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ABSTRACT

The 2007-2008 global financial crisis has given a significant impact on the banking
industry worldwide. On the other hand, Islamic banks are claimed that they are either
not affected or less affected by the crisis (Smolo and Mirakhor, 2010; Ahmad, 2010).
However, such claims need to be proven empirically. Therefore, this study aims to
compare financial performance of Islamic and conventional banks in the Gulf
Cooperation Council (GCC) member countries via financial statements using 21
Islamic banks and 35 conventional banks as samples which are available on
Bankscope database as an attempt to compare the impacts of the global financial crisis
on the financial performance of both types of banks. The study uses financial ratios to
comparatively analyze financial performance of Islamic and conventional banks in
terms of profitability and efficiency, asset quality, capital adequacy and liquidity for
each country in the region during 2005-2010. The study also uses standard deviation,
the Mann Whitney and/or t-test to compare the stability of financial performance
between Islamic and conventional banks in the GCC during the 2005-2010. This study
also uses panel data regression analysis in order to examine the factors that
significantly influence financial performance of Islamic and conventional banks in the
GCC during the period and to evaluate the influence of the financial crisis into
financial performance of both banks. The results of the ratio analysis show both
Islamic and conventional banks' financial performance is affected by the financial
crisis. However, the ratios are unable to conclude which type of banks performed
better during the period since the results in each country indicate different inferences.
The only common results across the GCC member countries is conventional banks in
the GCC have better asset quality than their Islamic counterparts. The result of
standard deviation reveals that during 2005-2010, financial performance of Islamic
banks in the GCC is less stable than their conventional counterparts in terms of
profitability and efficiency, asset quality, capital adequacy and liquidity. In addition,
the Mann Whitney and t-test indicate that there are significant differences in the
stability of all aspects of financial performance between Islamic and conventional
banks in the GCC. The results of panel data regression analysis reveal that the
financial crisis significantly affects both Islamic and conventional banks in the GCC.
The impacts of the crisis are even worse in the two years after the crisis. The
regression results also identify that equity, short term funding, GDP per capita
significantly influence financial performance of Islamic and conventional banks in the
GCC. It is also found that overhead expenses only significantly influence financial
performance of Islamic banks while total assets and total financings only significantly
influence financial performance of conventional banks. The study adds value to the
existing literature by providing comparative empirical evidences on the impacts of the
recent financial crisis into Islamic and conventional banks' financial performance in
the GCC. The study is also expected to benefit regulators, bankers and other
stakeholders of Islamic and conventional banks in the GCC in understanding the
factors that influence GCC banking financial performance and minimizing the impacts
of any future financial crises.loss.
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

The global financial crisis that started in the U.S. in late 2007 and hit the world in
2008 has resulted to significant impacts on the operating and financial performance of
many banks globally'(Ellaboudy, 2010; Smolo and Mirakhor, 2010; Kassim and
Majid, 2010). As a result, many banks across the world reported unprecedented
financial loss on their financial report. This is due to their connections with the
subprime mortgage in the United State of America (U.S.) or the consequence of
economic recession in their own countries. The gravity of the crisis has forced about
123 banks in the United State of America (U.S.) to file for bankruptcy during that
period. Among the affected financial institutions is American giant bank Lehman
Brother, which is one of the banks considered as too big to fail®.

The crisis has inadvertently exposed some of the weaknesses in the current
banking and subsequently endeared public’s interest towards Islamic banks based on
the belief that, they are relatively less affected by the crisis. Some of the experts and
officials of Islamic banks have even indicated that Islamic banks are either not or less
affected by the global financial crisis compared to their conventional counterpart due
to the nature of Islamic banking which stipulated that, financial transactions must be

trade based and asset linked. (Smolo and Mirakhor, 2010; Ahmed, 2010).

The causes of the crisis and types of financial crisis will be explained in details in chapter 2 of the
thesis

2 http://martuasilaban.wordpress.com/2010/02/17/sekilas-tentang-subprime-mortgage// (translated into
English by the author)
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It is thus argued that if the principles of Islamic finance had been followed, the
financial crisis would have been prevented (Ahmed, 2009). Hence, the general belief
that Islamic banking system is more stable compared to the conventional banking
system (Kaleem, 2000; Kia and Darrat, 2003; Samad, 2004). Even though the claims
need to be empirically investigated, more people are increasingly interested to
understand Islamic finance and its principles as applied in Islamic banks than ever
before following the global financial crisis. For an example, the Vatican has called for
the adoption of Islamic finance principles in all financial dealings (Totaro, 2009).

Currently, Islamic banks are spread all over the world both in Muslim and non
Muslim countries. One of the important regions and a catalyst to the development of
Islamic banking and finance is the Gulf Cooperation Council (GCC) region. The GCC
is a regional association of six countries located in the Arabian Gulf®. The member
states have unique characteristics in the sense that all of them are Arab and Muslim
majority states. One of its members, Saudi Arabia is the guardian of the two Muslim
holiest cities* and the birth place of our noble Prophet Muhammad (p.b.u.h) and the
place where he spread the teaching of Islam during his life.

The member states are also characterized as oil and gas rich countries in which
Saudi Arabia is acknowledged as the world’s biggest oil producer while Qatar is
regarded as one of the largest liquefied natural gas exporters in the world®. As oil
prices rose for several years before the 2007-2008 global financial crisis, the GCC
member states are enriched with excess of liquidity available to be invested. The

increase in oil price has therefore made the GCC countries wealthier than before. In

® The member countries are Bahrain , Kuwait, Oman, Qatar, UAE, and Saudi Arabia.
* The Muslim holiest cities are Mecca and Madina
% http://en.wikipedia.org/wiki/Petroleum
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2009, Qatar is even regarded as the richest country in the world by the International
Monetary Fund (IMF)®.

Other member states ranked in between 12" to 38" richest nations on earth.
Table 1.1 below describes the GDP per capita as a measure of wealth of the GCC

countries and their world’s ranks.

Table 1.1
List of GDP per capita of The GCC countries in 2009

COUNTRIES GDP P(EURSS)AP ITA THEQX%RKLD’S
State of Qatar 83,841 1
Kuwait 38,304 12
UAE 36,537 15
Bahrain 27,068 32
Oman 25,110 35
Saudi Arabia 23,221 38

Source: International Monetary Fund (IMF) available at www.wikipidea.com

Being a regional association of Muslim majority states, all member countries
encourage and support the development of Islamic banking and finance in their
respective countries. Among the member states who accept the idea of Islamic
banking, the Saudi government is considered as the least advocate of the Islamic
banking industry despite its huge potential to become an Islamic financial centre. Up
to 2009, there was no specific law governing Islamic finance in the Saudi Arabia’s

banking legislation and the capital markets law (Wilson, 2009). The rest of the GCC

® http://en.wikipedia.org/wiki/List_of_countries_by GDP_(PPP) per_capita
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members are currently much more supportive to the development of Islamic banking
industry than previous years.

Bahrain notably has the most developed Islamic finance infrastructures among
the GCC members. The kingdom actively promotes itself as an international hub for
Islamic finance. In order to achieve this goal, the Central Bank of Bahrain (CBB)
through its comprehensive regulatory framework opens its border to both local and
international Islamic financial institutions to operate in the country. The kingdom is
also the host to several organizations such as i) the Accounting and Auditing
Organization for Islamic Financial Institutions ('AAOIFI’); ii) Liquidity Management
Centre ('LMC); iii) the International Islamic Financial Market ('1IFM’), iv) and the
Islamic International Rating Agency ('lIRA"). Those institutions are central to the
development of Islamic finance’.

In 2004, Kuwait passed an amendment to the Central Bank Law 32 of 1968
aimed at ensuring fair competition within the Islamic financial sector. As a result,
more Islamic banks emerged in the industry in addition to the long established KFH
brand that used to be the only Islamic bank in the country since 1977 (Wilson, 2009).

In the UAE, the authority considers the introduction of the new law that
facilitates the establishment of a higher Shariah council. This council is responsible to
supervise the work of the Shariah boards of all Islamic banks operating in the country
(Elewa, 2008). The purpose is to address the issues of lack of standardization of the
fatwa among Shariah boards of Islamic banks operating in the U.A.E. This idea is
actually similar to what is currently being practiced in Malaysia whereby a national
Shariah board exists serving both the central bank and the securities commission. In

Malaysia, only this body has the authority to issue fatwa while the Shariah boards of

" The information is taken from official website of Central Bank of Bahraian
http://www.cbb.gov.bh/page.php?p=islamic_finance
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each financial institution are responsible to ensure that, activities of the institutions
comply with the fatwa.

The state of Qatar has also established financial centers in a free zone governed
by their own laws and regulations which are based on English common law as applied
to finance (Wilson, 2009). Any disputes within the free zone are not subjected to the
civil law applied outside the zone. Interestingly, Qatar is found to have the highest
proportion of Shariah compliant bank deposits compared to GCC states (Wilson,
2009). Even though the sources of deposits are mainly from the domestic market,
many conventional commercial banks in the state have established their Islamic
affiliates. This also may be attributable to the impressive performance of Qatar’s GDP
per capita which is regarded as the highest (Table 1) in the GCC which thereby
resulted to huge savings for the local people. Until 2009, there was no Islamic bank
established in Oman due to political reasons.

The GCC region is equally well known as home to many large pioneers in
Islamic banking industry. 1970’s and 1980’s” saw tremendous up-rise of the Islamic
banks established within the region among which are Dubai Islamic Bank, Kuwait
Finance House, Al-Rajhi Bank and Bahrain Islamic Bank. The GCC countries
collectively accounted for about 41% of the total Shariah-compliant assets worldwide
by the end of 2007 (Wilson, 2009). In addition, the financial performance of Islamic
banks in the GCC during 2007 was also very impressive, with most of the banks
recording impressive profits®.

Another important point to note is the expansion of GCC based Islamic banks

to other parts of the world. For examples, Saudi based Islamic bank Al-Rajhi has

® The periods where the earliest Islamic banks were established
° The Banker, supplement on the top 500 Islamic Financial Institutions, October 2008, p.34





