assets and decreasing cash flows
(Diamond & Rajan, 2001). Thus, according to the classical ina\nM intermediation
theory, liquidity and credit risks are related. Moreover, w ?:

k hrve a high level

of liquidity, their managers tend to take more risk by loweging t irWstandards

"X
to increase the volume of loans (Acharya & Naqvi, 2 ’ _\C}
Numerous studies have addressed the i e of € d on bank

performance, but most have focused on developed cou

of America (USA) (e.g., Berrios, z@bi et al. 2; @es et al., 2014;
Donaldson & Preston, 1995; Foos,@s; CIaiL‘Q:?Ai?(e 9@1999; Bundesbank &
Kdéhler, 2012). Nonetheless, th% beeﬂ‘ some»s die:@ examined this issue in
developing countries, suc Mays .. asi@nan & Gunasegavan, 2013;
Ariffin, 2012; Tafri e%rY: Rozl:ni Iiah@h, 2014), Ghana (e.g. Abiola &

g ¢ &
Olausi, 2014; Afri Akoti \Oﬂ Ans$J2013), Pakistan (e.g. Akhtar et al.,

2011; Farooq e% 5; Ari
: ‘

2013).

T% ial cris revoh;h%ns in some Arab countries (e.g., Dubai crisis in

i 4 | | |
200 the global fmanma@s in 2008) renewed interests in understanding the

r credit and liquidity risk exposures in improving bank performance. This

>

//

enewed interest is also apparent in Jordan and Gulf Cooperation Council (GCC)
ountries, as they have been affected by the political turmoil in certain Arab countries

(Arab Spring) and revolutions in several other countries (e.g., Syria, Egypt, Yemen,



Libya, and Tunisia). Furthermore, the Arab Spring has decreased the profitability of
Islamic banks in Middle East and North Africa (MENA) following the growth -
performing loans (NPL) (Chau et al., 2014). These revolutions have@ the
Jordanian government to increase its internal and external debts to financial
risk. These loans have reduced the foreign currency reserve in the?'(mral Bank of

N
te

Some studies have addressed this relationship in the ; of ‘ordan (e.g., Al-

Jordan, thus affecting bank performance (Khasawneh, 2017).

Rdaydeh et al., 2017; Alshatti, 2015). Alshatti (2015) Al- aWal. (2017)
®

k, maifly because _Qeg\‘gnks

e c% uid@ﬁsk, poor

awareness of the risk management co ' Ive Ljég;nanagement

concluded that CRE and LRE in Jordanian banks stil

have poor understanding on the mechanisms t

strategies and supervision practices. i i ba@%eldom consider

macroeconomic prudential indicator ra@\and gross domestic
production (GDP), in evaluati \stability (Rajha, 2017).
Alshatti (2015) pointed o f credit and liquidity risk
exposures mechanism ich negatively affects strategic
decision making an%us banr % refore, this research examined the
relationship be %redi uidit \%!k exposures, and the performance of
Jordanian li ks. ’ 4 (j’)
NN

O% her hand 'ﬁler @es, such as Wasiuzzaman and Gunasegavan
Y.
(ZOQkhtar et al. (2011@1&(nif et al. (2012), and Tafri et al. (2011), have

e d the relationship between risk management effectiveness and bank
erformance. They have also compared between the risk management practices of

lamic and conventional banks.



Islamic banks have witnessed rapid growth over the past five years in both
Muslim and non-Muslim countries, with an annual growth rate of 15-20
Islamic banks play a significant role in the global economy, offering a br@ge of
financial instruments based on Sharia principles. Some countries; as lIran,
Pakistan, and Sudan, operate their banks entirely on Islamic commergial law. In other
countries, conventional banks operate alongside Islamic ba ks.\dﬁ/, most Islamic
banks are concentrated in Southeast Asia and the Mid Y

Nanetheless, large

international banks in the United States and Europe havetntrodu ew windows
®

Yw

that offer Islamic financing products. [ _\C}
Islamic law founds five principles of Islami ancef Fi e p@ﬁbition of

of \Aéth‘r is to avoid
e p@ﬁnle of profit and

paying or receiving a pre-agreed rate ofw the

conventional interest-based lending. ‘wgaw app
loss sharing (PLS), in which int@jbearing \T&a? r'sfeplaced with return-
N
-
it e

bearing contracts. The main i S is to prohibit d inancing and replace it

&
with equity financing u '\ch fimancial ins ents as musharakah and
mudarabah. Second, t tition 0

exaggerated interest™SIhe Islanlu fineéﬁba as a premium that should be paid
ro

ﬁ&ﬁor
for extendin
assets. %k
Vv R | | |
contravemtion with Islamic I@.g., gambling, production and sales of alcoholic
%}Es drugs, tobacco, and pork products). Fifth, the prohibition of excessive risk
C

by the entrepre Ien@ﬁith the principal amount as a condition

!
éa

cbiansaction must be backed by real, tangible
N
e@n actions or transacting certain objects for their

o

ertainty (Baele et al., 2014).

N
Risk management is critical in Islamic banks. Risk management efficiency will

determine the success and survival of financial organizations. Risk management is one



of the important determinants of better shareholder returns (Akkizidis & Khandelwel,
2007) as cited in Rosman & Abdul Rahman (2015). Moreover, the succ

survival of banks, to a large degree, depend on how they manage the vari risks
arising from their operations (Khan & Ahmad, 2001) as cited in R & Abdul
Rahman (2015). Particularly for Islamic banks, the sound risk math principles

established by the Islamic Financial Services Board (IFSB) iE 2005/demonstrate the

l

Islamic banks develop and operate alongside co tion Mhlle they

significance of risk management exercises.

face similar vulnerabilities, some risks are much ignificant Is‘ar:@banks
than to conventional banks. Therefore, sound ri gem oft i mlc‘\gﬁks could
improve their endurance during financial ¢ s a abi tyt ope w@x; challenges
of globalization (Sundararajan & Erri O

The major reason for usmg t lob aIIy iz ,{P—‘SB guidelines is the

ldell omprlse 15 principles,

unique nature of risks in IsI%nks ol'he

including the overall requ \& of aging rlsk%sﬁ/hlch involve six main risk
areas, namely credit%Tz‘quidity ris ehuﬂb’mvestment risk, market risk,

$ 2 (Q
operational risk, an e of retlﬁk\
The seco iple ' pre e IFSB document is credit risk, which
focuses o ncen t|0'n d itigating the risks associated to both. The

\
principl e ins the. ur y of&allzmg credit risk exposures emerging from

van@ges of financing a@gests appropriate actions for financially distressed

b rs
Q The fifth principle focuses on the main elements of effective LRM within the
cope of Islamic banks. Islamic banks should have adequate policy and sound process

for managing, monitoring, and evaluating liquidity. The banks should have an



appropriate system for controlling and reporting liquidity exposures on a periodic
basis, well-developed liquidity crisis management, and acceptable funding cw
(Rosman & Abdul Rahman, 2015). (’}
Therefore, based on the above studies on the impact of ba on risk
management effectiveness and bank performance, this study ianed whether
bank type enhances or weakens the effectiveness of manag"%.. nd LR in bank
During the 2007-2008 financial crisis, internatio ank a’?&i@dased from

Yw

@
. Followingthg c& se of

performance.

$500 billion to $100 billion, signifying an 80 percen

decreased their international exposure, tic i rgin developing
al fimancial crises, there

,@01.5 billion to $150.2

N
billion. Similarly, the number. issﬁed reduced @3 percent (lvashina &
\ So

was accelerated decline in the amo@jf loans |

Scharfstein, 2010).

v S
In addition, the% n of lrthe I’Qosbn 14 September 2007 was the

N

g ¢ &
biggest banking cr'wd tw rugwthe United Kingdom in 150 years.
Northern Rockéﬁund a@ﬁe biggest player in the securitization

5
o !
market of t %led ingd .ée@rje its bank run, its share of retail deposits
o

droppec(r@ t'and its assets grew from 17.4 billion pounds to
Y.

pergent t per
1135&% pounds in that sz@eriod. Then, when the markets became illiquid, the
b x/ere unable to raise enough money to finance its activity. Furthermore,
hern Rock did not have a plan for this worst possible scenario, and its share price
ropped about 40 percent from January 2007 to August 2007. The investors in the

stock market did not have much confidence in the bank, and the Bank of England did



not give any emergency loan. Eventually, the bank run of Northern Rock led to its
nationalization on February 2008 (Huijbregts, 2010).

Banks are highly interconnected because of the commonality of th@r'\sbtions
and interlinked payment systems. Thus, the failure of a bank does n affect its
owners or shareholders, but also other companies and banks. thermore, the
bankruptcy of large banks in any country does not only a ectmestic economic

growth and development, but their impact extends wid Cross countries

(Kumbirai & Webb, 2010). Therefore, the next issue ressed i

compare credit and liquidity risk exposures betvv@rdania b ‘n&fegﬁz;ted

banks in Saudi Arabia and Qatar. Y- \f .\Y

1.1.1  Overview of the GCC Econ %V
The GCC is a union of siosmtriegxs gh:‘ﬁﬂ\rabia, United Arab

Emirates, Bahrain, Kuwait, anén. It“ls th arge%\porter and producer of

petroleum (Hammoudeh & homl. untri *}rave the largest oil reserve in

the world, representin cent ofithe wiorld’ . It accounts for 49.1 percent of
g ¢ &
the Organization of N{leum\f(b?ﬁng Coué,gg’ (OPEC) total crude oil production
and 52.1 percer@EC’ lresee)ésGas and oil in GCC countries represent
¢
about 63 per &@total gover eﬂt rey}cgﬁue, 73 percent of total export earnings, and

NN
41 perc P (Férpna '; & Sa@wneh, 2010).

tudy is to

_ X |

oil boom between 2003‘énd 2013 has changed the economic growth track of
N

\untries. The biggest beneficiary of the economic boom was the banking

ector, as banks improved their financial strength by mobilizing deposits from the

ublic sector, developed sound policies to strengthen their balance sheet, and

enhanced capital ratios through robust earnings. The banks are governed by central



banks, which have played an active role in enhancing the sector's overall viability.
Moreover, central banks play a significant role in updating and adjusting banki
to preserve the financial soundness and stability of the banking sector.@pply
Basel Il and 111 to improve banking regulations and supervision of capf quacy.
Listed banks in the GCC have continued to demonstrate gro In their total
assets during the past years. The governments and centr Mhave played a
significant role in helping bank assets to grow from US qY:%.bi lion in 2011 to
USD 1978.02 billion in 2017. The main source of funding for th%ﬁssdg‘rowth of
GCC banks is customer deposits. In fact, approxim two-third th}s&@ts is
customer deposits. The total deposits of GCC i re&d’f SDQ}EG billion
in 2011 to USD 1282.3 billion in 2016,4and their o?mp nd an,@?growth rate
(CAGR) was 8.5 percent. GCC banks &atinued to ase@fr deposits despite

the challenging past few years. Th% credﬁq b lg.sjras been significant in
a% >

improving their performance, totanoan mfolicaé@reased from USD 782.7

billion in 2011 to USD 124 M in : anw% heir CAGR was 9.7 percent,

which means that their ployment w. fdste&an their deposit mobilization.

Saudi Arabia H\the sec?

Arabia Monet %\cy
N N &S
domestic b hur Islamic d’se@ conventional. The government's collective
NN
stake ir% anks fis.le an leﬁrcent. Saudi Arabia has developed the Vision
. s o -

203 onal Transformaﬂor@ﬁ (NTP), which aims to transform and diversify the

countryrfrom an oil-dependent economy to a well-diversified economic powerhouse.
6 vision will have material effect on the broader economy in the long term.
According to the Doing Business 2020 report, Saudi Arabia is the most

improved economy, with reforms on how to start a business, construction permits,

tass&jle in the GCC. Headed by the Saudi

g theédcally licensed institutions include 11



international trading, minority investor protection, contracts enforcement, and
resolving insolvency. In 2019, Saudi Arabia ranked 36th in global competitive

of 141 countries. Along with several other countries, it held fir in
\

macroeconomic stability (GFA Consulting Group, 2021). In addition,‘SaudivArabia IS

—
the birthplace of Islam and home to Islam's two holiest cities in Mecca and Medina.

\4
The King's official title is the Custodian of the Two Holy Mosqugv

Furthermore, Saudi banks have a strong level of c tlon' it has the best
capital adequacy ratio (CAR) among GCC countries,
2017, 19.5 percent in 2016, and 18.1 percent in
average of 18.6 percent in 2017. Such impr

support the economic vision of the gov

Arabia has one of the best asset qual&)n

strategies and diversify their credit olio rls v 'N conomic sectors. In
addition, their NPL ratio is th amoﬁb G aougq as they were primarily
exposed to domestic mar s 20275 tio é@i at 1.5 percent, while the

N
g ¢ &
i tor S}.ﬁtar has been the biggest beneficiary

g ofe/%b 150 billion for hosting the 2022 FIFA

regional average was % t.

On the other , the bzi

of the expected fra

¢
World Cup. in Qatar Irgereetd’)by the Qatar Financial Center (QFC) and
% NN
oversee% Ptral @k There are three Islamic banks and five
Y.
n t al banks. C}/

E tar has the fastest growing economy in the GCC. Despite the challenges in
S

Q t two years, Qatari banks recorded an asset growth of 14.7 percent in 2017 and
3.5 percent in 2016. In addition, the Qatar National Bank is the largest and most

dominant player in Qatar and the GCC, with a total asset size of USD 219.23 billion in

10



2017. The bank recorded a growth of 11.1 percent from 2016 to 2017. Furthermore,
their rapid population growth, mostly from working expatriates, has opened new
to increase and maximize the credit portfolio of Qatari banks, which (s%\cally
driven by the public sector. Their total credit recorded much faster gfb;ggompared
to other GCC countries, increasing from QAR 110.9 billion in 2011YQ~AR 839.3in
2016. This translates to a CAGR of 15.8 percent, while th M CAGR in the
region was 9.7 percent (Global Investment House, 2017). w.. '

Qatar is a strong regional leader in digital ban supportéd.b ‘e QCB’s
regulatory sandbox initiative and government pr@omoti g di a'sg@%nd
digital government. Furthermore, as GCC me a% iasand %Ygr have a

icula@:g;w~ relation to

significant position relative to the Europeagn Union (E\J),
con@‘c relations, Qatar

E,@countries and play a
N
ove? ena nt FTA between the GCC

commerce and alignment of security“‘pelicies! In terms

and Saudi Arabia have accumulat@'jbstantia g

pivotal role in the ongoing ne

and the EU (Ehteshami & e 207 =
"} s
' ' 2
u

1.2 Problem Sta entandl \a'Fc Qgﬁs
The Jord%&ono \2}' en@ﬁg open market that is vulnerable to
numerous i e%md e te:na hdck clp
&

Is a low-growth economy with persistently
NN
declinir% spendi 'pe Jordanian government has always experienced a high
Y.
levelof deficit spending. Ther@ also an abnormal population growth caused by the

Syrian and Iragi refugees, in addition to high rates of unemployment (Baxter

G ., 2017). Furthermore, public debt has persistently increased from 2014 to 2020,
e public debt to GDP ratio increased from 89 to 106.5 percent (International

Monetary Fund, 2019).



Banking institutions support macroeconomic and microeconomic stability and
promote economic growth. The performance of banks can be evaluated at both
and micro levels of the economy. At the micro level, profitability @ﬂding
resources are fundamental conditions of competitive banks, external
uncontrollable macroeconomic variables can affect the profitabilityfof banks. The
macroeconomic Vvariable used in this study is economic goywtvhich positively
l

In addition, the Central Bank of Jordan reveale t the eWome ratio

nt; in Oli! ;3[; 9@31:; in
.6 %' i Olawﬁ'percent;

a sm‘ep line inithe growth of

affects the performance of banks (Alkhazaleh, 2017).

has rapidly risen over a decade. In 2008, it was 40.5

2015, 69.4 percent; in 2016, 69.3 percent; in 2

8

and in 2020, 45 percent. Moreover, thew
customer deposits. It was approximar\gﬂercent in : b@‘e dropping to 1.1
percent in 2016 and -0.4 percent in% (Financi gnd e;és\'\hdicators, 2015). The
rising rate of indebtedness an ning CLﬁtom pos@as amplified the impact
of liquidity risk on the perf hof anks in‘the s% d countries.

In recent years, @: ecorlérﬁrdu@have contributed to systematic
N s ‘v’ ¢ X .
instability and polsegwﬁwlflcar‘lt \'ten es tge' anking sector in the GCC (Ghosh,
2014, Maghyer% artani Sir§014, the banking sector in the GCC has

¢

been unde Eshom icate ePro c(a?sed by the difficulty in mobilizing deposits
\
and slo%' ecqnami tivitis&mhich have affected the operating environment

of t or. Moreover, GCC @Ks have kept away from excess liquidity and capital
N

t \erate profitability and asset growth (Global Investment House, 2017).

L 75

itionally, a very significant rift occurred within the GCC in 2017, which witnessed
audi Arabia and her regional allies flexing their muscles against Qatar due to

significant differences in their world view. The Qatar crisis exhibited the stark reality



that the GCC countries tread separate socio-political and economic paths, and that
their actions are not coordinated in any shape or form (Asisian, 2018).

Since mid-2014, the continued decline in oil prices has altered the ics of
GCC economies, which witnessed a twin deficit of $800 billion frorﬂ';g to 2020.
For Saudi Arabia, the budget deficit was $437 billion that concludWh persistent
withdrawals of public and government deposits (Al Jazeera C nm Studies, 2021).
The governments have initiated many reforms to re Y.d\'vindling public
revenue. Moreover, the surplus public finance h een shw‘and the
owing, as_.o &[@‘%rm
), ¢ \,‘T

governments have to resort to external and interna

three-quarters of gulf countries’ exports (Altami

Furthermore, this depression also a banks, as it

i Jord
has decreased their financial grants a@nce inflo m @Snian expatriates.
The number of Jordanian expatriat@sthe Cﬁ\\_ﬁ,ﬁ r i)@}tely 558,846. Around
12.53 percent of these expatria% i @a >

in Qatar while 61 ercent in Saudi Arabia.

Money transfers from Jordanian paI represen e%tpproximately 19 percent of

total Jordanian national i e in 2007. 0Wev®'economic changes in the Gulf
4 F &

labor market cause&wate to‘ \eag to 1gevtent in 2016 (Jordan strategy forum,

2018). '

Again wepre sion, the €e rfa-pnanks in Jordan and GCC countries raised
the inte% b [

ilt in Becember 2015, which raised the cost of borrowing
s | |
for uals and companle@ﬁ' decreased consumer and investment spending (Al
J \&centre for Studies, 2021).
Q Tables 1.1-1.3 show the effects of oil price decline and interest rate increase on
anks in Jordan, Saudi Arabia, and Qatar. For Jordanian banks, there was a steep

decline in deposit growth rate from 2013 to 2017, from 10.5 percent to 1.1 percent,

<
S



before increasing to 6.3 percent in 2020. There was a clear fluctuation in the banks’
asset and credit growth.

Saudi Arabian and Qatari banks suffered from clear fluctuatiﬁﬂ'\sset,
deposit, and credit growth. For Saudi Arabian banks, asset growth m;qu from 9
percent to 2.19 percent, before increasing to 13.2 percent in ZOZWOSH growth
from 11.2 percent to 0.13 percent, before increasing to 8.2 pe CMOZO; and credit
growth from 12 percent to 1 percent, before increasing mrient in 2020. In
addition, the growth of Qatari banks’ assets dropped froml9.7 perc 9 percent
deposit growth from 19.7 percent to 7.4 percent, a it growth f '.3 _{#rcent

to 8.6 percent.

Table 1.1: Financial Facts WO

Year Annual Growth of Bank’sAssets vvt}rR‘Credlt Growth

2013 0.5 6.3

2014 471 1.8
2015 472
2016 0.4 L

9.6
8.9

2017 7.1 8
2018 2\ ¥ 2
2019 5. 33

3.2

2020 % :
\ ou c&‘f&nancial Stability Reports of Jordan

N |
Tab@inan@ Rel}@% Saudi Arabian Banks (%)

Year An owth of ’s Assets _ Deposit Growth _ Credit Growth
2013 I C 11.2 12
2014 Q' 12 N 12.4 56
2015 % P A 1.58 8.9
2016 2.1 \,T 0.76 2.2
2.19\03 0.13 1
2.5 2.5 5.3
9.7 7.3 7.6
20 13.2 8.2 14.8

Source: SAMA Annual Reports

14



Table 1.3: Financial Facts Related to Qatari Banks (%)
Year Annual growth of bank’s assets  Deposit growth Credit gro%

2013 19.7 19.7 13
2014 10 9.6 “?\
2015 10.7 8.2 g'p
2016 11.9 11.8 %2”
2017 12 13.2 101
2018 5.6 3.4 Y-q.e
2019 5.3 4.8 5.8
2020 9.9 7. N &6

4

Source: Financi St?’fyReviews of Qatar

Credit risk is the most significant risk faced b dania Mnsﬁtuting
®

86.5 percent of total risk at the end of 2017. It wa%d by market nq o&e%‘tgnal
otal ri

risks, which together represented 1.8 percent sk {Centr ba@ Jordan,

N

sions s) on bank

2018). Therefore, the effects of NPLs loan lo

Poudel (2015), Magali (201@5(:1 Sing 57 fo significant negative

N
relationship between NPL rati baftk pe .man@vleanwhile, Miller and

&

Noulas (1996) indicated th t}bassl ity, and V\%@( risk management activities
tg

lead to higher NPLS% atively af ctlng@nk performance. Furthermore,
s

:
exposure to higher4gredit ris \es\ ee <l"re of banks to bad loans, hence

decreasing thei@ (

1

saddled with %NPL com
o . N>
thelrrls% gies ([able ‘.'4). é\

X
LEPs play a significant@e in determining the failure or success of banks.
N

ang(J@M). Jordanian banks are found to be

!
red to(-Q}caari and Saudi Arabian banks, likely due to

\ﬁu Islamic countries have a large provision to meet losses that may occur due to

:e ssive risk-taking. Therefore, the failure of banks to properly control NPLs will
a

d to substantial losses (Lee & Hsieh, 2013).



Large variations in the share of NPLs between Jordanian banks and their Saudi
Arabian and Qatari counterparts, in addition to the fluctuating level of LLPs inwm,

Qatar, and Saudi Arabia, raise the question of their impact on the pere% e of

selected banks (Table 1.5). A

Table 1.4: Non-Performing Loans of Listed Banks in Jordan, Qia&a}% Saudi Arabia

(%)
NPLs 2013 2014 2015 2017
Jordan 6.8 5.6 49 ' 4.2
Saudi Arabia 1.3 1.1 1.2 4 4
Qatar 1.9 1.7 1.6 3

Source: Financial Stability Report

Y
Table 1.5: Loan Loss Provision for Listed Banks inJerdan, Qatar, I'Arabia
(%) &' NU g
. N
LLPs 2014 20 - 2017
Jordan 78.7 7 & 754
Saudi Arabia 182.9 4 O 1w
Qatar 99.1 , 100. -\ P e 79.9
Wace: FinanCial Stabi Q{{Eport of Jordan, 2017
@
The return on equity (R e banking.sector @audi Arabia from 2014 to

AN
2017 (14.8%, 14.4%, 12.?39 1194) s lo than Qatar (16.5%, 16.2%,
[
15.5%, and 13.9%). M ord % @West ROE (11%, 10.3%, 8.9%,
and 9.1%). CompKkNQatar P \ui Arabid;the ROE of Jordanian banks remains
the lowest (Cen&Qa

Furt orathe rofi
first qu 0 017,fhv]g;o

N
dro ercent. Bank profl@cross the sector have also fallen by more than half.
@ct of capital adequacy requirement on the financial performance of banks also
0%3 ents another issue that must be studied. More rigorous capital regulations with a

corresponding rise in capital are assumed to increase bank performance or minimize

of
’

tﬁe@danian banking sector have declined. In the

n-y@)rofit has declined by USD 25.380 million, or a

its risk-taking behavior (Barry et al., 2011).

16



In contrast, Dietrich and Wanzenried (2011) argued that a high level of capital
adequacy ratio (CAR) translates to the inability of some banks to exploit cw
opportunities to support their bottom-line. The CAR for Jordanian ba \ngh,
ranging between 18 and 21 percent in 2007-2016. In fact, it is oné'Ne highest
among five MENA countries. For comparison, the ratio ranged bw 16 and 20
percent in Qatar and Saudi Arabia in 2014-2017 (Table 1.6). The reported CAR of the
countries raises the question of whether the high CAR of §n-Jo'dan, Qatar, and
Saudi Arabia reflects the lack of demand for credit o relu tawfbility of

banks to lend due to fear of higher NPLs, which wo versel aff tfieir @ncial

performance.
Table 1.6: Capital Adequacy Ratio for, NEL?‘M rdan, Q and Saudi
CAR 2014 2017
Jordan 18.4 19 1 17.4
Saudi Arabia 17.9 18 1 & 19.5
Qatar 16 14. 9 p q 1 16.23
ource |aI Sﬁ&hty Report of Jordan, 2017

Moreover, Islam%; is faci vg.JeF019®zalllenges the largest of which is
gov

the lack of suitable wfﬁcier

finance and ki in

¢
independent a%lties. The

represer% f conte ';v Isla'& scholars. It is a regulatory authority within the
t

ind

ce. Since its inception, the Islamic

s S gulated without the supervision of

ic é‘?nmal Service Board (IFSB) is the largest

has dodged theq%ﬂe of setting governance rules for Islamic boards to

t the unqualified Islamic supervisory board members. The Accounting and
d iting Organization for Islamic Financial Institutions (AAOIFI) is another
gulatory institution within the industry. It has introduced a standard for tawarruq,
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but this product has been ruled as categorically unlawful by the Figh Academy. This
shows that the self-regulation of this industry has been unreliable and unpractic?

In addition, the intervention of central banks has also been unsucces@ause
the main problems facing Islamic banks are the credibility of their pr and their
similarity to conventional banks’ products. Moreover, central bR;will not be
pleased with Islamic banks if they offer truly Islamic products, because these products
will then inherently add several business risks. Furthermore; 5go:ﬂ"ct and volatility

of fatwas pertaining to Islamic finance and banking ucts a\Wred some

@
Yw
ng thelpubli wifgﬁe full

rit@ Islaqlminancial
i ired ( Vﬁ 2015).

suspicion over their legitimacy and created confusio
independence of any potential Islamic regulato

institution is a must, and a balanced Islami

Finally, the overuse of credit N urchase
murabahah) obscures the signif%e ofﬁc?ba
conventional banking product%s enﬁ

acti@k(AlTAB and al-

lgzésince they replicate
N,

finahcmng s legal charge on asset

&

purchase and taking contractual ofitJ irtue of @ value and financial leasing
instead of true leasing ese contrac refnaibontroversial offer no significant
4 ¢ &
advantage for Islamieybanks ovte \fNe tiona ()anks S0 as to generate better financial
performance (Resly aka
¢ l (R

p?o itability of Jordanian banks; their lower ROE

NN

, &
In suE the declini
compar% her regio :bank olitical pressure in the GCC; the declining
Y-

O

remi s from Jordanian e@?ﬁriates; the increasing percentage of NPLs; the
N

‘@ and fluctuating growth in bank assets, deposits, and credit growth in Jordan,
audi

6 i Arabia, and Qatar; the absence of proper Islamic governance; and the conflict
etween and volatility of fatwas related to Islamic products have raised the question

about the factors relating to credit and liquidity risk exposures that may affect the



performance of Islamic and conventional banks in Jordan and in selected GCC
countries, namely Qatar and Saudi Arabia. Thus, the current study aims to analgwe
performance of both conventional and Islamic banks in the three countri% the

gap in the literature. To accomplish this objective, the research attd'l&[o answer

three questions. ? '

1.2.1  Research Questions

1. What are the relationships between credit ris

bank performance of Jordanian listed bank ' _\G}
2. Do credit and liquidity risk exposures.di be% nia@tari, and

- X
Saudi Arabian banks? \, u\ é
3. Do credit and liquidity ris o;)res of lis Iaw'@‘ﬁanks differ from

listed conventional bank rdan, : S ;d@!xrabia?
5 A

4. What is the model fnéating credityand Ii<0' ty exposures in Islamic
and conventiona % Ajﬂ $
CO ’ BN

s ’ &
1.3 Objectives&Stud” \ %(J
The reseaw ack by cnjéimportance of credit and liquidity risk

¢

!
exposures performan tJ the?onomic growth of Jordan, Qatar, and Saudi

-
Arabia. % in objéctiv ?f thissé?éarch are as follows:
L

ATO examine the re@'(ships between credit, liquidity risk exposures and

\ the performance of Jordanian listed banks.

0 2. To compare credit and liquidity risk exposures between Jordanian, Qatari,

and Saudi Arabian banks.

>



3. To compare credit and liquidity risk exposures between listed Islamic banks

and listed conventional banks in Jordan, Qatar, and Saudi Arabia. Yv

4. To develop a new model (CRETY) for evaluating credit and ri@ures

in Islamic and conventional banks. A

1.4 Motivations of the Study
This study is driven by at least four motivations. Fi KnkirP activities play

a significant role in the economic growth of any co , and t ensuring
"y

financial stability has become one of the main man of central nl{s @s the

world. Therefore, the financial performance o onventi d Isl\zﬁ?ic banks

i

and the determinants of bank performance4aave béen atconstant sub@bof interest to

researchers. ldentifying these factNatical for reh@‘rs, governments,

regulators, and other stakeholders a@"jwill conti %b g@\?the subject of future
o S

academic research. % q
\ N
Secondly, in recent years, verll se hers%@h as Rajha (2017), Alshatti
(2015), Boahene et al.%, Abiola and I}L!Si@ﬂ), Prakash and Poudel (2012),
s &

Magali (2013), Karifm,and Alain ; andg.man et al. (2015) have recommended

2!

/

examining the effect 6f NPL on éﬁ& performance. These recommendations

!
¢
come from &D to understand ﬁovwr dit facility policies affect the effectiveness
% Y
of CRN% perf e, esp&ally because most financial crises occurred due
X

to t)ﬁtcomings of the risl@ﬂ{agement mechanisms of banks.

\\irdly, this study examined the impacts of credit and liquidity risk exposures

=

n'the performance of listed banks in Jordan, Qatar, and Saudi Arabia. Most studies
ave only focused on the GCC in general or on Jordan in particular (Smaoui & Salah,

2012; Rajha, 2017; Alshatti, 2015; Ben Khediri et al., 2015; Ramadan, 2011; Abu
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Loghod, 2010), while comparative studies have been limited. This study is significant
because it compares the effects between Jordanian banks and selected GCCYE

This exercise provides more clarification for the evaluation of financial @s of

banks in developing countries. A

Fourthly, bank type potentially affects risk management effgCtiveness, thus
motivating this study to explore whether bank type explains t eMnships between
me

credit and liquidity risk exposures, and bank performa tudies found a

significant relationship between bank type and bank pe anc (Wal., 2012;
“aAx

Chazi & Syed, 2010; Ben Khediri, 2015).@:& this s ylpr ides a

comprehensive analysis for the financial p ce_of’ onv@dnal and

Islamic banks in developing countries. yo\ \ é\‘r
SO Ao

1.5 Contributions of the Study (') \T S

N
The current study provid &‘ming dgﬂions to the literature on
risk management, partic%red- iquiditirisk exposures, and bank

performance. Firstly,% d cou
s
significantly from eloplngl i
Jordan on the e@ CR a:Rl
¢
such as Als &;)15),
NN
only fogls cerfain i atorsv&mh as NPL ratio, capital adequacy ratio, and
L | -, o
leve atio. Therefore, t@ésearch examined other indicators of credit risk

e Xes that have not been investigated by the Jordanian literature, such as credit

E & N .
Ilk%(]mdan. There are limited studies in

M nk performance. Most of these studies,

ajha ﬁ?)cgc\arrad (2017), and Al-Rdaydeh et al. (2017),

rowth ratio. These indicators are assumed to affect the performance of Jordanian

anks. Using data extracted directly from the financial reports of listed banks and the
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Amman Stock Exchange (ASE) website, the current study aims to enhance the
understanding of risk management practices in Jordan and other developing co
Secondly, this research makes a new contribution to the literature b rmg
credit and liquidity risk exposures between Jordanian banks and their Qévnd Saudi
Arabian counterparts. This comparative analysis provides a more comgrehensive view
on the risk management practices of these banks. These fin mNI help banks to
determine the appropriate qualities that they require %ﬂ k management
committee. The outcomes of this study will contributéyto bet erWandmg of
effective management of credit risk and liquidity risk

lation to b p‘rf&@nce
nk in‘j Qata\/%d Saudi

m\les i gene;é\vb; how risk

Thirdly, the results provide useful insigh

Arabia in particular, and banks in deve% ou

management level in banks could b ructured Ip to compete and

develop. Moreover, they can also te bette gta '\on how each country
\

influence risk management e SS oﬂ the re @teractlons between risk

management and bank perfi x Tl orey the fg@‘ngs will be useful for banks,
risk management com%znd sharehol rsllrh@ermlnlng the level of credit risk
4

and liquidity risk i %nk ftheé countries.

Alshatti (2015 Jor n commercial banks need appropriate
credit administration an adeq te"cocb((')? over credit risk. Furthermore, they should
establish’ convenient Jtredi '}sk msh\gement strategies by conducting sound credit

eval 10n before granting credl?/to clients. Meanwhile, Islamic banks still have a

N
IE y to go, as their performance demonstrates a deviation from the theoretical
ew

6 work and objectives of Islamic finance (Fayed, 2013).
Numerous studies have compared the adequacy of risk management systems and

tools between conventional and Islamic banks within or between countries. To the
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best of the researcher’s knowledge, this is the first study to conduct a thorough
comparative analysis of credit and liquidity risk exposures between conventio
Islamic banks in Jordan, Qatar, and Saudi Arabia. The dummy variable b@e has
been suggested in previous studies, e.g., Tafri et al. (2011), W&%man and
Gunasegavan (2013), and Al-Rdaydeh et al. (2017). These research stated that the
associations between credit and liquidity risk exposures and bankwperformance are
greatly influenced by bank type, either Islamic or conventi QY'

Fourthly, the study presents methodological con tion bwe sample
included both Islamic and conventional banks acros ral countri arlj &ﬁe}[rme
The panel data approach was adopted. It is us ause it'a stuc@% a large

quantity of data points, which reduces the Irn ritysamong,varia d increases

the degree of freedom. Additionally, @a contro rrar@riables like time,

countries, industries, and states. In n, only $d| ,@Ve used panel data to

’&

N
examine the impact of CRM d cr%drt a chquutg? risk exposures on bank

performance. To the best th [ now e, this study is the first to
topi

estimate the variables % rtlcul

}1'\]0«@. Qatar, and Saudi Arabia.

Fifthly, the reSults are b‘s for (wy makers and regulators in Jordan,
Qatar, and Sa I O(_) ain the role of CRM and LRM in
' -
enhancing b form nce e ﬂ ill allow policy makers and regulators to
\
conside h i |ve£ C ?f ng credit risk and liquidity risk. The study also

prom;& conceptual framewot%for risk management in Jordan, Qatar, Saudi Arabia,

%Nr countries with both Islamic and conventional banks.

[aF)
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1.6 Thesis Structure

The study comprises six chapters. Chapter One presents the introductiow
study, discussing the background and problem statement, as well as @arch
questions, objectives, motivations, and contributions. *

Chapter Two describes the types of risks; defines risk management, CRM, and
LRM; and discusses current risk management practices around ‘the world and in
Jordan, Qatar, and Saudi Arabia, and credit and liquidit 'mo ures in Islamic

banking and Basel I1l. The chapter also explains the ie.s\zgldd to risk
®

ies on cr 4mj_{ig§‘lﬁity
the the | framéwork and
R é\;@?

management. Chapter Three reviews prior empiric

risk exposures and bank performance, it also

hypotheses development. \,
Chapter Four presents the reseawa

and their measurements, and data ar@;s's tec

Chapter Five discusses%ta Aalysi s, which begins with

diagnostic tests and selection of quj\ gression n@éls for the panel data. It also
rt 'hde@'ldent, dependent, and control

presents the descript tics fi i
s 2

&
variables. In additi&iﬁgis chapit ts th Qegression results for the relationships
d

between credit
& ’ C?l
compares thE ression result fﬁsltr-r}a agement between Jordan, Qatar, and Saudi

Arabia. % F e V): §

inally, Chapter Six con@és the study and summarizes the research findings.

idity=ci osu@énd bank performance. Additionally, it

N
Mtations and implications of the study are discussed, and directions for future

Gﬁrch are proposed.
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