CHAPTER 3

LITERATURE REVIEW (;
3.1 Introduction ?

This chapter contains eight sections, including this introductory section. The
X

underpinning theories employed in credit and liquidit pOfures and bank
performance literature, such as institutional theory, sta Ider h flnancial

intermediation theory, followed by a systematic re of credit Ilq@ risk

exposures. The chapter also reviews empirica i créd pQJTes bank
performance, and their main variables suc erf\s‘ml Ioans_épigl adequacy
ratio, cost per loan ratio, loan loss r |o, and C gr ratio. Next, this
chapter presents empirical studies U|d|ty r| su §4'\Ban performance, and

N,

their main variables such as c tlo, ﬁ)an t pozo io, loan to assets ratio,
cash to deposit ratio, and ra dISC s on bank size, bank type,
board size, and gros% p"IJCtI : (N are used as control variables
between credit and idity r f res ank performance, the research gap
and asummary th 0 d

l pr
¢ ? C.)
&
e aI Backgr d é\
& defined ecﬁ. I izati f fact d lities that
ory is defined as iversal organization of facts and realities tha
N

rates and interprets the facts in a model. The facts need to be checked to set

32 T

O

alues, and a theory can be accepted or rejected on the basis of empirical results
ngheta & Ziolkowski, 2005). The theoretical framework is useful to define the

variables to be measured and the statistical relationships to be examined. There are
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two major realms in research, that is, theory and observation. Theory is “what is going
on in the heads of scientists, but observation is what is going on in the real wcv
do research, one works between these two realms” (Trochim et al., 2008). (’}

Institutional Theory \

Stakeholder Theory Performance
- > L
efficiency

Financial Intermediation Theory

Figure 3.1: Theories Related to Risk Exposur@ P ril)rma ce
Ly

3.2.1  Institutional Theory é ,.\0}
ru% d oJFms and

This theory focuses on the regulatior?ag
institutions by regulatory bodies and goverw, in aa\ditio to all s and norms

ag@% Powell, 1983;

internalized in roles as part of socialtzationgprocesses

Meyer & Rowan, 1977; Powell & Bi gio, 19\'39?&, QO'QS‘as cited in Collier &
N

Woods (2011). It explains t ifferent \9vays (dea&/c)with the uncertain and

complex world and qualify in vidla ctors to understand their actions as well as
, 20

the actions of others ( capen }.lltﬁ'&sed in many different fields, but
’ &
it is closely IinkK ec0n<' Mr S ()—{@&on, 1988; Nelson & Winte, 1982;
North, 1990) asited ifr Di i Powb 983).
' G
Bro

sq\d [
Instit '%ali’atio is 't @s/s through which components of a formal
o
structur, come wid ?:ept%éé}s both appropriate and necessary and serve
i organizations" (@e’rt & Zucker, 1983). This demonstrates that

c% nce towards homogeneity among organizations should be obtained through
ontinual

legi

resource support to gain legitimacy, which ultimately leads to

Qtitutionalization. Homogeneity of institutions is formed through three processes,
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which are: 1) coercive isomorphism, 2) mimetic isomorphism, and 3) normative

isomorphism. Yv
Isomorphism is the tendency of different organizations to ado@ame

characteristics. Coercive isomorphism results from legitimacy, regula political

pressures on firms in the forms of direction, persuasion, and temptat imaggio &

Powell, 1983). Mimetic isomorphism happens in highly uncertain environments, when
ol

organizations try to replicate other organizations that they lmore legitimate

or successful due to the lack of proven solutions for iven jpro ormative
isomorphism is related to professionalization, whi resulted mle@nce
personnel movement, conference, and formal on a i @'agglo &

Powell, 1983) as cited in Hudin et al. (20149\, u\ g
Furthermore, msﬂtuﬂonahzaﬂor\a/vhen the age@\ control system,

especially risk management, become |ghly ho u TBBS a large number of
\
institutions. In this regard, th na &nent r@ceszgé?l logical and systematic
approach for making deci ecT g eosts, m%umlzmg profits, improving
communication betw , increasi “fh confidence of stakeholders, and
4
protecting the repu no thi | the uId help the firm achieve its goals
and missions. Moreowver, ri gem ould increase the firm's value, allows

better manase%.ldg a eﬁ acse the confidence and quality of investment
T m

deci3|o alag” ,1997®effner et al.,, 2003; Veysey, 2008; Smit &

012, Azhar et al., 2®~’as cited in Hudin et al. (2014).

% st institutions combine the formal and informal approaches to risk
ge

G ment due to the drivers of risk management adoption, including technological
dvancements, competitive advantage, regulatory compliance, corporate governance,

good business practices, globalization, improved communication, risk complexity, and

59



corporation failures (Manab, 2016). As these drivers suggest, the implementation of
risk management exercises rests on three basic factors: 1) external factors, 2) TI
factors, and 3) industrial factors ( Abdullah et al., 2012). In this study, t@ was

on the external factors, while other factors are ignored (Zsidisin et al., , Collier &

Woods, 2011). ?
Applied to risk management, the institutional theory clirMO main points.

The first is the external pressures on institutions to imp n then' (legitimation).

The second is the similarity of risk management 0S WStitutions

s di S <
(isomorphism). The legitimation and isomorphisn%@anian an aﬁif&&\jh two
elements. First, the laws and regulations issued entraf fJoKd%" apply to
all Jordanian banks, including Islamic one a&jﬂ \
for all Jordanian banks is only carrie &Dhe big fo
all Jordanian banks have a risk %@agemen \ngl ,@\their organizational

N
structure. ‘% f v,

[/}
The Basel Committe B kinl
I

&

ision §BS) has made a lot of efforts

to improve the risk % ent tools “b'a t the international level. The
4
Committee Wasw @ e Co\ﬁfagl{tee on Banking Regulations and
Supervisory PracticeSw It i
overrars G10< countries (Canada, France, Germany, Italy,
ds, Belgium, Japan, nited States, the United Kingdom, Sweden, and
B
Nand) (Basel committee on banking supervision, 2014).
0 These guidelines have been published to be applied in developed and developing
ountries for the purpose of enhancing financial soundness and stability of banks by

improving the quality of banking supervision worldwide (Al-Tamimi, 2010). It
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specifically aims to increase the ability of banks to identify emerging or current risks
in the global financial system (Basel committee on banking supervision, 2014).

Basel 11 introduced more detailed standards for dealing with credit @ldity
risks by making the capital adequacy ratio and other components like S reserve
more risk-sensitive (Al-Tamimi, 2010). Despite its focus on the bus&gznvironment
of banks, which is characterized by a high degree of risk Bas | preserves the
integrity of the bank’s financial system. In addition, their Ti rules can help

banks to mitigate credit risk.

Nonetheless, risk management is not the

supervisory authorities, but also of managers,

representatives (Alsayyed et al., 2015). F asoo\ thisstheory. not provide

sufficient explanation for credit and Il@sk expos rac@% and their effects
A

on the financial performance of ba S \ A

—9

6 S
ey
_io

3.2.2  Stakeholder The Jp ‘%\

This theory was % develaped “F‘res@n (1984), and it is managerial in

4

the broad sense of term Itl \nq simp edlct cause-and-effect relationships
or describe e |n ond her ecommends structures, attitudes, and
exercises in man ers a s{i @C‘Iaers contribute to each other (Donaldson &

Preston,/19 b g

L

Awactlce stakeholder t\ y differs from agency theory, which proposes that

t tutlons management is undertaken on behalf of the owners, that is, the
Q holders. Therefore, it assumes that the value obtained by the organization
rough management will only benefit the shareholders, while other stakeholders are
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largely irrelevant. Any benefits that they obtain from the organization will be

coincidental because it only focuses on the interests of its shareholders.

In contrast, the stakeholder theory states that an institution is accountabl ange

of stakeholders, and each deserves a certain return (Crowther &ﬁkga, 2007).

Stakeholder theory is linked to other concepts, namely stakeholdengement and

stakeholder model. All stakeholders have a stake in the org nm and should be
-

equally included in all decisions and processes. The sta mo?el appears as a

new structure for “describing, evaluating, and agin We social

XY
performance” (Donaldson & Preston, 1995). é ; J _f)\
= ‘-E'

Investors
Governments Trade
\ / associations
Political groups Firm Suppliers
/ 1 \
Employees v Customers
Communities

rr : Stal der Model

Stakehold@gem ests (@ty it is possible to better understand all
&

2\
pa

9,

activities (&) es of sta ldgrs @ationships to obtain positive results, but it is
NN

impossi tq ¥control (‘;f th%_ (Roeder, 2013). The basic requirement for
stakahhr management is t@fnultaneous attention to all stakeholders who have
‘@‘te interest in the three main aspects of general policies, case-by-case decision
aking, and establishment of organizational structures. This requirement takes into
onsideration the influences of any parties on firm policies, such as shareholders,

managers, and the government.
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Stakeholder theory has two purposes: to describe how organizations operate and
to help predict organizational behavior. Indeed, different theories have dw
objectives, implications, and validity criteria, but the stakeholder theory @shes
itself from other theories in apparent ways. It aims both to iIIustrat!';d,guide the
operations and the structure of the established firm. In addition, it desegibes the firm as
an organizational entity that attempts to accomplish the multiplefbut not always

entirely congruous goals of its diverse participants. This arrle's the basic idea

that organizations have stakeholders. ‘\d
‘X
Stakeholder theory has three main aspects{wment pawer ] d.&ﬁe}ptive
accuracy, and normative validity. While these re @ i rIinQX’each has
different implications, types, pieces of evidence, and ar%um S. Desé}};e accuracy

means that the stakeholder theory is \S@iepict an lai <<I‘ticular corporate

behaviors and characteristics that @nstra‘%f lec F@\[' present, and future
N
situations. In addition, it is erized byat 25@?5 of stakeholders and

corporations (Donaldson Sﬁéﬁn, . This thg has been used to describe
different areas relate corporation the ﬂbre of the firm, the ways that

’ 4 $ &
managers think aboWaginiﬁjn r & %&lﬁnder, 1977) as cited in Donaldson &
Preston (1995),4an ac er @(ms managed (Clarskon, 1991; Halal,

¢

1990; Kreinii%hmb , 199 a;citedj' Donaldson & Preston (1995).
\
N% validi s that:the theory is used to explain the functions of the
. i S o
fir uding the |dent|f|c@'( of philosophical and moral guidelines for the
c \&ion's management and operations. Instrumental power means that, along with
lable empirical or descriptive data, this theory is used to determine the
onnections, or lack thereof, between stakeholder management and the

accomplishment of firm's conventional objectives like growth and profitability. It
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typically stops short of examining the particular links between cause (stakeholder
management) and effect (firm's performance) (Donaldson & Preston, 1995). It

to adopt the hypothesis based on the cause-and-effect relationship. Acco@ it is
necessary to "explore the logic of this concept in practical terms i.e., s of how

organizations can succeed in the current and future business environigent” (Freeman,

1984) as cited in Donaldson & Preston (1995). It focuses on i simplé hypothesis that
act

1<les will perform

better financially than those that do not”. ‘\d
X

The most promising contribution of the the 0 riskk m e[ng@% the

as@ y ins\t/Wmentally

rformance rganizations

sk f@? by conventional

and Islamic banks that is related e stake ?he ry\ credit risk. This is

7 o S

income  byp granting-‘credits to investors or

“corporations that manage to adopt stakeholder principle

application of organizational functions as effigi

linking between the stakeholder model%

(Donaldson & Preston, 1995). The m 'mpatant type

because banks generate their.
\m &
entrepreneurs. CRE will aﬁ:ct nk' i iIit@& Zou, 2014) as cited in
Alshatti (2015), and it ed usirL su iﬂdh&rs as NPL ratio, which indicates
’ 4 4 4%
how banks manage %credii \(~A iyie g&x otey, 2013). As mentioned above,
Basel Il introd% ore ensivéi!k management standard by making the
¢
capital ade a&a

i
io and loan s!re@@ more risk-sensitive (Al-Tamimi, 2008).

NN
T@za/ two fhain )nts foétme application of stakeholder theory in Islamic

ba stly, many critical @s have emerged to improve the banking industry,
i

n
XQ the flexibility and reaction of Islamic banks, which have speedily changed at
G conomic and global scale. Secondly, it focuses on the moral side of Islamic
anks. Stakeholder theory proposes that banks should be aware of social norms,
religion, and culture and be accountable towards both external and internal
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stakeholders. Thus, the responsibility of banks is not limited to maximizing the annual
profit but also to preserve the welfare of all stakeholders. T

Furthermore, from the viewpoint of Islam, bank comprises multiple@ks of
key stakeholders that communicate and influence each other. For irﬁ*, internal
auditors provide an independent evaluation of the bank’s conmze with its
accounting practices, internal control, and information system:%Moreover, they
provide assurance regarding the bank’s risk management; Ya:e overnance, and
control system processes. External auditors assess the ity o riw‘financial
information. Meanwhile, the board of director is sible for ur‘n&@t the

banking system is healthy, in addition to i a% ng h?strateglc

ent p@hces whereas
serxéhe rights of all

direction. Bank supervisors act as organize'\f, sk

the Islamic board comprises religi a)lars tha

stakeholders based on Islamlc ly, cuér\bv\ga;s

behaviors (Al-shamali et al., S
Aj \
S

3.2.3  Financial Int
o' 49
Financial int INKatlon gmssues relating to adverse selection,

moral hazard, and as

i
banks is to E%s a financi nferdaary between the borrower and the lender.
Banks % ndsJ* fro 2clepos‘& (lenders) and lend them to borrowers
(entgﬁ

eurs), and the ban@én generate profits (outcome) through the interest

‘h%fﬁnancial contracts. The main function of

S
: The intermediaries monitor borrower's information and receive payment from

e borrowers. This process is not directly observed by the lenders (Douglas W.
Diamond, 1984). The financial intermediation theory assumes that external and
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internal factors affect the performance of banks (Pagano, 2001). This theory is
basically based on the cost advantage of intermediaries (delegated monitorinwﬂle
financial intermediary should not only know the details of financing tra@}n and
how it should turn out, but they should also know the client, his erNabits and
business, and obtain a clear image of his situation. The banker is a rigk-neutral agent

with a personal wealth equaling zero. Therefore, the banker thture the value

associated with solving information asymmetries and minimizi tra'wsactional costs

.H ke‘?req@@ argued
@

0 essenti sqec.t{%?risk

reg@ i forl@an about
e sﬁcon is rislgs;;rol for the

effective shaping and structuring of ri ora)lio. é

between borrowers and lenders (Douglas W. Diamond,

that banks work as delegated risk managers throu
management. The first is risk analysis for

allocation and correlation of risky assetsiand

However, there exists the is@jf infor %sy p@\?y because outsiders

N
cannot directly observe the pr%activ e %Ql(?ess, and this is a costly
endeavor. Therefore, the e '%of rmai];agintermediary is justified by
the amount of costs %\c owbi
depreciation in fir Qﬂe as alr
by each deposik& justi

AccordingIE:
\
activities” effiCiently & 'Pently@ placing the lender's money in profitable and

Y—
prom& investments with s@ctory risk (Douglas W. Diamond, 1984).

\addition, moral hazard can be decreased through regulatory standards, which

ies f
f
Their moni ring costs are lower than the
s &)
oor@mtoring or the direct monitoring cost

S in@{e the value of financial intermediation.

i
t‘is (t_ajr et, banks are required to manage their

amenhance stability by enforcing capital adequacy requirement (Bhattacharya, 1993).
he moral hazard hypothesis indicates that the decrease in cost efficiency following

low capital ratios may cause higher NPLs and credit risk. These evince that bad
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management practices, as demonstrated not only in excess expenditures but also in
subpar underwriting and controlling exercises, ultimately lead to NPLs (Bevﬁ
DeYoung, 1997). (ﬁ\
Furthermore, the efficiency of financial markets is also by the
asymmetric information between lenders and borrowers. This asymmetry results in
moral hazard problems because the depositors cannot easily_evalUate the quality of
investment projects that borrowers undertake. These K y benefit and
incentivize the borrowers, but they increase the likelinoothof def UIWJS hurting
"AX
the depositors (Mishkin, 1990). According to Wolfso 96), infor 'onj a@etry

ate{ Iow\r)m (good)

borrowers and high risk (bad) borrowers#which’ leads to verse,éh‘ezc.tion. Moral

hazard activities by the managemen\@erse loan ctio@ banks raise the
S

banks’ risk. %T A
Financial intermediation)%ug &tst ank \y the role of delegated
monitors for depositors. %re, u rtaki§ of potential and existing
borrowers are monit@;nks '0 pr t;&t@wealth of the depositors and
shareholders. \ . \" %C)Q
&

\ B (..)
3.3 Syste eview of C diar@}quuidity Risk Exposures
eg

N
T% rchep” searehed foé}elevant articles in three databases: Scopus,
X

EB%S'[, and Google Scholaty The research included articles published in 2008-
R

\at focused on the impact of credit risk, liquidity risk, CRM, LRM,

occurs because of the bank's inability to

onventional banks, Islamic banks, bank performance, Jordan, and GCC banks. These
eywords were included in the article, title, or abstract. The researcher excluded other

types of risks, such as interest rate risk, political risk, market risk, foreign exchange
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risk, strategic risk, technology risk, reputational risk, operational risk, and equity or
commodity price risk. The search was also limited to English articles and con

papers. The subject area was restricted to management and accounti Iness,
finance, and economics. This search contributed to bridging the Iiterarm;gp through
an organized, comprehensive, and accurate method. Table 2.1 Wthe search

results. The keywords used during the search are shown in the fi olumn, and the

number of articles found in the databases are presented in wing columns.
Table 3.1: Systematic Search Result of Credit and Liquidity Ris ement
2 T
Database Scopus EBSCOhost Google Schalar
Performance 1,575,713 i 774,000
BP 3,450 42 2 ‘ 1,7 00
Risk management 53 9 8,100
BP and CRM 8 ? \ V;" 8
BP and LRM 11 \, %\ 9
BP and CRM in Jordan - << 5
BP and LRM in Jordan O 3
BP and CRM in GCC - -
BP and LRM in GCC - \T - 3
BP and CRM & LRM in Jordan 2 $ -
- 1

BPand CRMinIBand C

BP and LRM in IB ang-CB LN
CRM: Credit risk mana RM: liquidity risk ‘mahagement, GCC: Gulf Cooperation
Council, IB: Islamic banks, - conventi a I@BP: Bank performance, "-" means that

no articles were found® ' %
NG
In the fi N@e 0 tl}e C tl‘ﬁggms “performance”, “bank performance”,
and “risk a Qnent d

BP and CRM and LRM in GCC g (|
BP and CRM & LRM in Jordan “ é}%
GCC banks B A )
&N,

N W

4

la;éﬁumber and a broad range of studies. In the

: 29 ie
: % 113 : b b (3
secon the 'sp icd Sealﬁh terms of “credit risk management”, ‘“bank

>4
petfo e”, “liquidity risk Y@lagement”, and “bank performance” returned fewer

icles. In the third stage, the papers were filtered to determine which included any

Oependent variables related to this research. Irrelevant papers that were out of topic

and subject area were excluded. This stage resulted in 72 articles. The last stage was

to remove any duplication as a result of using many keywords. Six duplicate articles
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were found in Scopus when using the keywords “credit risk management” and
“liquidity risk management” in Islamic and conventional banks. There we?ﬂno
duplicate articles in each of EBSCOhost and Google Scholar. Following thi cise,
the total number of articles collected and used by the researcher was 6?\
N~
3.4 Empirical Studies on Credit Risk Exposures and Bank Perfermance
This section presents the main empirical literature o m

Q‘ement in banks,

credit risk exposures, and bank performance. The iew facu the main
]

jtal adequa ra[io.@?per

g% i man@%?nent has

I peﬂfor ce. Qggecessary to
implement risk management practicW)onduct r nal &and assessment.

Strategic managers must also close nitor an \ssgcr jt:?lsk. Risk management

N,
cannot be ignored, and it is cur%owin‘a in size in th iness sphere in Qatar.

ns
ﬁa, &
Nair et al. (2014) and Eckleset 1 exa Q&J the effect of enterprise risk
management (ERM) o% of firm's ri l'I'I*vémpirical results revealed that the
4

implementation @M di \eg stocgceturn volatility and risk, which
simultaneously lead hig '. (51*’
¢
Boahe &)I. (2012) a Kose}?d Gartner (2017) conducted a survey and

indiﬁ& N
N
%\fian et al. (2012) investigated the internal and external factors that affected
hewpe

rformance of domestic and foreign commercial banks in India in 2000-2008.

components of credit risk exposures, such as NPL,
loan ratio, loan loss reserve, and credit growth

a significant effect on financial and nonw

/1/3

hey found a significant and positive relationship between credit risk and the
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performance of domestic banks, but a significant and negative relationship between
credit risk and the performance of foreign banks from North America.

There is a growing body of literature that compares credit ris ures
between Islamic and conventional banks. For instance, Rozzani and Rahman
(2014) investigated the factors affecting the performance of Islamic and conventional
banks. They found a positive and significant relationship bet performance of
Islamic banks and credit risk, while the performance o mr'al banks is not
significantly related to credit risk.

Meanwhile, Mendoza and Rivera (2017), Kari 13), and A Qay:fb et al.

(2017) developed extensive models and found nt tlve\gatlonshlp

between bank profitability and credit risk. \, g
Noman et al. (2015) studied the hnce of c tiow@nd Islamic banks

in Bangladesh in 2003-2013. They Iuded t g

is ,{b'mflcant and negative

relationship between credit r profﬁablll for & types of banks; More
specifically it is found that e unit rise i decr ﬁéROAA by 0.05 unit, ROAE
by 0.54 unit and NIM % nits re lectl I a e unit increases LLR decreases
ROAA by 0.1 un |t, AE by} and by 0.02. In addition, Islamic banks
have lower cre t riske and lhty conventlonal banks. Therefore, banks
need to use e CR p‘ro IQ_} er to ensure profitability and safe the bank
from Io a isis. f

waklstan Hanif ( 20@5h0wed that CRM in Islamic banks is better than
c%e ional banks, but the profitability of conventional banks is higher. This implies
slamic banks are more financially sound and strong, but the assets of

anentlonal banks are able to yield more returns.
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On the other hand, Tafri et al. (2011) compared the risk management practices
of Islamic and conventional banks in Malaysia. Using a questionnaire, they cow
that the risk management tools of conventional and Islamic banks a@%&rent,
stemming from the different nature of the banks. Conventional banﬂ&g interest-

based, while Islamic banks are non-riba and Islamic-compliant. ?

Several cross-sectional studies, such as Alshatti (2015)i M (2012), Singh
(2015), and Musyokil and Kadubo (2011), found a signifi a crit"cal relationship

between CRM and the performance of banks. Abiola iWound that

rural Savings and Credit Cooperative S

reported that 70 percent of rural S 509

implement effective CRM practicesc0
Aebi et al. (2012) studi%effec?s 0 overnance mechanisms
related to risk governance wﬁ%af e formance of banks in North
America during the 2 i ial crisis. The r howed that the banks were able
’ 4 $ &
to face the financi%sis vlez: y igemented effective risk management
practices. Simi MOha ' ah Qﬁ'olS) concluded that risk governance
¢
significantl '%ces e per rn{in %?Islamic banks.
\
Ir%ksiveﬁ e Stra@t and loan (2013) suggested that risk indicators

provide “better explanation fo@causes, results, and consequences related to bank

p%%ility. The authors found a significant relationship between macroeconomic risk
a

o

s and bank profitability, credit portfolio quality, and entire banking operations.

addition, bank performance is an indicator of the trust and stability of depositors.
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3.4.1 Non-Performing Loans and Bank Performance

Hosna et al. (2009) reported that NPLs are an indicator of credit risk exp?s.

They are measured as the share of nonperforming loan to total loan. Iﬁ%&m?)

crisis increased the level of NPLs in Jordanian banks, which led to more pressure on
their balance sheets and negatively affect their lending operati nN

A number of cross-sectional studies, such as Alshat Kn'ﬂ Boahene et al.
(2012), investigated the impact of CRM on the finan erf mw‘banks by
examining their annual reports. They reported that t is a signifi tkn&%itive
relationship between NPLs and the financial p ce of Ba Y*

S mgnébantly increase
ZOJ@ﬁho reported that

In their paper, Abiola and Olausi (2 found tb?t
bank performance. This is aligned wil\ and Ako
the percentage of NPLs in rural a mmunl \'ﬁkg 'a\na has a positive and

N
significant effect on financ \%ormaﬂce s that NPLs increase

proportionately with profl \

Recent evidenc unble@ that the association between

lagged NPLs and s in Jol ﬁm banks is significant and positive.
They also asse dt |o is y to increase when it has risen in the
precedingy f (_}

NN

P d I 012){5 di ’the m.%act of credit risk exposures on the financial
perfﬂ&ce of banks. The or found a negative and significant association
Keh

b the default rate and the performance of banks in Nepal. In addition, the

Q r indicated that the most important predictor for bank performance is the default
t

e. Meanwhile, Magali (2013) collected data from the annual reports of rural

SACCOs in Tanzania and found an inverse relationship between NPL and the
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profitability of rural SACCOs. Furthermore, they are facing very serious problem in

NPLs. Y-

Hussain et al. (2016) empirically analyzed different types of risk @g the

activities of banks and evaluated the impact of risk management financial
performance of large and small Pakistani banking institutions in '2005-2014. The
authors revealed a significant and negative relationship betweems and financial

Musyoki and Kadubo (2012) and Singh (2015) examined he\mgdof default
X
a sighific th_{@ative

e defdu . Kithihji (2010)

performance in both large and small banking institutions.

rate on the financial performance of banks. They

correlation between the performance of bank

analyzed commercial banks in Kenya to d ing'the Di|atl hip b n credit risk
exposures and profitability from 2&%08. The or @d no significant
correlation between NPLs and bank@%tability. \T ,<\

S s

There is a considerable ofgtudl comparing between Islamic and

) compared the risk indicators and

conventional banks. For i k& HI
performance of Islami%: venti ﬂ‘l‘é @akistan in 2005-2009. He found
&
JJpan Tatio it

that the impaired WO grcis in_Islamic banks is much lower than

conventional banks. “¥his 1

hat @«/entional banks are more efficient in
¢ |
absorbing lo sses than Isla icga

NN
that in EQypt, the m e ft of@ quality in Islamic banks is better than that in

s

g.?/leanwhile, Abdel Megeid (2017) indicated

con@al banks. In this study; the author used NPLs as a critical indicator for
tady:

credit risk exposures.
Q In their study, Khan et al. (2016) compared the differences in performance
uality between Islamic and conventional banks in Pakistan in 2007-2014. They found
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a significant difference in NPLs between the banks, and the mean value shows that
Islamic banks are less risky than conventional banks. T

A comparative study conducted by Fayed (2013) analysed the per@te of
conventional and Islamic banks in Egypt from 2008 to 2010. He fo t Islamic
banks have a higher NPL ratio than conventional banks, which meaW the quality

of credit risk performance, loans, or assets in conventional banks arébetter than those
in Islamic banks. Ben Khediri et al. (2015) found no sig aDX;lt'onship between
NPL ratio and the type of banks (either conventional or ic) i ertries.
According to Hoang et al. (2022), from view| poi ﬁf _\ﬁvr;:ial
intermediation theory, information sharingwmitigates inf on @nmetries
between creditors and borrowers, contributing to the sm\ndn\ of th@ﬂz:ing system.

Information sharing provides much ed_informatio out@ﬁ* obligations that

borrowing firms hold and their inancia\m i m‘l\’}(:antly increasing the
N

information flow between len borﬂ)wer ons&@ntly, it is expected that
information sharing shoula“%}!n t, Verse effe?bof nonperforming loans on

e
economic growth. ' Q’
2 \';Jz" %

This study d the n NPLs and bank performance,

-

measured by A, "ROE, . B on the above discussion, this study

¢
formulated t %Win hypo C‘)

HI1.1: There s a gégati ,and s@iificant association between NPLs and bank

gformance \c}/‘r

/c":
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Table 3.2: Summary of Non-Performing Loans and its Impact on Bank Performance

Author (Year) Country Period Empirical results
. ) There is a positive and significant relati p
Rajha (2017) Jordan 2008-2012 between lagged NPL and NPL ratio.
. There is a positive effect an ificant
Alshatti (2015) Jordan 2005-2013 relationship between NPL rati %
There is a positive and sig&' nt relationship
Boahene et al. (2012) Ghana 2005-2009 between NPL. ratio and BP.
. . N There is a large amount default; NPLs
Abiola & Olausi (2014) Nigeria 2005-2011 increase proportionately withiprofitability.
_ There is a negative significant relationship
Poudel (2012) Nepal 2001-2011 between NPL ratio and _
There is a signifi negative association
Magali (2013) Tanzania 2013 between NP nd{the profitability of rural
SACCOs. '
NPLs argghi r small banks than large
Hussain et al. (2016) Pakistan 2005-2014  banks. NPLsssignificantly atively affect
BP. g Y-
Musyoki & Kadubo ) There i egative and significant onship
(2012) Kenya  2000-2006 ., W ctio sl R T .f?
. . ) There™is_ a significant Megati elationship
Singh (2015) India 2003-2013 PL ratio a N \J“?‘J
Kithinji (2010) Kenya  2004-2008 [[Ticant jgsygeration hetween
Hanif et al. (2012) Pakistan lower than CBs.
Abdel Megeid (2017) Egypt age@m IBs is better than
Khan et al. (2016) Pakistan t m Ls in IBs are superior
Fayed (2013) Egynt k perg’r@ nce of CBs is better than
Ben Khediri et al. GCC 3201 e‘#nor@itable and have less credit risk
(2015) countries . CBs.
| &
. : ' \'?;
3.4.2 Capital Ade tio and Ba Pe@ ance
Capital ade atio 's re the financial strength of banks

(Mendoza & a,

otect ba

&
0 7)‘. bso c@ the capital risk-weighted assets ratio,

2 9

pos@ and promote the efficiency and stability of

%l dﬂqua@tio was introduced so that banks would have a

which is tho
financi tems. C
mi level of stockhold

N

e

quity, depending on the number of loans and their

&>
Q Chowdhury (2015) stated that, measured by equity to total assets ratio, strong

capital structure will give additional strength to banks in facing financial crisis,

particularly those in developing countries. lloska (2014) found that the quality and
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strength of capital affect the profitability of banks. Lower capital ratio and higher
leverage lead to higher borrowing cost and risk. (Flamini et al., 2009) as
Mendoza & Rivera. (2017) indicated that capital adequacy ratio is @Ortam
determinant of bank profitability. In addition, a well-capitalized banf;gals to the
market that it has higher than average performance.

A number of cross-sectional studies, such as Hussain et al. 6), Chowdhury
(2015) and Ramadan et al. (2011), concluded a signific Y;)sltlve correlation
between capital adequacy ratio and the performance anki g |ons ThIS
finding implies the ability of well-capitalized ks tol ex |tl |®ment
opportunities, decrease the cost of bankruptcy, troI une d pn@(?ms thus
allowing them to enjoy higher profltablllty\, u\

Al-jarrah (2012) evaluated sy %and uns atic(ﬁfk by controlling
specific variables in Jordanian ba 2001- \%ﬂwe hAOf found a significant
relationship between capital ad atlo gnd u yatech rlsk but the direction of

the relationship is mixed. %hhe(r[ , capital ; acy ratio has a positive and
te

significant relationshi maticirisk.

4 4
Smaoui and WZM@ ely i@ated the relationships between the

macroeconomicsenviranme 'e spe@\! characteristics of GCC Islamic banks
¢

and their pro I|ty. he h&s {oJu d a significant and positive relationship
ka

NN
betwee dequa P andﬂ{e\ profitability of Islamic banks.

Y—-
Aazarl (2014) examl@ﬁe internal factors that influence the profitability of

b nd compared between Jordanian and Saudi banks. The author found a

0 ificant and positive correlation between capital adequacy ratio and the profitability
fsS

audi and Jordanian banks. Ramadan (2011) examined the internal and external
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factors that affect the profitability of Jordanian banks in 2000-2010. The author found
that capital adequacy ratio and profitability are positively and significantly rela

A number of cross-sectional studies conducted by Noman et al. and
Bougatef and Korbi (2018) discovered a significant positive corrd& between
equity to total asset ratio and the performance of Islamic and conwentional banks.
Noman et al. (2015) stated that the credit risk of conventional awhigher than that
of Islamic banks. l

Poudel (2012) investigated the effect of credit r Xposure financial

X

performance of banks in Nepal from 2001 to 2011 authar fo } s_'@‘icant

negative relationship between capital adeq io_ and an@inancial

&

performance. ﬁ

An empirical investigation com ie&)by Rosa Ga@‘ﬁ (2017) on the
disclosure practices in Brazil demo@*s the n\sﬁgto ﬁ\hw systematic risk, as

S
the authors identified a negati ignifﬁant Iations@ between the probability

A“’
of financial distress and the Jevel ca1t 4 %\
Almumani (201% ated the m a:?ér' ctors that affect the profitability
4

of Jordanian com aqﬂbart‘:u; 05 @1. He noted that ROA and capital
adequacy ratio éﬁvel -Sig 'f‘&‘dntly related.
Grmye, Aot

Using_surveys, iola d’O@(? (2014) and Afriyie and Akotey (2013)
\
ok

reporte%

bank,profitability, which sug@d that the sample has poor CRM practices. Fredrick

ive but no }gnifie& correlation between capital adequacy ratio and

Ishatti (2015), and Mendoza & Rivera (2017) respectively conducted studies

enya, Jordan, and the Philippines. They reported no significant correlation

N
etween capital adequacy ratio and the performance of banks.
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Wanke et al. (2016) compared the factors of efficiency between conventional
and Islamic banks in ASEAN. The authors distributed questionnaires to 88 ba
examined their CAMELS criteria, which include the capital adequacycgs. They
concluded that Islamic banks are more efficient than conventional whereas
USA and European banks exhibit higher efficiency than ASEAN banks:

Siddiqui (2008) investigated whether the risk management,“profitability, and
capital adequacy of two Islamic banks in Pakistan in 2 YZO

('4 exceeded the

industry benchmark. From the results, the author concluded, that capi uacy ratio

| &

of the examined banks is higher than the industry ave

Azizud-din et al. (2016) investigated th

th&rﬁcl the%gformance
of banks in Malaysia. Furthermore, the ed cﬁ\e ' erenc@g;erformance
between commercial and Islamic @m 201 20]®%hey reported a
significant positive relationship bet@scapit@;agy r '@nd the profitability of

banks. Furthermore, the profit banks andzcapital@dequacy ratio are found to

&

be higher in commercial ba hpaj slamic b :
A considerable f literature has 'exaﬁned the difference between the

’ 4 f &
performance of Isl Nqn CC]n \ngn I baﬁjas well as the relationship between
performance and capital a atio. instance, Hanif (2012) found that the

¢ | (,a
ROA of Isl nks is low c&np&rje to conventional banks, while the ROE of
[ ks

NN
convention is’ }han I-sl%}]ic banks. Such findings suggest that the assets
of c tional banks have K@h‘g capability to yield returns and generate profits
‘% d to Islamic banks. However, the common equity to total assets ratio is higher
in Islamic banks, which means that conventional banks are less capable in absorbing

d
sset losses compared to Islamic banks. Meanwhile, Chazi (2010) investigated the

riskiness of Islamic and conventional banks in 14 countries around the world from
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2005 to 2008. The study showed that the Islamic banks have better capital adequacy
ratio than conventional banks, and so they have lower bankruptcy and default rwv

In their paper, Ben Khediri et al. (2015) studied the differences@ncial
characteristics between conventional and Islamic banks in GCC ies. They
reported that compared to Islamic banks, conventional banks are less profitable and
capitalized and have more credit risks. \,

Tai (2014) examined the performance of Islamic grver'tional banks in
GCC countries between 2003 and 2011. The author conCluded that conve Ilal banks
were more solvent than Islamic banks in the earlier yi But the sit 'oﬂ r&\ﬁ%‘g in

later years the situation reversed, with Islagi nks{ re sgc'ent than

conventional banks. \, 0\ g
Based on the institutional theor@ etal (2 pro@‘d strong evidence

of the effects of capital regulatio the cosz\s '%r ediation and banks’ risk-

S
taking. As the capital ade tio l\ncre ey b%f}s increase the cost of

intermediation, reducing thei h‘seel e vior@wwhile, equity to assets ratio
internalizes the risk fo@d'ers; nks rgt‘e@he cost of intermediation, which
g {Q

explains their relu'Kh{to taki sks. Q&Mhing from Basel | to Basel Il has no
onwi

significant effe\ Sk-t ' co intermediation, but it positively and
¢
significantIE s(@c)d prafitabil e!Fter Basel Il application.
\
Sriyono “and Il Pozz@plained that according to the theory, a higher

-

CAR.indicates the bank's high@blllty to bear the risk of any risky credit/productive

\
xhis means higher public trust to save their funds in the bank. Therefore,

[ob)

apital is an important factor in developing a bank's business. With sufficient capital, a

ank can carry out its activities without experiencing difficulties and losses. This will
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have an impact on the increasing number of funds disbursed or profitability of the

bank. \Yn-

Table 3.3: Summary of Capital Adequacy Ratio and its Impact on Banks ofmance

Author (Year) Country Period Empirical results
Hus(s;(;;lé;t al. Pakistan 2005-2014 CAR has a significant and po pact on ROE.
Asia CAR has a significant and positive impact on the
Chowdhury (2015) &Africa 2013 profitability of IBs.
Ramadan et al. Jordan 2001-2010 There is a signific positive relationship
(20112) :
. itive relationship with
Smaoui & Salah 506 yegion  1995-2009 itive and non-significant relationship
(2012)
Almazari (2014) ¢ ;L?c;?i]riia 2005-2011 | d'ba\"%‘has a
Ramadan (2011) Jordan  2000-2010 fe @e” CAR

er th@Bs; CAR is
gn X;tly related to
in bot s and CBs.

nt anQnegative relationship

Noman et al. (2015)  Bangladesh  2003-2013
Bougatef & Korbi

MENA 1999-2014

(2018) i diation
Prakash & Poudel re is igni
(2012) Nepal 2001'2%?@% CAR a

ere<is a ive r@significant relationship
Rosa & Gartner Brazil W \N\ el of ital and the probability of
(2017) . b Nictrols
Almumani (2013) Jordan R in p}‘viithe&?\ egative and non-significant
Afriyie & Akotey Ghana po Izlﬁé and non-significant relationship
(2013) BP

Fredrick (2012) Kenya relationship between CAR and BP.
Alshatti (2015) J‘dan 2005-2013 erg is.noweElationship between CAR and BP.

Sol he efficiehcy of ASEAN banks is lower compared
Wanke et al. (2016) 2080 tog gﬁ.ﬂ Eu?/opean banks. P

Asian nat
\d ' Ba ave met or exceeded industry performance
Siddiqui (2008) Pakistan 2003-2004 ards in CAR, profitability, and risk

agement

Chazi & Syed \ : (LBS have a better CAR and lower default and
(2010) % £ rI“E()}_booe')bankruptcyrisks than CBs.
G

Ben Khediri _ 03_@ IBs are more capitalized than CBs
countries
Azizud- al. I{a 2 “ 201052014 Capital adequacy values of CBs are higher compared
( to IBs.
Tai 2) GCC @3_2011 CBs were more solvent than IBs in the earlier years,
countries N but during the later years the situation reversed.

The strength and soundness of IBs are better than

H;NE I. (2012) Pakistan ~ 2005-2009 oo

80



This study tested the association between capital adequacy ratio and bank
performance, measured by ROE, ROA and TQ. From the above discussion, thw
formulated the following hypothesis: (’}
HI.2: There is a positive and significant relationship between capital cy ratio

and bank performance. Y'
3.4.3 Cost per Loan Ratio and Bank Performance \,
Cost per loan asset ratio explains the average cost p ere to customers in

monetary terms. It demonstrates the efficiency in alloc loan toWrs (Appa
5) investi d}h&é%’éct of

b% 20@613 The
|cam\rela nshlp@'ween cost per

loan ratio and ROA and ROE. Bhatt 017) also foumd‘a po@%e and significant

1996, as cited in Prakash & Poudel (2012). Shrestha
credit risk exposures on the profitability of
researcher found that there is a positive anéhSig

relationship between CPL and ba fitabili \Bﬂ%tt v (2007) investigated

the financial performance of !%s in QLS E pean% trles. In contrast to the

above studies, they found |ca1 gative r@shlp between the operating
costs of banks and thel%w( J “l
’ &
act éﬁ‘ledlt risk exposures on the financial

Poudel (20(@%“9% C ; : )
performance of, Nigerian he ca-)&%or found An insignificant negative

i
correlation e e the erfo ar&eéf.?anks and the CPL. Musyoki and Kadubo

(2012) % dapo
n@

the CPL. Based or@'stakeholder theory, Du et al. (2014) explained that

-S| )flcamcl\gatlve relationship between the performance of

Iue is created for the firm is more stakeholders are involved. Suppliers are
& likely to concentrate their sales on this firm; customers are more likely to rank
firm’s brand highly; and employees are less likely to voluntarily quit their jobs.
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Table 3.4: Summary of Cost per Loan Ratio and its Impact on Bank Performance

Author (Year) Country Period Empirical results

Poudel (2012) Nepal 2001-2011 There is a non-significant negatiye relationship

between CPLR and BP
Musyoki & Kadubo . There is a non-significant n g%e tionship
(2012) Kenya  2000-2006 1\ veen CPLR and BP ;
There is a significant i
Shrestha (2015) Nepal 2007-2013 between CPLR and ROA and RO
Bhattarai (2017) Nepal 2010-2015

lannotta et al. 15 European ;909 5004

between CPLR and BP

relationship
There is a significan ive relationship

There is a signi t jegative relationship

(2007) countries between CPLR P
From the above discussion, this study formulated thefollowing hypothesis:
H1.3: There is a negative and significant association en os% ratio and

@

bank performance. X~
D [ JIS
4 \,\T

3.4.4  Loan Loss Reserve and Bank Perfor%nce \ X~
Loan loss reserve is used to estima@ﬁalit sin n§s based on the

loans and evaluate the credit risk thz is particularly lin t q;%ns (Wasiuzzaman

& Gunasegavan, 2013). It is a ol us y banks @@\absorb expected losses

o Q
from the bank’s loan porth&g Ozili a, &E?) This ratio shows the
\
management’s estimati aRassessnFnt the g@wt loan value that will not be
collected and will be recorad asa_00 ssel acgount from total loans in the bank’s

balance sheet (W@l).g 43
e 2
AI-Rdaﬁ% l. (2027) P}e effect of credit risk on the performance of

Jordanian %vusing oan/loss pravision for 16 banks from 2006 to 2015. The
' 4

authoﬁfo a significant nggali\\);é" correlation between ROA and ROE and loan loss
C.)
reserve. N

%n a relevant study, Wasiuzzaman and Gunasegavan (2013) investigated the
erences between Islamic banks and conventional banks in Malaysia during the

period of 2005 to 2009. They concluded that loan loss reserve and bank performance



are significantly and negatively related. They also noted that conventional banks have
a lower ratio than Islamic banks, which suggested that conventional banks aF?Me
profitable than Islamic banks. (’}

A considerable amount of literature has compared the perforﬂ‘!;ng between
Islamic and conventional banks and examined its relationship withWoss reserve.
Among these studies is Abdel Megeid (2017), who investigated efficiency and
effectiveness of LRM of conventional and Islamic banks i Y;or 2004 to 2011.

The empirical results revealed that conventional banks better in mg assets

and that Islamic banks should review their risk mana nt practice nc] f@nore

(ZOJlencluded that

an @1‘ of conventional
nkﬁ‘{ower level of credit

risk than conventional banks. or : No met 015) found a negative

on loan loss reserve and gross loan.

Meanwhile, Noman et al. (2015) an en he

the average loan loss reserve of Isl@ks is |

banks, which indicates that Islami ks ave

significant relationship bet Io’ and erformance of banks.
to Fo

The results also % ordin

Smaoui and Salah 12) exa cha rlstlcs of Islamic banks that affect

sed. For instance, in the GCC,

their profltabll f 19 9 u ROA ROE, and non-interest margin

i
(NIM) as pr;&) he r sults O\Jedén—anexpected negative sign between loan loss

N
reserve % and’loa s ress&k and ROE. But loan loss reserve has a positive

and icant relationship w m\)MIM Meanwhile, Karim and Alam (2013) found a

S nt and negative relationship between loan loss reserve and ROA and ROE.
6 ever, loan loss reserve had a negative and non-significant with Tobin's Q.

Pelealu and Worang (2018) investigated the relationship between loan loss

reserve and the profitability of banks in Indonesia. They found a positive but non-
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significant association between loan loss reserve and ROA. Eng and Nabar (2007)
found a positive and significant relationship between loan loss reserve, futuYum
flow, and stock return. ('}
Ramadan (2011) examined the characteristics of Jordanian Isl anks that
affect their profitability from 2000 to 2010. Loan loss reserve was used as a proxy for

credit risk, and three models were applied on the sample. He_founds& non-significant

but positive relationship between loan loss reserve and the i iIit)' of banks in the

ifican pwlationship
Y

between loan loss reserve and the profitability of nian bank htsg\%ings

first and second models. In the third model, there isa s

show that if Islamic banks are exposed to hi dit_risk, WiII@fe higher

orofitability. NV o\ Q\T

Based on the institutional theory, ntat al. (20 gue L‘at good corporate

governance will increase firm valu%perfor@\mgxt p@‘corporate governance

N
is @ mechanism by which the%nent ontrals dhe <T%'Pations of banks through
bank regulations. Central mma ercis‘@ing several financial ratios,

including LLR. The r%o nd Lmicates higher concern about the

implementation of corporr
From the above'discussign;
¢
. .

gative and*si

H1.4: Thetfi
performa
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Table 3.5: Summary of Loan Loss Reserve and its Impact on Bank Performance

Author (Year) Country Period Empirical results
Significant and negative correlatiw

Al-Rdaydeh et al. (2017) Jordan 2006-2015 o e d LR

Wasiuzzaman & Malaysia 2005-2009 LLR and BP are significantly a atively

Gunasegavan (2013) related; CBs have a lower rat IBs.
There is a negativ, nd "~ significant
Noman et al. (2015) Bangladesh 2003-2013  relationship between LLR an@ BP, and the
average LLR of IBs i han CBs.
. GCC IBs have a significantlyglower level of credit
Ben Khediri et al. (2015) Countries 2003-2010 risk than CBs.
Significant anNative relationships

and no nificant relationship between

n gati 'and n-significant
be M and the
f banks in sfone two,

Karim&Alam (2013)  Bangladesh  2008-2012  Petween L'TRWA and ROE; negative

Ramadan et al. (2011) Jordan 2000-2010

. re'iszt)' ificant

is a d\g:gative sign
. GCC LR a A, as.well as between
Smaoui & Salah (2012) Countries 1995-2009 5\% . LL ositively and
ignificantly.relates to )
Pelealu & Worang . VThere is ositivesput non-significant
(2018) Indonesia \% association‘Between44 R and ROA.
3.4.5 Loan Growth Ratio and erfor e T \&
- o = Lo
Loan growth indicates expa éhksd?;f(cesswe and rapid credit

growth in banks is similarY.w rp decling i the@pital. It is an indicator of the
|

weakening financial s banki, nd HJdétZ;g‘sed as an early warning sign of

future loan proble M & Gpos »2007) as%&%i in Tehulu & Olana (2014).

Keeton 1SQLe amirle plz) QfS% large banks in the USA from 1967 to

1983 and 1990 t0/1998 t déer@ne the association between loan growth and

loan lo in)Banks.*H grted @nificant and positive relationship between loan
gro loan losses. \c'}'

os et al. (2010) investigated the impact of loan growth on the riskiness of

0 banks from 1997 to 2007. The results showed that there is a significant positive

relationship between loan growth and loan loss provision. In addition, the authors

found that the association between interest income and loan growth is significant and
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negative, suggesting that the rapidly growing loans led to the bank’s inability to
sufficiently compensation for any additional risk and therefore increase loan IOSY.

The association between loan growth and loan quality in banks i X was
comprehensively investigated in Clair (1992). The author reported here is a
significant negative correlation between loan quality and internal | growth. Any

rapid increase in the loan growth rate would lead to higher charge of rate, while low

loan portfolio quality could ultimately result in bank failur '

In the same way, A survey conducted by Tan et a ZEQJ\Odnvolved a
B

T
sample of 500 commercial banks from over 50 %es from 20 t¢ %@’ The
ipco

purpose of the study was to analyze how OW’YD r@ iop‘and .@Gness are
related. This study used loan growth as% I wTia The @X; showed a
significant and negative relationship een NPL and rom@

Carbo-valverde et al. (2011) investigated t \mn%es quality of mortgage-

N
%ﬁked%ecur' ies (AB@ in Spain from 2000 to
S N
in' e Credit q ‘h’y of banks by analyzing the

andiloan ;t‘fo@nce. They found a positive and
s &
$a ged é&m growth of bank and current loan
i i’:\tion h‘l'b/between current loan growth and ROE;

rd?:lti@(sﬂp between lagged loan growth and non-

5 VRS
LS

he other hand, Fahl@ch et al. (2018) concluded that loan growth rate has

a%%e and significant impact on the performance of US banks from 1973 to 2014.
Tehul

u and Olana (2014) analyzed the association between bank characteristics and
redit risk in Ethiopian commercial banks. The authors revealed that ownership and

operating inefficiency have a significant and positive impact on credit risk.
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Meanwhile, bank size and credit growth have a significant and negative impact on
credit risk. Stefanelli and Cotugno (2012) examined the efficiency and effect?l!!s
of board monitoring on the quality of loan portfolio in Italian banks f@wB to
2008. The researchers found a significant positive relationship betw&&n growth
and NPL, and a negative and significant relationship between loanygrowth and the
quality of loan portfolio. V

The relationship between loan growth and the stabil ms ‘Nas extensively

investigated by Bundesbank and Koéhler (2012) using mpl owisted and

L

unlisted banks from 15 EU countries in 2003-2009. thors specifi al‘y .P{(%nined
the effect of loan growth on the bank’s risk.

significant relationship between loan growthyand the stnlgiilit

f ban@‘hz;n the banks
increased their lending by decreasing% dards an ir c@‘eral requirements

during boom. Amador et al. (2013) ined the '\h'nal loan growth ratio

¥
on financial health, represente%ltabﬁlﬁnc@ non-performing loans,
among 64 financial institutions 0 Ia. he authors concluded that abnormal
credit growth has a po%}% on JEJ ro@blllty, but there is no significant
relationship betweem{ tli \gs( n. In
and negative |f&&0§ solv h%/ The authors reported a positive and

significant r:l
Frz% bove'd }pn thé\udy formulated the following hypothesis:

H1 Q ere is a negative an@ﬁlﬂcant association between credit growth ratio and

E\)ank performance.

tlon credit growth has a significant

bfrorttl‘%redlt growth and NPLs in banks.
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Table 3.6: Summary of Loan Growth Ratio and its Impact on Bank Performance

Author (Year) Country Period Empirical results
There is a significant and positive relationship
. between LGR and NPL and ative and
Stefanelli & Cotugno (2012) Italy 2006-2008 significant relationship betwe nd loan
portfolio quality.
Fahlenbrach et al. (2018) us 1973-2014 O has a negative a”d‘%a Impact on
i The banks increas lending by
Bundesbank and Kohler EU. 2003-2009 decreasing their standa and their collateral
(2012) countries .
requirements.
1967-1983 There is a 5|gn|f| osmve relationship
Keeton (1999) US" 1090-1098 between LGR 0sses.
. There is |cant negative correlation
Clair (1992) Us between lo andlinternal loan growth
16 The assegiation twe n‘the interest income of
Foos et al. (2010) . 1997-2007 banks loan igF significant and
countries
negative @ kg'
i ) a significant negative ionship
Tehulu and Olana(2014) Ethiopia  2007-2011 edit risk an af (_,)
. . i |s a si n icant’ positive., relationship
Carbo-valverde et al. (2011) Spain 2000-2010 g wih :@%GR
V

3.5 Review Studies on Liquidity Ris

This section presents the malnm
and its implications on bank p%
focuses on the main compo liqui
loan to deposit ratio, lo a asset

Rosa and Gartn%l 7)

vdl

proposed a warni \!elt redlc finan

3|g ificant
|tya financial

found a nega e

and betwe

o'

I']C(;i

atio,

———

/

ey oy

th

Iﬁilstress in financial institutions. They

X
ﬁance

n I'&S;?ity risk exposures

QéB Pe

e liter tur@\);eviewed in this study

exp& es , such as current ratio,

S%osn ratio, and leverage ratio.

isclosure practices in Brazil and

llorsgvd between liquidity and bank profitability,

ss probability. Similarly, Sufian et al. (2012)

found: cant negative l’glatloﬂ'hlp between liquidity and bank profitability.
Ar| in (2012) investigat

the relationship between the financial performance
ic banks and liquidity risk. The author also analyzed the disclosures of LRM.
e results showed a negative relationship between liquidity risk and the profitability

of banks during financial crises. Furthermore, the financial crisis had a little effect on
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the liquidity risk in Islamic Banks. Meanwhile, Bougatef and Korbi (2018) examined
the factors that affect the intermediation margin of conventional and Islamic b?s’n
MENA, and they found a negative relationship between bank margin and i

A considerable number of studies, such as Warrad (2017), A@Nmi et al.
(2017), Faroug et al. (2016), and Arif and Anees (2013), analyme effect of
financial risk, particularly liquidity risk, on the performance of banks. They found a

significant relationship between liquidity risk and the pe aCe of banks. In their

paper, Sharma et al. (2018) found that liquidity has a“signific nthhip with

Sﬂ ‘'Y
expected losses and risks. [ .\C}
A number of cross-sectional studies hav ed thé an:é%? Islamic

and conventional banks and its relationshipﬂﬁijh‘/ ri xpos&or instance,
Siddiqui (2008) found that IBs hawar liquidi d '%ain higher cash

balances compared to CBs, while @j-din e

commercial banks is higher tha%wen
short-term funding, while li %is i
over total assets. %L%. 1
Previous studiés,such as
(2017) have ex@
that IBs h %er liguidit anﬁ r{é—faability than conventional banks. On the
S

Q@U that the liquidity of
N

al. @ Hanif (2012), and Abdel Megeid

ce ot‘-)ﬁﬁmic and conventional banks and found

NN
contrar t al (20 ’found{h\at the LRM and profitability of IBs are better

corqpﬁto CBs, while the C e better in asset quality.
gxrrouk (2014) evaluated the soundness of CBs and IBs. The author also

ined the effect of global financial crisis on Islamic banks. The results showed
at financial crises have a non-significant negative impact on the liquidity position of

IBs in GCC and non-GCC countries.
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An extensive research developed by lhsan and Hussain (Hussain et al., 2016)
evaluated the effect of risk management on the performance of small and Iarg?ﬂs
in Pakistan. The study concluded that small banks have higher quuidit(bjhlarge
banks. A

A number of cross-sectional studies by Al-Rdaydeh et al. (ZWChowdhury

(2015), and Fredrick (2012) found a non-significant relationshiEMen the financial

NY.
3.5.1 Current Ratio and Bank Performance I .S
Alzorgan (2014) examined the associati ee% nk p@%rmance.
Current ratio is the most popular ratio fo% Iuaﬁfn iquidj@v banks. The

ratio indicates the percentage of current a,:‘;ets (cash valecﬁ%ash, marketable

securities, receivable, and inventc@jhat is a\‘lab to cover current liabilities

N
(current portion of term debt p%wotes'baya ,qtaXe@wd accrued expenses). A

&
higher current ratio is bette \ $

Sharma et al. ( eported a’sign ic&n@ationship between liquidity and
ol £y

bank performance. thhe otli : Farg_,et al. (2015). and Akinwumi et al.
(2017) found a signifieant r bet@ﬂ bank performance and current ratio.

¢
From %/e discussi tlﬂsw formulated the following hypothesis:
H1.6: %Ik

) o

e 3.7: Summary ofcﬁhent Ratio and its Impact on Bank Performance

performance of banks and liquidity.

—&9

. N .
a sigmi ?ssocm®1 between current ratio and bank performance.

thor (Year) Country Period Empirical results
. There is a significant relationship between
rma et al. (2018) Russia 2000-2010 liquidity and BP

. There is a significant relationship between
0 Farooq et al. (2015) Pakistan 2009-2013 557 4 CR
There is a significant relationship between

Akinwumi et al. (2017) Nigeria 2007-2016 BP and CR
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3.5.2  Loan to Deposit Ratio and Bank Performance

Alzorgan (2014) explained that the loan to deposit ratio (total loans divwvy
total deposits) is used to evaluate the liquidity of banks. This mean@f the
percentage is too low, the banks may not be getting as much earning y should;
if the percentage is too high, the banks do not have enough liquidity to control the
unexpected fund requirements. Therefore, the LTD ratio can beN as a success or
vulnerability indicator to balance the banks’ loans and ml because banks
gain profit from the difference between the loan interes dep siw (Hapsari,

| o | o N
2018). Hanif (2012) indicated that a higher loan to d ratio woul a{l t&‘a}ngher
Y-v

chance of liquidity risks in banks. \f )
idity &e financial

performance of banks in Oman. Thwaa positiv si@hant relationship

between loan to deposit ratio and th%itability

Contrary to the findings %mg? I-R% eh et al. (2017) found a

significant negative relatior%wer an depos&tlo and ROA, while there is
it

no relationship betwe% deposit ra And@)E in conventional and Islamic
4

:
banks in Jordan. In ition,@ . (Zgj/%westigated the effect of LR on the

financial performancesof s mm%i%f banks in Saudi Arabia in 2002-20109.

i

¢

They found %@ive d si 'fién r(gl?itionship between loan to deposit ratio and
mkc

NN
bank perfo e. Theref manuE?ment should concentrate more on maintaining
the m&l oan to deposit r@};d not “over loan” to avoid any deficit risk. The
\ﬂns granted by the banks, the more they will be exposed to default risk, as the
& ating cash inflow decreases due to higher cash outflow. Kaddumi and Al-Kilani

020) investigated the impact of LRM on the financial performance of Jordanian

banks in 2014-2018. They found that LRM has a negative and significant impact on
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operating cash flow per share (OCFS) but a non-significant effect on earnings per
share (EPS). Yv

A comparative study between large and small banks conducted by F@et al.
(2016) found a negative and significant relationship between the‘é{ of large
commercial banks in Pakistan and the banks’ loan to deposit ratio. If"also found the
negative and non-significant impact of loan to deposit ratl%. ROE of small

Meanwhile, Almazari (2014) compared betwee rdani nwdi banks

banks.

from 2005 to 2011 and found that the profitability latter s hi erlthiﬁf}nat of

the latter. The author noted a significant negatiﬁ?g on% n Io@)% deposit
ratio and the profitability of Saudi banw a s'r%ni ICant pos@:trelationship

between loan to deposit ratio and the itability of Jordanian b <<

Zarrouk (2014) investigated%affect o\i&?lo @nancial crisis on the
'j" y N
liquidity position of Islamic %n 10" ME uqfn%s. He found the non-

significant and negative e fln Crises o n to deposit ratio, and the

impact is similar for b an no’n @I countries. This proxy has been

considered as the portar e for guks liquidity.
Cross-sec éudle out zorqan (2014) and Farooq et al. (2015)

revealed a s %nt relation 6etbcgﬁ loan to deposit ratio and the performance
of bank%& V) {\

nsiderable amount @‘térature has investigated the performance of Islamic

% entional banks and its relationship with loan to deposit ratio. For instance,
I

G Megeid (2017) reported that asset quality and funding management practices
re better in conventional banks than in Islamic banks, and these positively affect

LRM. In Islamic banks, funding management positively affects LRM, while asset
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quality affects it negatively. In addition, the author recommended that Islamic banks

borrow funds to reach the minimum liquidity reserve requirements becaus?!e

banks suffer from a lack of liquidity.

\

Khan et al. (2016), Fayed (2013), and Ben Khediri et al. (201$;~qmned the

financial performance of Islamic and conventional banks by analR.g'the loan to

deposit ratio. They found that loan to deposit ratio is highe iMentional banks,
Scl

suggesting that these banks have better asset quality, and t

liquidity risk.

Contrary to the findings of previous studies, T

found that conventional banks are more liquid

ic banks face more

NY.

14) and A obh&ﬂRZYO'm)
ent than ic b%ygin GCC

countries, and they noted that Islamic bank ve higher loan, to depélsr.atio.

This study tested the associa %e)/een loa de@‘ ratio and bank

performance. From the above d |on t

@

hypothesis :

%/ '\b-lated the following
S
X

H1.7: There is a negative,and nlfr asseciati n:btetween loan to deposit ratio

and bank perfo%

AJES

Table 3.8: Sum Loan o it R nd its Impact on Bank Performance
Author (Year) ' Couritry Period Empirical results
| U There is a positive and significant
Faroug et al (2 Sm (2010 2014 relationship between LDR and the
(J profitability of banks.
&' There is a positive and significant
Haps % b g I ’ne |a 2012 2016 relationship between LDR and BP.
The financial crises negatively and non-
Zarr 4) 10 MENAc |es 2005-2010 significantly affect LDR.
\C.) There is a significant and negative
\ Jordan & Saudi relationship between LDR and the
ri (2014) . 2005-2011 profitability of Saudi banks; LDR has a
Arabia Lo o . L
significant and positive relationship with
the profitability of Jordanian banks.
"Rdavdeh et al There is a significant and negative
(23617) ' Jordan 2006-2015 relationship between LDR and ROA, while
LDR has no relationship with ROE.
Hacini et al. (2021) Saudi Arabia  2002-2019 N is a significant and negative

relationship between LDR and BP.
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Table 3.8, continued

Author (Year) Country Period Empirical results
There is a significant andgeggtive
Kaddumi & Al-Kilani relationship between LDR OCFS, and
(2020) Jordan 2014-2018 a non-significant relationship “¥between
LDR and EPS.
LDR has a negati and™ significant
relationship with the E of large
Hussain et al. (2016) Pakistan 2005-2014 commercial banks; ileya negative and
non-significant impact with the ROE of
small banks.
There is a signi relationship between
Alzorgan (2014) Jordan 2008-2012 LDR and B
Farooq et al. (2015) Pakistan 2009-2013 ! 'f'ca“t relationship between
. T is\ a positive’ and _gmon-significant
Rengasamy (2014) Malaysia 2009-2013 ip bet er BP
Fayed (2013) Egypt 2008-2010 her in CBs
Khan et al. (2016) Pakistan 2007-2014 is higher in CBs. J< (_‘)
Ben K(g%dlesgl etal, GCC countries 2003-201 & more Rqui ri —\
Abu Loghod (2010) GCC countries 2000-2 e rﬂ'g J
Tai (2014) GCC countries 2003-20 M LDR,L ™~

3.5.3 Loan to Total Asset Rati nd Bank \l*fo\rrTl
Hanif (2012) explained that tlolm easur qthe @ortlon of loans that are

rooted in the assets of the co (2‘({3) showed that a higher ratio

may decrease the Ieve@ |Iqulty anks mc@ld lead to higher funding cost
(

and credit risk. Zarrouk

liquidity and h&&flts isk orth@s.
Rajha (&ﬂ !

on¢luded ar the?éjls a positive and significant relationship
betwee asse}, ratio n N@m commercial banks in Jordan, which means

4) 4 t aﬁ loan to asset ratio leads to lower

that theyban WI|| bear more |f they are a high risk taker. Faroug et al. (2016)
f |fferent results: using a sample of commercial banks in Oman and examining
relationship between loan to asset ratio, as a proxy for liquidity position, and bank
rformance. They noted a positive and significant relationship between loan to asset

ratio and ROA, but it has a non-significant negative correlation with ROE.
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In their surveys, Sufian et al. (2012) and Almumani (2013) found that loan to
asset ratio negatively relates to the profitability of banks. Specifically, Sufia
(2012) found a significant correlation between both constructs, whil ani
(2013) concluded a non-significant relationship between ROA and lo set ratio.
Contrary to those studies, Noman et al. (2015) found that loan to aSset ratio has a
positive impact on the profitability of Islamic banks in Ban IaMhe banks have
low liquidity, signifying that the loan disbursement of I gx;kr is higher than
that of conventional banks. ‘\d‘

Smaoui and Salah (2012) analyzed the eff f bank c c’e@ and
macroeconomic variables on the profitability ic_banhk 1995 to 20009.
They found a non-significant relationshi tween Ioﬂn\set n@g;nd ROA; a

negative but non-significant correlati etween loan et r@and ROE; and a

negative and significant relationsr@stween \Nga g& tio and non-interest
# S

margin (NIM). ‘% q
}n &
Kaddumi and Al-Kilani 0) la ega@elationship between loan to
asset ratio and OCFS. %\ ing ind

a decrease in total ets valt'

financial perforwa\%f Jo
&)a y

i
Cross-sectional studies veép@} Abu Loghod (2010), Fayed (2013), and
Hanif %k
conyentional banks. On the ¢ ry, Abdel Megeid (2017) found that loan to asset
Q‘ \0&35

r%\higher for conventional banks than Islamic banks. This finding shows that
slami

hat highier loan to asset ratio results from

$ &

easg,loans, which negatively affects the

nks. (51*’

N
owed .th Plamis-l?anks have a higher loan to asset ratio than

¢ banks have a better level of liquidity, which is clear evidence that Islamic

anks try to maximize the benefits of the committed funds.
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Ben Khediri et al. (2015) noted no difference in the loan to asset ratio between
Islamic and conventional banks in GCC countries from 2003 to 2010. Mea ,
Zarrouk (2014) found that the global financial crisis did not have an impa@an to
asset ratio; in fact, it stayed stable before and during the crisis. A

The factors that affect the intermediation margin of Islamic conventional
banks were widely investigated by Bougatef and Korbi (2018). authors noted a
significant and negative relationship between loan to asset %d.th intermediation

margin of conventional banks. This shows that the bankSyfocus en ING activities,

"AX
which may lead to effective evaluation of credit quali borrowers e'au_&lﬁe}s also

m@ between
&
e p@iﬁbility of Islamic

reported lower intermediation cost while findi ig ifica

the loan to asset ratio and net profit margin4f Islamic

Chowdhury (2015) investigated ;acDrs that a

% r ﬁg\hship between loan to
N
es Q(f%ffect the profitability of

&
S

asset ratio and profitability, indi hat Ifhuidi
t\hesbloan to asset ratio and bank

Islamic banks. \ 1
ation
¢ &

This study test
performance. Fro'ngsove d' i &d’y tested the following hypothesis:

t(éé{)ciation between loan to asset ratio and

banks in Asia and Africa. They fo@% non-sighi

ssoci
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Table 3.9: Summary of Loan to Asset Ratio and its Impact on Bank Performance

Author (Year) Country Period Empirical results Ty
. There is a positive and significant ela%ship
Rajha (2017) Jordan 20082012 e R NPl \
LAR has a positive and significa%tl nship
Faroug et al. (2016) Oman 2010-2014  with ROA but a negative and$non-significant
correlation with ROE.
. . There is a negative and significant relationship
Sufian et al. (2012) India 2000-2008 between LAR and the profita banks.
There is a non-significant negative relationship
Smaoui & Salah GCC 1995-2009 between LAR and ROA a significant negative
(2012) countries relationship betwe LAR" and non-interest
margin.

There is a sign
between LAR a

nt ‘apd negative relationship

Bougatef & Korbi intermgdiation margin of

MENA 1999-2014

(2018) CBs; there gnificantirelati ip between
LAR and then fit margin
g o R?
Kaddumi & Al- ipthetween and
ilani (2020) Jordan 2014-2018 éf
non=significant
Almumani (2013) Jordan 2005-2011 the pi‘Qmability of
Y
ASIA & ang_\ion-significant
Chowduhry (2015) AFRICA 2013 profitability of

: itive and (Significant impact on
Noman et al. (2015)  Bangladesh 2003—2N & profitabili IBs. @
GCC \&Kh er LARthan CBs.

AbuLoghod (2010) o 20002005 e

Hanif et al. (2012) Pakistan 2 0 6 ave ahi Zi'&ﬁ than CBs.
Abdel Megeid . LAR isyhigher f s than IBs.
(2017) Egypt 4-2011

Ben khederi et al. GCC N&
(2015) Countries
Zarrouk (2014) 10 coeries 2005-

—

20i0 ifferen LAR between IBs and CBs.
2

0 %e@lg&h&% ancial crisis did not affect LAR.

\
and it e%k howuc d thé&)nk has available for borrowing.” He found no

sign"@ relationship between ;ﬁ{sh to deposit ratio and return on investment (ROI)
N

i \bnian Islamic banks. A comprehensive research by Siddiqui (2008) analyzed
cash to deposit ratio and other liquidity ratios for two Islamic banks in Pakistan. The
uthor found that Islamic banks have maintained larger cash balances than

conventional banks.

97



Examining the performance of Islamic and conventional banks and its
relationship with cash to deposit ratio, Abu Loghod (2010) found that Islamlwms
have higher cash to deposit ratio than conventional banks in Gc@ms
Meanwhile, Ben Khederi et al. (2015) noted no difference in cash osit ratio
between Islamic and conventional banks in GCC countries from ZOOWIO

Goel and Kumar (2016) and Abdullah and Jahan (2017) fou non-significant
relationship between CDR and the financial performan Ya.nk . An extensive
research by Mishra & Pradhan (2019) in India found CD hw‘tive non-
significant relationship with ROE and a negative ignificant tbr@‘z\/‘vith
ificant relati ip b{)\ven CDR

ta h\(z four@gatlve and
significant relationship between casl‘\gwa)sn ratio bar@‘erformance This

means that as CDR increases abov rtain le g Ig:}lturs opportunity cost

and deposit interest, which n%/ aﬁ@t it petrfoEQ ce On the other hand,

increasing cash to deposit rea ¢ ustc@ trust that the bank will be

able to return their de@%. n they ;% it. @refore Saudi banks may hold a
dit

large percentage of &surpllis

Contra

ROA. Thiagarajan (2015) found a negative an

and the financial performance of banks. %

\ﬂ'q»u y) tlsfy deposit withdrawal demands.

nsal (2018) noted a positive and significant
B ! (,2
relationship 5 n CDR an th€ flcjn ial performance of banks using the fixed
t

NN
effects the'rand eﬁeﬁodel indicated a non-significant relationship.

Y—-
duml and Al- Kllan\(.@QO) found a positive and insignificant relationship
b \ CDR and OCFS and EPS. These results suggest that management should

Q entrate on financial investments that generate enough cash flow for shareholders

void any liquidity deficit risk.
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This study tested the association between cash to deposit ratio and bank
performance. From the above discussion, this study formulated the folvm
hypothesis: (q\

H1.9: There is a non-significant association between cash to depomﬂ&and bank

performance. ? '

Table 3.10: Summary of Cash to Deposit Ratio and its Impa

nk Performance

Author (Year) Country Period pirical results
There i significant relationship
Warrad (2017) Jordan 2010-2015 b DR an dwr danian IBs.
siddiqui (2008) Pakistan  2003-2004 'BsnhCB %Sh plénces
Abu Loghod (2010) oSt 2000200 ve higher CDR fha C_B{’T'
GCC re is ng'differepCe in C&'\"between

Ben Khederi et al. (2015) Countries 2003_2%5 anthCBs.
Goel & Kumar (2016) 2009-2010 Thereisanon- S|gn|f|cant relationship

2013- 2014 between CDR and BP

( ; nificant and negative
Mishra & Pradhan (2019) India & 017 rela P be@ CDR and ROA, and a

India

g non-s icant relationship

a
T %md ROE
. . h erei ative and significant
Hacini et al. (2021) Saudi A‘Q 00"2~ Qﬁ la |onsa],b~between CDR and BP.

There is a positive and significant
relationship between CDR and BP using
the FE model, but the relationship is non-
significant using the RE model

There is a positive but insignificant

Kaddumi & Al-Kilani Jordan 2014-2018 relationship between CDR and EPS and
(2020) OCFS.

- B )" There is a negative non-significant
Abdullah & Jahanm Barlgﬁdssg 2009&1 relationship between CDR and BP

. . . There is a negative significant relationship
Thlagarajan (2015) Belize 2008-2015 between CDR and BP
V

Bansal et al. (2018) India 2013-2017

3.5.5 e Ratl and B nligkrformance
bt equity rat 0is use@{a indicate the percentage of equity capital that is
c ered as collateral for a\he company's debt, or to evaluate the value of debt
y the corporation. The ratio measures the ability of a company to meet its
ligations by assessing the proportion of equity capital that is used to pay the debt

(Heikal et al., 2014). Darsono (2005) as cited in Heikal, Khaddafi and Ummah (2014)
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reported that higher loan capital leads to higher debt burden (interest cost), and an

increase in debt burden would reduce the profitability of a firm. T
Adeusi et al. (2014) investigated the effect of risk management on @mcial
performance of banks in Nigeria. The authors quantitatively examine it, market,

and liquidity risks from 2006 to 2009. They concluded that thereY;;'positive and
significant relationship between debt-equity ratio and bank perfarmance. On the
contrary, Alshatti (2015) concluded that there is a sig L?\Zgjtive correlation
between leverage ratio and the profitability of banks in n fro 2‘013.

The association between expected risks and th ncial stren qr tzf}s was
widely investigated by Sharma et al. (201 uthor nd Grgnificant
relationship between the expected risks aﬂd@ S ar\e‘ financial s@m indicators
(leverage ratio, ROA, ROE, and quuio\%ﬁsian ba om@@ to 2010.

Zarrouk (2014) investigated %fect 0 %al i{@cial crisis on Islamic

banks in MENA from 2005 to %d coﬁlpare the so ess in risk management

&

between Islamic banks and%niorr n The% or showed that all solvency
ge , of Islam

i is@nks in GCC countries are lower

and risk ratios, includi rati

’ 4 ¢ &
than those reported on-GCf S. thermore, most assets of Islamic banks
are financed bydebt rather y. C@( & Syed (2010) found that the leverage

\

Y.
d on the stakehol@(heory, Bae et al. (2011) found that customers,

)

e Xes, and other stakeholders are reluctant to do business with a highly leveraged

& because financial difficulties can affect firm’s incentive to honor its implicit
ontracts with them.
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Table 3.11: Summary of Leverage Ratio and its Impact on Bank Performance

Author (Year) Country Period Empirical results
Adeusi et al. — ) There is a positive and significant réelationship
(2014) Nigeria 2006-2009  perween LR and BP. \
. There is a significant and negati relation
Alshatti (2015) Jordan 2005-2013 between LR and the profitabilit nks.
Sharma et al There is a significant relati ip between the
' Russia 2000-2010 expected risks and losses an , ROA, and
(2018) ROE.
Chazi & Syed 14 LR in CBs is lower than IBS.
(2010) countries 2005-2008
10 All solvency and riMios of IBs in GCC
Zarrouk (2014) countries 2005-2010 countries are IoW?gﬂon-GCC countries.
Accordingly, this study tested the association Iever%and bank

performance, as measured by ROE and ROA. Fro e above discu 051, t‘@dy
formulated the following hypothesis: 2 \2.\

Y
H1.10: There is a positive and significant agci, ion be Nverag ratio and bank
\3 ®)

3.6 Empirical Studies on Cont%a'iahles on
36.1 Bank Size \

A considerable amount'of literature ha eﬁa% the impact of bank size on the
profitability of banks. For 'Dtanc&é e é? £(2012) investigated the relationship
between credit ri@e pm@y of R s in Ghana in 2005-2009. The findings

support previ@u ies; whic ’Aes(&gﬁlt bank size is positively and significantly

@,
associate %Tita‘gil' y. Ben itiﬁsociated with firm size, if managed properly,
s

includey high” bargaining pow V%E)ility to invest in research and development,

performance.

e Mies of scale, and impr(%d efficiency of operation due to the ability to procure

er technologies. These benefits eventually lead to increased profitability and lower
O

t of operation. Larger banks also have high collateral capacity, which attracts

cheaper and bigger loan facilities.
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Smaoui and Salah (2012) examined the effect of bank-specific characteristics on
the profitability of Islamic banks in the GCC. They found a positive and sig
relationship between bank size and profitability. In addition, Chowdhur@asid
(2015) found a positive and significant relationship between bank siz OA. On
the other hand, Karim and Alam (2013) analyzed the performa of banks in
Bangladesh during the period of 2008-2012. They found a @ and significant

l

A number of cross-sectional studies, such as Akhtar et al. Wnd Rajha

relationship between bank size, ROA, ROE, and NIM.

A
een Bank_size] @ risk
(measured by nonperforming loans), and liquidi sk % by @ﬁ'-to-asset

ratio). In addition Ramadan et al. (2011 Q’qv\ey Iationsélzzgetween the
tor

characteristics of internal and externa% nd the profi iIit@LJordanian banks.

They found a negative insignificant@ﬁonship ?

N
found an insignificant and negati atio&hip tween@k size and profitability.

&

The negative result might h di’ omies of sc“}le experienced by banks due

to their increased size. ' 0’
STy &

idenc Cw Bank Size and its Impact on Bank

(2017), found an insignificant positive relationshi

rp;)klmu mani (2013) also

Table 3.12: Sumnﬁwf Em?
& - rformance
Author (Yea& Count Perioth Y Empirical results
h

Boahene et al#(2 apa 2005-2009  There is a significant relationship between
F bank size and profitability.
Smaoui & 2012

( ) C (_/ There is a significant relationship between
% $ bank size and profitability.
Chow asidd 13 There is a significant relationship between
( FRICA Y' bank size and ROA.
Karim & Alam (2013)  Bangla 2008-2012 There is a negative and significant relationship
N between bank size, ROA, ROE, and NIM.
Nr et al. (2011) Pakistan 2006-2009  There is a non-significant positive relationship
between bank size and credit risk (NPL).
é: Rajha (2017) Jordan 2008-2012  There is an insignificant positive relationship
between bank size and liquidity risk (CDR).
amadan et al. (2011)  Jordan 2001-2010 There is a negative insignificant relationship
between bank size and profitability.
Almumani (2013) Jordan 2005-2011 There is a negative insignificant relationship

between bank size and profitability.
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3.6.2 Bank Type

Noman et al. (2015) compared the performance of conventional and

4

=

banks in Bangladesh. They found that efficiency, profitability, liquidity,fa eo

CBs are higher than IBs, but the former has lower capitalization er CRM

%

quality than the latter. Khan et al. (2016) found that IBs are relativel

efficiency, risk, liquidity management, and profitability, while

asset quality.

y better in

4

are superior in

Ben Khediri et al. (2015) compared the financia formanc ventional
B

| _ o \y
and Islamic banks in GCC countries in 2003-2010. results showed ﬁh@s are
re

more liquid, capitalized, profitable, and have it s sure\s:ﬁan CBs.

Fayed (2013) investigated the performanw onve?tio and @3\?0 banks in
Egypt. The results indicated that C%)etter tha S i %fitability, CRM,

solvency, and liquidity. %(? >\77 aé\

/i

Waemustafa and Sukri ed the amp f internal and external

factors on the liquidity risk h’entfi’ an Islam"énks from 2000 to 2010. The
I

results showed that C% te slig
4

of CBs allows the reap tl"e M ofe\éﬁ%’mies of scale while reducing their

y :s'pmﬁ'than IBs because the larger size

transactions costs. In‘eentr i 'd-dirt'iﬁl. (2016) compared the performance of

‘

conventiona lamic ban a‘d ouad that 1Bs are better in terms of earning
Y

power p% ce, liquidi ))erfomﬁ?nce, and profitability.

el Megeid (2017) c@dred the effectiveness of LRM of conventional and

I \&banks in Egypt in 2004-2011. The results showed that 1Bs are likely to be

G stable than CBs because they have profit/loss sharing on both the liability and
s

set sides. At the same time, CBs are more efficient in managing their liquidity risks

compared to IBs.
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Rozzani and Abdul Rahman (2014) examined the performance of CBs and IBs

in Malaysia from 2008 to 2011. They observed that the performance of 1Bs inWﬂ!s

following the reduction of bank size and increase in credit risk, while the (e%hance

of CBs improves following the reduction of operational costs.

Hanif et al. (2012) investigated the financial performance o

A

s and CBs in

Pakistan. They found that the profitability of CBs is higher thqn IBSut the quality of

loans or assets and CRM of IBs are better than CBs.

Ali (2020) investigated the financial performan
before and after the imposition of the econon@ade
analyzed five CBs and four I1Bs from 201 ep ratéd-j

5to
rofitabihi

more sustainable and steadier profit g %a"

Nasib and Faleel (2021) ana%th

efficiency of ten CBs and ten

system (GCC). They founc&{ihs h
and that IBs are more @ th

M Emp‘iric

post-blockade. He found that IBs have hig

Table 3.13: Sum

Author (year)

an S.

'3

e profi W

s

f CBs in Qatar
@

rd T@;dy
re-@%l-(ade and

CBs,@Bs maintain

&

d,@ed it risk management

N
201@ the global cash control

&
0 efficieﬁCRM techniques than CBs,

'S

&
idenc Bank Type and its Impact on Bank
erfor e

Empirical result

Khan et al. (20

Noman e

Be %et g
5(20

(2013)

Xtafa & Sukri
(2016)
Q' ud-din et al.(2016)
A

bdel Megeid (2017)

ngl
@2‘ 03-2010
Egypt \L}' 2008-2010
Malaysia 2001-2011
Malaysia 2010-2014
Egypt 2004-2011

IBs are better in profitability, efficiency, risk,
and liquidity management than CBs.

The efficiency, profitability, liquidity, and
size of CBs are higher than IBs.

IBs are more liquid, capitalized, profitable,
and have lower credit risk than CBs.

CBs are better than IBs in profitability, CRM,
solvency, and liquidity.

CBs generate slightly more profit compared
to IBs.

IBs are better in terms of earning power
performance, liquidity performance, and
profitability

CBs are more efficient in managing their
liquidity risks compared to IBs.
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Table 3.13, continued

Author (Year) Country Period Empirical results

Rozzani &Abul Malaysia 2008-2011 The performance of CBs proves

Rahman (2014) following the reduction w ational
costs, while the perform of IBs

improves following theéreduction of bank

size.
Hanif et al. (2012) Pakistan 2005-2009 Profitability of CBs is highéfthan IBs.
Ali (2020) Qatar 2015-2019  IBs have higher pr ility than CBs.
Nasib & Faleel (2021) GCC 2007-2013 IBs are more profitable than CBs.

3.6.3 Board Size z

A number of cross-sectional studies have investi the im oard size
@

gba et al. (2016) ff}‘dqhat

al retufn tha fﬁﬁs with a

rofes%ﬁgl. experience
H@ (2006) analyzed

g@bive statistics for five

N
years. They found a positive an%cant?elati ship tzi;@en board size and ROA.
x- ﬁZs V\%@a large board perform better

Similar to other developing.gcon |e1I
and record higher gr(%xz profitability, duhngﬂe period covered by the study

4 4
(Jackling & Johl, & ' g %(f}’
Guest (Z(K) min I‘h: ;ect @éard size on firm performance in 2746

i
¢
listed UK fi % 198 -2(:% d found’ that board size has a significant negative

impact % abiliw,bf_k_zkretuné\\and Tobin’s Q. They argue that poor decision-
ma&gmd communication L@jfzn.ine the effectiveness of large boards. Rostami et
a%.\&ﬁ) analyzed the impact of corporate governance components on stock returns
ndwvR

OA of companies listed in the Tehran stock exchange using a sample of 469

on the financial performance of firms. For example,
board size has a positive and significant effect
large board enjoy more access to capital a
of the board members. In an extensive¥esearch, Hani

347 listed firms in Malaysia using inferenti gd

>

rm-year observations covering a seven-year period. The study found a significant

negative relationship between board size, stock returns, and ROA.

105



Several cross-sectional studies, such as Goel and Sharma (2020), Darko et al.
(2016), and Yammeesri and Herath (2010) found an insignificant relationship tweun

board size and the financial performance of banks and firms. (’}

Table 3.14: Summary of Empirical Evidence on Board Size and its I%n Bank
Performance

Author (Year) Country Period Empirical results
Oyerogba et al. (2016) Nigeria 2004-2013 Board size has Me and significant

effect on capit :
Haniffa & Hudaib Malaysia 1996-2000 significant  relationship
ize’and

(2006) OA.
Jackling & Johl India 2005-2006 iti d " significant _drelationship
(2009) rd siz anw
Guest (2009) UK 1981-2002 i s a signific egativeimpact
ability, share re ,, i&ﬁn’s
Rostami et al. (2016)  Tehran 2006-2012 ative relationship between

Goel & Sharma India 2011-2016 i N ion

(2020)
Darkoetal. (2016)  Ghana 2008-2 N i
4 )

Yammeesri & Herath  Thailand 2003-
(2010) =

shiE ngween board

lations between board

X

' relahip between board

3.6.4  Gross Domestic Pr A(Q
Yiksel et al. (2018) i% th' ﬁofj m‘\?profitability in 13 post-Soviet
countries. They analyz;% annual’ rwazt'){i{p banks from 1996 to 2016. They
concluded that @c @ignif' y and positively influences bank
profitability. an h%e;bwsﬂinked to higher profitability for banks in
%r reo

r, 4éﬁmuyi (2013) investigated the impact of

/

post-Sovi ies. /Mo
: Ft
economic itions, interest income, and expense management on bank profitability

o
)
in Nigeria. He collected data %m the sample banks’ annual reports in 2006-2012. In

%ﬂth researcher’s expectation, GDP has a positive and significant relationship

Onh profitability. Higher GDP improves business opportunities, which ultimately

leads to higher profitability.
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Alkhazaleh (2017) likewise found a positive and significant relationship
between economic growth and the financial performance of Jordanian banlY!n
analyzing their annual reports. The finding suggests that Jordanian banks gignifieantly
contribute to economic development, and as such the government sm;d.introduce
efficient policies that improve bank performance to increase aggregz&u’put, thereby
stimulating economic growth. \/

Leon (2020) investigated the impact of macr ic ffactors on the
profitability of 20 ASEAN banks from 2012 to 2017. resu sW&hat GDP
growth negatively and significantly affects ROA. efore, thighe qD_P@rthh
reduces the ROA of banks. In addition, Tan an (% |gateQ/‘ﬁ”Te impact

0

of GDP growth on bank profitability in Cw 0082 The fi Vzg;s showed a

negative and significant relationship een }DP gro d b@f)rofitability.

Several cross-sectional studies, s@ﬁ Sheeféﬂ\&ng ,@'nadan et al. (2011),

N
Ariffin and Tafri (2014), and I an@ Osa WDny(ié}@M) found insignificant

relationship between GDP mndl fita% . Table 3.15 summarizes the
e

empirical evidence on% bank perfo “a‘nm)ahile Table 3.16 summarizes the
’ &
research hypothese \ ' \ %(J

" Y .
|Eal E@nce on GDP and its Impact on Bank
A,

ance

Gountry | Pexied Empirical results

Y iiksel ) oviet 19%—‘2‘016 Positive and significant relationship between
“S ie§’

al.
GDP and BP.
Obamuyi (2013) Nigeria c')@.%(5—2012 Positive and significant relationship between

GDP and BP.

Wa eh (2017) Jordan N 2010-2015 Positive and significant relationship between
GDP and BP.
on (2020) ASEAN 2012-2017  GDP negatively and significantly affects ROA.
& Floros (2012)  China 2003-2009 Negative and significant relationship between
GDP and BP.
Sheefeni (2015) Namibia 2001-2014 Insignificant relationship between GDP and BP.
amadan et al. (2011) Jordan 2001-2010 Insignificant relationship between GDP and BP.
Ariffin & Tafri (2014) Malaysia ~ 2004-2011 Insignificant relationship between GDP and BP.
Michael & Nigeria 1990-2013 Insignificant relationship between GDP and BP.

Osamwonyi (2014)
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Table 3.16: Research Hypotheses

No Hypothesis

H1.1  There is a negative and significant association between non-performing loans and bank per ance.
H1.2 Thereis a positive and significant relationship between capital adequacy ratio and ban

H1.3 Thereis a negative and significant relationship between cost per loan ratio and bank ger
H1.4 Thereis a negative and significant relationship between loan loss reserve ratio andfank p
H1.5 Thereis a negative and significant association between loan growth ratio and ba:%r ance.
H1.6  There is a significant association between current ratio and bank performance.

H1.7 There is a negative and significant association between loan to deposit ratio afvperformance.
H1.8 Thereisa negative and significant association between loan to asset ratio and bank performance.
H1.9 Thereis insignificant association between cash to deposit ratio and bank performance.

H1.10 There is a positive and significant association between leverage ratio and bal rformance.

H2  Thereis no difference in CRM between Jordanian banks and selected imand Saudi Arabian banks
H3  Thereis no difference in LRM between Jordanian banks and sele Qatari and Saudi Arabian banks
H4  There is no difference in CRM and LRM between Islamic and conventi banks
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60T

Stakeholder theory

[ Investors ][Governments] [ Employees ][ Suppliers ] [ Customers ] [Political groups]

________________________________________________________________________________________________________________________________________

Institutional theory

Credit risk exposures Liquidity risk exposures

Nonperforming Capital Cost per Loan loss Loan growth Curr_ent Loan to Loan to Cash to Leverage
loans ratio adequacy ratio loan ratio reserve ratio ratio asset ratio deposit ratio deposit ratio ratio
H1 H2 H3 H4 H5 H6 H7 H8 H9 H10

Control Variables

Bank size
[ Bank performance: ROA, ROE, Tobin’s Q ] <

Bank type

Board size

Gross domestic production

________________________________________________________________________________________________________________________________________

Figure 3.3: Conceptual Framework of The Study




This figure explains the relationship between institutional theory, financial
intermediation theory, stakeholder theory, and credit and liquidity exp?!u.
Institutional theory clarifies two main points. The first is the external gr s on
institutions to implement the rules and regulations imposed by regulaA@dies and
governments (legitimation), while the second is the similarity of¢managing risk

exposures across several institutions (isomorphism). Legitim ion\ahfisomorphism in

Jordanian and selected GCC banks are applied on all ratio 0 miasure the credit
and liquidity risk exposures by the central bank, exter uditi gwnagement
X

committee, and Basel 111 such as NPL, LLR, and CAR. | _\C}
The financial intermediation theory d ting\¥~ adverse
selection, moral hazard, and asymmetri inanci Vz.r:tracts. The

ea Qfated with solving

banker is a financial intermediary hema

information asymmetries and mini%q trarﬁqg g@tween borrowers and
N

lenders (CPL ratio, Ieverage% f‘ g@ates information about

Their' analysis a

allocation and correlation of risk sse[ r co@or the effective shaping and
, R

structuring of risky pc% herefo
s

the success and surﬁ)‘{of fin['i i
O

r‘na'@'ement efficiency will determine
aniz&ns and it’s consider one of the most

important deteer of b 'ehol turns (Akkizidis & Khandelwel, 2007)
¢
ascited inR %& Abdul R ma'n @1 ).
Y
Indaddition, the”con tiont?the stakeholder theory to risk exposure is the

t f izati I@}. fficientl ible by inst tall
app of organizationa ions as efficiently as possible by instrumentally
N
I%g etween the stakeholder model and the performance of organizations. The
important type of risk faced by banks that is related to the stakeholder theory is
redit and liquidity risk. This is because banks generate their main income by granting

credits to investors or entrepreneurs.
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3.7 Gap of the Study
The current section provides a brief discussion on the potential resea

related to credit and liquidity risk exposures, and bank performance. Se@}JdieS
have investigated credit and liquidity risk exposures in Jordanian b ~Lhis thesis
aims to offer new insights into risk management practices by develom new model
called CRETY. It is a comprehensive model for measuring risk diselosures practices,
particularly credit and liquidity risk, which includes a uni mh'ancial structure
and bank-specific determinants of bank performance®I his .au\idroves the

0
"X
measurement of CRE and LRE in banks, taking int ount technical ¢qi@hents
%y

nt

by combining numerical mathematics and statisti 4
The literature shows that some k@p@f'\actorsé}i not been
considered when measuring bank pe@. For in e, I@gratio, CGR, and
LTD have not been evaluated algde mar \bas?d e,('&mance (Tobin’s Q).

N
Similarly, the literature has nq%gate&‘ the impact <a{i@DP, credit and liquidity
risk exposures on bank per. he 1]1 obin’s %{% the best of the researcher’s

knowledge, no previo s havel exa inéd@L ratio, CGR, and GDP using
g ¢ &
Tobin’s Q on both Ventiol’lfl \d\l.s amicganks. Risk exposures practices in the
financial system{'xma '
¢
substantial E;% empirical udresc-o} illuminate those practices. Thus, this thesis
r

NN
intends % e between’credit anﬁliquidity risk exposures of Jordanian banks and

thomatari and Saudi Ar@ banks to gain a more comprehensive view of the

C (@Aries are still unclear. This creates a

b isk exposures. This study has successfully examined three banking sectors that
omprise Islamic and conventional banks of different number and sizes. Thus, the
omparative risk exposure model is one of the novel contributions of the thesis to the

theoretical aspect of banking.
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Today, I1Bs have significantly extended their presence in various developing and
emerging economies. In recent years, IBs in many countries have becowm
important part in the local banking system. The effect of the entry Of%\l the
financial stability and the development of the banking sector depe imarily on
bank characteristics, home country, and host country. T

Previous studies on the comparative performance between CBs and IBs have
mainly focused on GCC and Middle East countries; o VV

st‘Jdies provide a

comparative evaluation for the performance of CBs IBs i Moreover,
@

IBs or s‘ap&@‘l’; or

p%' investigated the
@mre, some

most studies on bank performance have either exa

collectively. In addition, only a few studies
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ly. F

rs @Vd the opposite to

s between Jordanian

banks and Saudi Arabian ba perf rmnc&,:&%}[hose studies were not
that dﬁ‘erent bank types will have

lausb'different quality in financial

different perceptions

performance. Ther éﬁw insights into the applicability of

stakeholder theary, i

!
¢
and conven is@bank and de's er'gnificant Islamic contribution through a
compar%kl
Y.

Islamic Banks in Jordan, Qatar e%d’Saudi Arabia.

\ N

6 Chapter Summary
This chapter reviewed some significant theories related to risk management and

credit and liquidity risk exposures, such as institutional theory, stakeholder theory, and

Y, a@ﬁancial intermediation theory to Islamic

ysisfof cr P and4iguidity risk exposures between conventional and
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financial intermediation theory, to examine how credit and liquidity risk exposures

tools are clarified from the perspective of each theory. Y.
This chapter has presented and summarized previous empirical stud@ed to
this study. The credit risk exposures ratios used in this study were “€AR, CPL,

LLR, and LGR, while the liquidity risk exposures ratios were CR, WAR, CDR,

and LR. This chapter has likewise discussed four control variables®eonsidered in this
study: bank type, bank size, board size, and gross domesti dZtion'

This chapter has provided the justifications o hy it aWredit and

[
liquidity risk exposures as its independent variabl bank type as‘ t@ntrol

tud@] Jordan

i J@;posures on
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