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ABSTRACT

Risk management is regarded as one of the most interesting and deeply researched areas
over the past 15 years in the financial industry. Risk management in the financial sector is
crucial as many banks argue that shareholder value is established through superior risk
management. The global economic crisis broke out in the United States in 2008 as a result
of the bankruptcy of the most well-established and prominent U.S. banks, followed by the
bankruptcy of several banks all over the world. The spread of the crisis to almost the whole
world has raised many questions about the effectiveness of risk management practice
applied by those bankrupt banks. The findings reached by several studies have actually
proved the failure of risk management departments to effectively perform their duties. Risk
management experts, practitioners, academicians, and others acknowledge that the presence
of effective risk management departments is the cornerstone for the management of
economic and financial institutions, including banks, while the failure of effective risk
management practice may lead to effect negatively on financial performance for
institutions, including banks. As the GCC countries is an indispensable part of the world, the
researcher embarked on this study with the aim of examining the risk management practice,
risk disclosure, and financial performance (ROA and ROE) of both Islamic and
conventional banks in the GCC countries. The researcher also investigated the impact of
risk management practice and risk disclosure on the banks’ financial performance (ROA
and ROE). The study selected a sample of 30 out 61 banks from five counties (14 Islamic
banks and 16 conventional banks). The present study used a quantitative approach with
primary data (questionnaires) and secondary data (the annual reports for 30 banks for the
years 2008 to 2013). Data was analysed by using various statistical tests, such as
descriptive, T-test, regression, the ANOVA test, and cross-sectional and panel data. The
findings of the study indicated that there are statistically no differences in risk management
practice and risk disclosure between Islamic and conventional banks. However, there is
positively influence of risk management practice on the financial performance of the
Islamic banks in the GCC countries. Meanwhile, it was found that risk disclosure has no
influence on the both Islamic and conventional banks on financial performance in the GCC
countries. Moreover, risk disclosure for Islamic and conventional banks in the GCC
countries are almost the same. When statistically comparing between the two types of
banks, the mean for risk disclosure for conventional banks is slightly higher than Islamic
banks in the GCC countries. This study creates significant contribution from at least three
perspectives; contribution to knowledge, contribution to practice and lastly contribution to
policies and regulations. In term of knowledge, a few studies— to the best of the researcher’s
knowledge — were conducted in the GCC countries related only to risk management
practice and the study adds interesting insight from the point of view of academics and
practitioners. In term of practice, the study provides empirical analysis to practitioners and
bank managers on the consequence of driving factors that may assist them extend the
performance of the banking system and advance the excellence of services thereby adding
value to the banking sector. In term of policies and regulations, Islamic banks need a special
regulation to be established, where it regulates and supervises Islamic banks, and is
responsible for regulating these banks in terms of Shari’ah compliance principles.
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CHAPTER ONE

INTRODUCTION

1.0 BACKGROUND OF THE STUDY

Risk management in the financial sector is crucial as shareholder value is established
through superior risk management (Abu Hussain and Al-Ajmi, 2012). Understanding
the most important risks facing the banking sector enables stakeholders, especially
managers, and the regulatory authorities, to undertake the necessary measures to
mitigate the adverse impact of these risks on the performance of the financial
institutions. It is of greater importance to Islamic banks because of the additional risks
such as Shari’ah non-compliance risk, reputation risk, and equity investment risk they
face compared with conventional banks (Reyazat, 2012). Given its importance, it is
necessary to expose the different risks that may face banks, methods for their
assessment and management, and approaches to reduce such risks and the impacts
thereof (Abu Hussain and Al-Ajmi, 2012).

The global economic crisis emerged from the United States in 2008 as a result
of the bankruptcy of established and prominent U.S. banks, followed by the
bankruptcy of several banks all over the world such as Lehman Brothers, Merrill
Lynch, and National City Bank in United States (Angkinand, 2009). The spread of the
crisis to almost the whole world has raised many questions about the effectiveness of
risk management practice applied in such bankrupt banks. According to Khalid and
Amjad (2012), they stated that risk management departments had failed to perform
their duties effectively. Risk management experts, practitioners, academics, and

others, acknowledge that the presence of effective risk management departments is the



cornerstone for the management of economic and financial institutions, including
banks (Abu Hussain and Al-Ajmi, 2012).

An effective risk management practice in Islamic banks is more important than
in conventional banks due to the increased risks they face. For instance, Shari’ah non-
Compliance Risk which is Risk arises from the failure to comply with the Shari’ah
rules and principles, Rate of Return Risk which is the potential impact on the returns
caused by unexpected change in the rate of returns, and Equity Investment Risk which
is risk arising from entering into a partnership for the purpose of undertaking or
participating in a particular financing or general business activity as described in the
contract, and in which the provider of finance shares in the business risk. This risk is
relevant under Mudharabah and Musharakah contract (Reyazat, 2012).These risks
pose a serious challenge to Islamic banks.

Improving financial or non-financial indicators in the banking sector requires
adequate disclosure and effective risk management within the establishment since they
improve liquidity, return on assets (ROA), return on equity (ROE), profitability, and
others. Naturally, every business seeks to consolidate financial performance as it
determines survival in a highly competitive global market (Mohd Ariffin and Kassim,
2011).

In GCC (Gulf Cooperation Council) countries, the development and growth of
the GCC economy heavily rely upon the progress of the banking system, and in this
endeavour, the banking establishments of the GCC countries have introduced unique
tools and products to serve the specific needs of customers (Global Investment House,
2005). This includes company lending, individual banking, in addition to saturating

the financial needs of the projects initiated in various sectors. It is worth noting that



the growth of the Islamic and conventional financial industry alike has been promoted
due to many factors, chief of which is the rise of oil prices.

Given its importance, this researcher identifies risk management practice, risk
disclosure, and their influence on financial performance in both Islamic and

conventional banks in the GCC countries.

1.1 PROBLEM STATEMENT

The global economic crisis broke out in the United States (U.S.) in 2008 as a result of
the bankruptcy of the most established and prominent U.S. banks, followed by the
bankruptcy of several banks all over the world. The spread of the crisis across the
globe has raised many questions about the effectiveness of risk management practice
applied by such bankrupt banks. Several studies proved the failure of risk
management departments to effectively perform their duties, such as the Lehman
Brothers (Khalid and Amjad, 2012; Abu Hussain and Al-Ajmi, 2012; Reyazat, 2012).
This occurred due to the failure in risk management practice.

Financial crises have long threatened the stability of the financial systems and
the banking industry. These changes and developments have directly or indirectly
influenced the banking sectors all over the world including the banking sector of the
GCC countries. (Abu Hussain and Al-Ajmi, 2012). GCC countries also suffered from
the global crisis, particularly its banking system. Many conventional banks reported
massive losses during the economic crisis due to holding toxic assets. For example,
the Gulf Bank (a Kuwaiti CB) incurred US$1.4 billion losses mainly due to
derivatives activities, with the bank’s shareholders and the Kuwait Investment
Authority (KIA) injecting an equivalent amount of capital (IMF, September 2010).

Bahrain offshore banks also provide a good illustration of this point. For example, in



2007—08, the Gulf International Bank (GIB, a Bahraini wholesale CB) incurred
US$1.3 billion losses in securities investments in debt-based toxic assets (mortgage
backed collateralised debt obligations). The Arab Banking Corporation (a Bahraini
wholesale CB) incurred US$1.2 billion losses due to similar investments and its
shareholders injected US$1 billion of new capital. The National Commercial Bank
(NCB, the largest Saudi CB) lost more than SR 1 billion due to changes in the fair
value of financial instruments in 2008 (IMF, September 2010). These events occurred
due to the failure of the banks to identify or predict the possible risks associated with
the banking transactions.

The global financial crisis has not only proved the poor level of risk
management practice around the world, but it has also shown the importance and
strength of Islamic banking. Once perceived as an impractical concept, Islamic
banking has captured the attention and confidence of many people globally and has
proven its worth and ability to operate successfully, having overcome financial and
economic crises suffered by the world economy (Al-Suwaidi and Pun, 2012).

Although the central banks of the GCC countries issue instructions for
applying risk management practice through internal controls, which both Islamic and
conventional banks are expected to follow, banks may not apply such instructions,
requirements, and regulations properly or optimally. This may be attributable to the
lack of necessary resources, the difficulty of application and/or the lack risk
management expertise.

Moreover, the banking industry has witnessed various important developments
and risks over the last decade. To start with, the list of services provided by this sector
is expanding, especially the services related to new products in both the Islamic and

conventional banks. As for the conventional banks, their services are diverse as in



deposit schemes, various saving account types, and the conventional functions of
current accounts. On the other hand, Islamic banks offer Musharakah, Mudarabah,
Murabahah accounts and other accounts. Regarding both Islamic and conventional
banks, risk increases because the menu of services and products for both types of
banks have increased in the past decade, as stated by Khalid and Amjad (2012). With
an increase in the list of services provided by banks, risks can be expected to increase
in the banking sector. This necessitates following an effective risk management in the
sector.

When looking at the issue of bank performance one notices that bank
management sets it as their main objective to increase the shareholders' return (ROE)
as this serves an indicator of bank performance, and as a result increases the assets of
the bank (ROA), hence increasing the bank size. With this sought benefit comes the
disadvantage of greater risk, as numerous risks surface in the banking sector, a few of
which are technology and operational risk, credit risk, country risk, market risk, off-
balance risk, insolvency risk, liquidity risk, foreign exchange risk, among others.
Risks which cause bank underperformance are the most relevant to the bank's risk
management endeavour.

There is also a correlation established between the issue of risk management in
the banking sector and economic growth, as observed in the annual report of Thai Oil
(2010), it was found in a study based on empirical evidence that the volatilities of
aggregate stock markets and foreign exchange and their prices too are influenced by
past return stock originating from the banking sector, hence establishing the fact that
banks can be a major source of contagion during crises. Other studies found that risk
exposure in the banking sector can be reduced through effective risk management

Beretta and Bozzolan (2004) suggested that the effective implementation of the risk



management practice within banks give such banks more advantages, such as
compliance with the principle of obedience towards the rule, which in return lifts the
reputation of the bank, attracts a wider array of customers in building the banks'
portfolio of fund resources, and as a result increases profitability.

Due to the importance of risk management in institutions’ performance,
especially in the banking sector, this research studies the relationship of risk
management practice and risk disclosure (RD) by determining and comparing the
level of risk management practice and the level of disclosure in Islamic and
conventional banks in the GCC countries. It then studies the impact of risk
management practice and risk disclosure on the performance of Islamic and
conventional banks, while considering that the GCC countries are vital due to the
many Islamic and conventional banks functioning in an environment faced with

challenges and risks, and whose main characteristic is free competition.

1.2 MOTIVATION OF THE STUDY

The banking industry has witnessed various significant developments and risks over
the last decade. To start with, the list of services provided by this sector is expanding,
especially the services related to the new services and products, in both Islamic and
conventional banks. This increase in the list of services provided by banks increases
risks in the banking sector. Although Islamic and conventional banks face similar
risks, Islamic banks are exposed to unique risks that conventional banks do not face
such as Shari’ah non- compliance risk, the rate of return risk, reputational risk, and
withdraw risk.

Another motivation behind the present study is the nature of the banking sector

in the GCC economy. GCC banks are the second largest financial sector in the GCC



economy. Furthermore, both Islamic and conventional banks in the GCC countries are
large financial intermediaries and constitute the largest portion of total financial
institutions therein. As mentioned in the report of Standard and Poor (Oct 2014), GCC
banking assets, inclusive of both Islamic and conventional banks, are expected to rise
by US$ 2 trillion by the end of 2015 compared to US$ 1.7 trillion at the end of 2013.
The Islamic banking industry is expected to grow faster than conventional banking in
the next two years, particularly in Qatar and Saudi Arabia where domestic credit is
projected to grow the most. Risk management practice have yet to reach maturity in
GCC banks due to the paucity of studies on risk management practice in the GCC
countries, especially for Bahrain (Abu Hussain and Al-Ajmi, 2012) and the UAE (Al-
Suwaidi and Pun, 2012).

The present study compares between Islamic and conventional banks to reveal
the practical differences, while also identifying the impact of risk management
practice and risk disclosure on the financial performance of Islamic and conventional
banks in the GCC countries.

Furthermore, this current study is expected to fill in the gap by exploring risk
management practice in the banking system of the GCC countries, bearing in mind
that only a few studies have been carried out in the GCC countries. These are Al-Ali
and Naysary (2014) in Kuwait, Abu Hussain and Al Ajmi (2012) in Bahrain, Al-
Tamimi and Mazrooei (2007) and AlTamimi (2002) in United Arab Emirate.
According to Rosman (2009), only a few studies have been conducted for Islamic and
conventional banks, especially in the field of Islamic banking. Therefore, the present
study will fill in the gap by studying risk management practice in the banking system

of five GCC countries.



Furthermore, this study will examine the influence of risk management practice
on financial performance (ROA and ROE) which has not been examined in the
banking system of the GCC countries. Moreover, the present study will examine risk
disclosure issue in the banking system in the GCC countries, which also has not been
done before in GCC banks.

Finally, the current study will examine the impact of risk disclosure on

financial performance (ROA and ROE) in the GCC countries.

1.3 OBJECTIVES OF THE STUDY

This study empirically examines risk management practice (RMP) and risk disclosure
(RD) in Islamic and conventional banks in the GCC countries and investigates the
impact of RD and RMP on bank performance from the financial perspective of ROA
and ROE. To achieve this goal, the study adopted a questionnaire from the studies of
Al-Tamimi and Al- Mazroori (2007), Hassan (2009), Khalid and Amjed (2012), and
Abu Hussain and Al-Ajmi (2012) in order to identify risk management practice and
undertakes content analysis to identify and count risk disclosure in the annual reports
of 30 Islamic and conventional banks listed on the GCC stock markets. To this end,
the study examines the following:

1. To examine the difference between Islamic and conventional banks in risk
management practice in the GCC countries.

2. To investigate the influence of the risk management practice of Islamic
and conventional banks in the GCC countries on their financial
performance (ROA and ROE).

3. To determine the difference between Islamic and conventional banks in

terms of risk disclosure in the GCC countries.



