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Both conventional and Islamic banks are vital for the economy as financial
intermediary, which serve to channel excess funds to those who face fund
shortage. This empirical study was propelled by the inconclusive evidences on the
effects of financial development and institutional quality towards financial risk
(liquidity risk and credit risk) for conventional and Islamic banks. In the context of
conventional and Islamic banks, this study aimed to (1) evaluate the moderating
effects of institutional quality on the relationship between financial development
and financial risk for conventional and Islamic banks; (2) evaluate the effects of
institutional quality (government effectiveness and regulatory quality) towards their
financial risk; and (3) identify the determinants of their liquidity risk and credit risk
(financial risk). This study adopted multivariate panel regression analysis,
specifically, static panel regression analysis as an estimation method. Data
between 2006 and 2014 were obtained from 392 banks (297 conventional banks
and 95 Islamic banks) in 17 countries within three primary regional Islamic banking
hubs (Middle East, Southeast Asia, and South Asia). With respect to the first
objective, the relationship between financial development and liquidity risk was only
moderated by regulatory quality for conventional banks. However, both measures
of institutional quality moderated the relationship of financial development and
financial risk for Islamic banks. Meanwhile, empirical findings revealed that the
financial development affected only liquidity risk for conventional banks whereas
as for Islamic banks, both financial risk was not affected. In line with the second
objective, institutional quality was found to affect liquidity risk and only government
effectiveness affect credit risk for conventional banks, but as for Islamic banks,
institutional quality not affected their financial risk. With respect to the third
objective, both measures of financial risk were affected by different factors—bank
size and capitalization affected financial risk for conventional banks while bank size
and capitalization affected only liquidity risk for Islamic banks. Additionally,
technical efficiency affected only liquidity risk while global financial crisis affected



only credit risk for conventional banks. As for Islamic banks, global financial crisis
affected financial risk. Hence, appropriate mechanism to improve the risk
management of banks can be determined by regulators or policymakers.
Subsequently, identifying specific dimensions of institutional quality serves as
guidance for designing related policies and regulations. Conclusively, it is highly
recommended for investors to focus on the potential risk imposed by conventional
and Islamic banks for low-risk investment.
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Perbankan konvensional dan Islam adalah sangat penting dalam sesuatu
ekonomi sebagai perantara kewangan yang menyalurkan lebihan dana kepada
tempat yang mengalami kekurangan dana. Kajian ini diinspirasikan daripada
keterangan umum mengenai kesan pembangunan kewangan dan kualiti institusi
ke atas risiko kewangan (kecairan dan risiko kredit) bank-bank konvensional dan
Islam. Objektif kajian ini adalah untuk: pertama, menentukan sama ada
hubungan di antara pembangunan kewangan dan risiko kewangan dikawal oleh
kualiti institusi bank-bank konvensional dan Islam; kedua, mengenal pasti kesan
kualiti institusi (kecekapan kerajaan dan kualiti kawal selia) ke atas risiko
kewangan (kecairan dan risiko kredit) bank-bank konvensional dan Islam, dan;
ketiga, menyiasat penentu risiko kewangan (kecairan dan risiko kredit) bagi bank
konvensional dan Islam. Di dalam kajian ini, Analisis Regresi Data Panel, atau
dikenali sebagai Analisis Regresi Panel Berganda telah digunakan sebagai
kaedah penganggaran. 392 buah bank iaitu 297 buah bank konvensional dan 95
buah bank Islam terlibat di dalam kajian ini. Bank-bank ini dipilih daripada tiga
wilayah utama perbankan Islam (Timur Tengah, Asia Tenggara dan Asia
Selatan) yang merangkumi 17 buah negara dari tahun 2006 hingga 2014.
Berdasarkan hasil kajian yang diperolehi, dapat dilihat bahawa hanya kualiti
kawal selia dapat mengawal hubungan di antara pembangunan kewangan dan
risiko kecairan bank konvensional. Sebaliknya, pengukur kualiti institusi
mengawal hubungan di antara pembangunan kewangan dan risiko kewangan
(kecairan dan kredit) bank Islam. Selain itu, pembangunan kewangan
mempunyai impak hanya ke atas risiko kecairan bank konvenisonal, namun
tidak mempunyai impak ketara ke atas faktor risiko kecairan dan risiko kredit
bank Islam. Di samping itu, kecekapan pihak kerajaan dan kualiti kawal selia
memberi kesan ke atas aspek kecairan dan hanya kecekapan pihak kerajaan
memberi kesan ke atas risiko kredit bank konvensional. Bagi bank Islam, kualiti
institusi tidak mempunyai kesan ke atas risiko kewangan. Pembolehubah saiz



bank dan permodalan adalah merupakan penentu risiko kewangan bank
konvensional. Selain itu, saiz bank dan permodalan dilihat hanya mempunyai
kesan ke atas kecairan bank Islam. Secara khususnya, risiko kecairan hanya
dipengaruhi oleh faktor kecekapan teknikal, manakala risiko kredit hanya
dipengaruhi oleh krisis kewangan global bagi bank konvensional. Bagi bank
Islam, krisis kewangan global mempunyai kesan ke atas risiko kewangan.
Kesimpulannya, pengawal selia atau penggubal dasar harus mengenal pasti
mekanisme untuk meningkatkan pengurusan risiko bank. Di samping itu,
penemuan kajian ini boleh dijadikan panduan kepada penggubal dasar untuk
membuat dasar dan peraturan baru berkaitan dimensi khusus kualiti institusi.
Akhirnya, kajian ini dapat memberikan maklumat penting mengenai potensi
risiko bank konvensional dan Islam kepada pelabur yang berminat dengan
pelaburan berisiko rendah.
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CHAPTER 1

INTRODUCTION

1.1 Introduction

This chapter specifically presents the background of study, problem statement,
objectives and research questions of this study, significance of study, and the
scope of study. This chapter provides the general description of liquidity and
credit management in conventional and Islamic banks, followed by bank-specific
characteristics, country and global financial crisis determinants of liquidity and
credit management, and the effects of institutional quality towards liquidity risk
and credit risk for conventional and Islamic banks.

1.2 Background of Study

An efficient and sound financial system, which ensures the mobilization of
savings for investment, is integral for a stable and vibrant economy. Therefore,
the economic role of financial intermediation is vital because it facilitates the
need of deficit unit and surplus unit. Accordingly, it improves the efficiency of
economic resource utilization. The structure and function of the financial market
are rather complex. The financial system is regulated by the government despite
the different types of financial institutions, namely, mutual funds, insurance
companies, security market, and banks. Compared to other financial institutions,
banks are significantly vital in the financial market as the source of funds and
financial intermediary between deficit unit (borrower) and surplus unit (lender)
(Zaib et al., 2014).

Fundamentally, similar to other business entity, a bank aims to maximize the
returns at the lowest cost through its role as financial intermediary. Channelling
funds from lenders to borrowers through banks as an intermediary is vital for
economic growth. In addition, banks must operate within the lowest possible cost
in order to ensure social welfare, which can be achieved through low interest
margin that eventually reduces the cost of financial intermediation (Maudos &
DeGuevara, 2004). The fundamental basis of credits in most economies comes
from banks that are exposed to rapid economic fluctuations and competitive
technological progression.

The annual growth rate of conventional banking (20%) is generally higher than
the annual growth rate of Islamic banking (15%) (Financial Stability Report,
2010). After all, conventional banks have longer history of existence than Islamic
banks. These banks, as intermediaries in the financial system, help to simplify
the movement of capitals from one party with excess fund to another party with
shortage of fund. Accordingly, banks charge a certain amount of fee for the
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services rendered and interest for provided loans or financing. Islamic banks also
perform similar banking role as conventional banks with the exclusion of riba in
their transactions in accordance to the Sharia law (Sun et al., 2014).

Following the occurrence of global financial crisis and subprime mortgage crisis
in the United States, the core principles of free-wheeling capitalism are daunted.
Therefore, this interest-based banking system has raised both doubts as well as
the question of whether this system is a contributing factor to the massive
financial crises (Miah & Sharmeen, 2015). As the interest-based banking system
remains questionable, the profit and loss sharing banking system has gained
growing interest as an alternative with sustainable competitive advantage.
Additionally, the increasing attention on Islamic banking globally has propounded
the above assumption (Al Rajhi, 1999; Igbal & Molyneux, 2005).

The rapid growth of Islamic banking system at global scale in terms of the
amount of funds, accounts, bank numbers, and branches demonstrates the
viability of Islamic banking system as an alternative to conventional banking
system. The establishment of interbank money market and capital market as well
as financial services supervisory board and rating agency based on the Sharia
law indicates reputable achievement of Islamic banking system. In addition,
Western-style commercial banks, such as Citigroup and HSBC, are aware of the
success of such system as a profitable business opportunity to establish Islamic
banking services in the Western countries and expand them globally given the
growing Muslim population and demands. With that, the Islamic financial industry
has proved its significance in the global financial system (Mounira & Anas, 2008).
In addition, Bahrain in Gulf Cooperation Council (GCC) and Malaysia in Asia
have been the forefronts of Islamic banking since the early 1990s (Igbal &
Molyneux, 2005).

Meanwhile, the dual-banking system has been operating along with conventional
banking system in many countries globally. In this context, this system adopts
interest-free banking, which operate in accordance with the Sharia law (that
prohibits the collection and payment of interest) and based on the principles of
profit and loss sharing. The United Arab Emirates (UAE) was the first country
that applies this system with the establishment of Dubai Islamic Bank in 1973
with a paid-up capital of US$14 million. Following that, similar banking system is
established in other countries. In addition, more than 100 interest-free banks are
in operation in 45 different countries, including the Bahamas, Cyprus, Denmark,
Luxembourg, Switzerland, and United Kingdom. Meanwhile, the banking system
in Iran, Pakistan, and Sudan is presently interest-free (Metwally, 2012). The
operation of dual-banking system has extended to other countries such as
Bangladesh, Egypt, Indonesia, Jordan, and Malaysia through separate banks,
branches, subsidiaries, or with the Islamic windows (Sundararajan & Errico,
2002).

Besides that, the global banking industry has been experiencing key
transformation over the past two decades. The internationalization, deregulation,
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technological changes and advances, securitization, and credit expansion are
among the challenges that banks in most countries encounter. These challenges
are likely to affect the ability of banks to grow, operate, and perform in a
competitive environment (Srairi, 2008).

A banking system that obeys the Sharia law or also known as Islamic law is
specifically referred to as Islamic banking. There are certain underlying principles
that govern the operation of Islamic banking, which are (1) avoidance of riba, (2)
risk-sharing, (3) materiality, (4) avoidance of exploitation, and (5) avoidance of
financing activities that threaten the society (Rajhi & Hassairi, 2011). Firstly,
Islam prohibits any transaction that increases the price after the completed
transaction, which is known as interest or usury. Any loan or investment that is
guaranteed of its return rate is considered as riba in Islam; thus, it is prohibited
as well. Meanwhile, the risk-sharing concept is related to mudharaba contract,
which is used extensively by the deposit facility. In this context, a bank becomes
the fund manager and a depositor becomes the owner. The asset and liability
management of Islamic banks emphasize and adhere to the concept of sharing
the profit and loss between the bank and the borrower. Similar concept is also
applied between the bank and depositor. Thirdly, financial transaction must be
backed by real economic transaction where the materiality is referred to as ijara
or leasing. Besides that, Islamic banking also emphasizes transparency in all
transactions where information must be fully disclosed in the contract between
both parties to avoid exploitation. Finally, the production of alcoholic beverages
is considered as threat to the society; thus, financing its production is strictly
prohibited. The differences between conventional and Islamic banks are
summarized in Table Al in Appendix A.

The Islamic banking and finance have experienced rapid growth globally over
the last 15 years. The estimated number of Islamic banks and financial
institutions globally are over 300 with estimated assets ranging between US$200
and US$300 billion and Islamic global fund of US$1.1 trillion. The expansion of
Islamic finance along with more vigorous and ample asset liability management
provides an assurance defence to this sector (Pollard & Samers, 2007).

Although conventional and Islamic banks operate based on different principles,
both banks are significantly competitive. Therefore, the analysis of risk
management is vital since risk minimization is necessary to achieve profit
maximization and maintain the survival of these banks. Moreover, Islamic banks
encounter similar risk spectrum as what conventional banks encounter as well,
which means that there is no escape of risk.

The economic improvement is strongly influenced by the banking industry.
Banks are unique financial intermediaries with unique operations in the financial
markets. The profitability goals need to be adjusted to reduce exposure to
liquidity risk. The recent global crisis has revealed that banks are the key
financial player. The global crisis is the result of negligence of systemic risk,
inappropriate management incentives, and unregulated financial innovations.
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The general lack of liquidity is the crucial contributor to the latent vulnerabilities,
as revealed by historical period of global financial architecture reform (Munteanu,
2012). The profitable financial institutions will also be at risk with
mismanagement of liquidity such as the case of Lehman Brothers in 2008.
Hence, optimum level of profitability and liquidity are crucial for long-term
financial stability and soundness (Sufian, 2009).

Banks perform maturity transformation as part of the financial intermediation
function between lenders and borrowers to ensure efficient allocation of
economic resources. Banks are exposed to a certain number of risks, such as
funding-liquidity risk, when they perform their economic functions. The
mismanagement of liquidity in one bank, however, affects other banks, which
eventually leads to financial intermediation breakdown, as depicted by the global
financial crisis. The establishment of Basel Ill liquidity framework is motivated by
financial crises that were caused by failure in managing liquidity risk (Gomes &
Wilkins, 2013).

There are several types of risk involved for banking institutions, as shown in
Figure 1.1. Howells and Bain (1999) defined risk as the possibility that the real
returns may be different from the anticipated returns. There are three broad
categories of risk in the financial system, which are (1) financial risk, (2) business
risk, and (3) operational risk.
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Figure 1.1. Risks in conventional and Islamic banks
(Sources: Khan, 2006; Mirakhor & Igbal, 2007; Ismal, 2010)

Risk related to banking activities is known as financial risk while business risk
and operational risk refer to risks related to internal banking interaction. The risk
of loss due to the internal process failure, people, system, or external event is
referred to as operational risk (BIS, 2011). Hence, credit risk, liquidity risk, and
market risk fall under the category of financial risk, as previously shown in Figure
1.1.

In addition, the sources of banking fragility in the banking system need to be
identified since banks are exposed to several financial risks. For examples, the
possibilities of depositors abruptly withdraw their deposits (liquidity risk),
borrowers do not repay their loans on time (credit risk), interest rates change
(interest rate risk), or the computer system failure or the building caught fire
(operational risk) (Cecchetti & Schoenholtz, 2011). Nonetheless, credit risk and
liquidity risk are, not only significant risks that banks encounter, but related to



what banks do as well as the direct contributors to their failure (Ghenimi et al.,
2017).

The recent global financial crisis contributed to sharp declination in bank
profitability (BIS, 2009a). The allowances for loan losses were not designed to
absorb all loan losses during the crisis despite the allocated provision for such
cases at all times. The accumulation of such loans pushes banks to increase the
level of their allowances, which damages bank profits; thus, making provisioning
procyclical (BIS, 2009b). Figure 1.2 represent data from Table 1.1 shows an
increasing trend of credit risk (nonperforming loans to total gross loans ratio) for
banks. This ratio measures bank health and efficiency by identifying asset quality
issues in the loan portfolio; thus, high ratio may signify deterioration of the credit
portfolio.

Table 1.1. Global credit risk trends between 2008 and 2015 (%)

Ecc:(nec?rrr{ies World South Asia CErletrranl)ifia Ealigéi?ilca .
2008 - - 2.8 -
2009 - - 5.3 2.0
2010 3.9 14.7 5.8 2.1
2011 3.7 4.7 6.0 2.1
2012 3.7 5.0 6.6 2.0
2013 4.0 5.6 6.0 1.8
2014 4.1 7.8 6.7 1.6
2015 4.1 8.4 6.2 1.6

(Source: The World Bank, 2017)

== World  -e= South Asia == Europe & Central Asia East Asia & Pacific

Figure 1.2. Global credit risk trends (%) for banks
(Source: The World Bank, 2017)

The effects of nonperforming loans are also reflected throughout the history of
systemic banking crises (which are indicated by the losses in the banking
system, bank runs, and bank liquidations) (Table A2 in Appendix A) as well as



borderline and smaller (nonsystemic) banking crises (Table A3 in Appendix A)
in the listed countries since the late 1970s (Caprio & Klingebiel, 2002).

In view of the above, the liquidity and credit management of banks should be
emphasized to strengthen the financial system. With that, this study combined
both liquidity risk and credit risk in the financial risk analysis. The liabilities in the
balance sheet relate to liquidity risk while the credit risk is based on the assets
in the balance sheet. Hence, this study examined the risks of both sides in the
balance sheet. Accordingly, the significance of these risks was highlighted in the
financial crisis of 2007—2009, which was associated with the issues of liquidity
risk and credit risk (Athanasoglou, Brissimis & Delis, 2008; Hussain & Al-Ajmi,
2012).

The institutional quality that was examined in this study focused on the
government capabilities to formulate and implement sound policies, which
included two dimensions of governance—government effectiveness and
regulatory quality—to determine how governance affects risks (liquidity risk and
credit risk). Subsequently, the potential determinants of liquidity risk and credit
risk for conventional and Islamic banks were identified. The need to identify these
determinants that affect liquidity risk and credit risk is crucial to ensure the
survival and soundness of banks. Following that, the study examined the effects
of different measures of efficiency (technical efficiency) towards liquidity risk and
credit risk for conventional and Islamic banks. This efficiency may potentially
affect liquidity risk and credit risk for conventional and Islamic banks, but majority
of previous studies did not consider efficiency as a significant determinant.

The moderating effects of institutional quality (government effectiveness and
regulatory quality) on the relationship between financial development and
financial risk were examined in this study as well. There are limited studies that
examined the indirect effects of these two measures of institutional quality on the
relationship between financial development and financial risk, as most studies
focused on the direct effects of corporate governance towards financial risk.

Therefore, this study examined the recent issues on the effects of institutional
quality towards financial risk (both direct and indirect effects), which are of the
growing interest of researchers, regulators, and practitioners’ and of significant
importance in the face of crisis. In addition, the obtained findings of this study
extend the existing knowledge on the effects of institutional quality towards
financial risk and contribute improved understanding among related
stakeholders, such as investors, policymakers, academicians, and the
management of conventional and Islamic banks.



1.3 Problem Statement

Financial institutions aim to maximize the profit and shareholder value through
the provision of various financial products and services (Ahmed, 2002).
However, this can only be achieved if the risks are well-managed (Heffernan,
1996; Scholtens & Wensveen, 2000). Besides that, banks are generally known
for its economic role as financial intermediary, which channel excess funds to
those who face fund shortage (Breuer, 2006). Previous studies examined the
liquidity management in conventional banks (Vodova, 2011; Munteanu, 2012;
Jordan, Branch, McQuay, Cooper & Smith, 2013; Vogiazas & Alexiou, 2013) or
compared conventional and Islamic banks (Hussein, 2010; Anam et al., 2012;
AlKulaib et al., 2013).

Financial development is significant for economic growth. Nevertheless, the
health of the financial system can be threatened as such development exposes
risk to these banks (Acharya & Naqvi, 2012; Vithessonthi, 2014). Therefore, this
study focused on the effects of financial development towards financial risk for
conventional and Islamic banks.

A thorough search of literature revealed that there are no empirical studies on
the effects of institutional quality towards financial risk, as most of these studies
examined the effects of corporate governance towards bank risk (Switzer &
Wang, 2013). Therefore, this study was performed to examine the specific
measures of institutional quality, which focused on government capabilities
(government effectiveness and regulatory quality). Besides that, the moderating
effects of institutional quality on the relationship between financial development
and financial risk were also examined. Most studies considered the moderating
effects of institutions on the relationship between financial development and
economic growth (Aron, 2000; Demetriades & Law, 2006).

Lastly, there have been inconclusive evidences on the effects of bank-specific
variables towards the financial risk for conventional and Islamic banks. Hence,
this study is significant to examine the most influential variable in bank-specific
determinants, which could affect financial risk of conventional and Islamic banks.
In short, this study considered the aforementioned issues as significantly
important and beneficial to ensure the operations of banking institutions are at
optimal liquidity level and minimum credit risk for long-term soundness and
stability in the market.

1.4 Objectives of Study

This study was propelled to identify determinants that affect liquidity risk and
credit risk (financial risk) for conventional and Islamic banks. The liquidity and
credit management are crucial to the future development and survival of these
banking institutions. In particular, the specific objectives of this study are as
follows:



1) To evaluate the moderating effects of institutional quality on the relationship
between financial development and financial risk for conventional and Islamic
banks

2) To evaluate the effects of institutional quality (government effectiveness and
regulatory quality) towards financial risk (liquidity risk and credit risk) for
conventional and Islamic banks

3) To identify the determinants of financial risk (liquidity risk and credit risk) for
conventional and Islamic banks

1.5 Research Questions

With respect to the specific objectives, this study focused on the following
guestions:

1) Does the institutional quality of conventional and Islamic banks moderate the
relationship between financial development and financial risk? (This study
also focused to identify these effects within these regions—the Middle East,
Southeast Asia, and South Asia.)

2) What are the effects of institutional quality (government effectiveness and
regulatory quality) towards financial risk (liquidity risk and credit risk) for
conventional and Islamic banks? (This study also focused to identify these
effects within these regions—the Middle East, Southeast Asia, and South
Asia.)

3) What are the determinants of financial risk (liquidity risk and credit risk) for
conventional and Islamic banks? (This study also focused to identify these
determinants within these regions—the Middle East, Southeast Asia, and
South Asia.)

1.6 Significance of Study

Studies on the risk management are abundant, which covered extensive aspects
and dimensions of risk. However, there are limited studies on banks in
developing countries. Most of these studies focused on conventional banks in
developed countries. Therefore, this study contributes new insights on both
conventional and Islamic banks in the developed countries and developing
countries within the regions of Middle East, Southeast Asia, and South Asia.

Besides that, most of these previous studies on risk management especially of
those in line with the Basel Ill are single-country studies due to data availability
constraint. The proxy used for stability risk, which is liquidity coverage ratio (LCR)
and net stable funding ratio (NSFR), require detailed information from each bank
for the assessment. The LCR refers to the ability of banks to promote resilience
towards the short-term liquidity risk (within 30 days), while the NSFR refines the
banks’ long-term of structural funding. Therefore, this study extends the existing
literature gap with the utilization of the proxy to perform cross-country study,
which provided new empirical evidences.



Additionally, most of these previous studies (John et al., 2008; Laeven & Levine,
2009; Pathan, 2009) considered the effects of firm governance towards risk
management. Therefore, the findings obtained from this study enhance
knowledge on the effects of institutional quality or country governance towards
financial risk for conventional and Islamic banks within the selected regions
(Middle East, Southeast Asia, and South Asia). Thus, this study extended these
previous studies on risk management of conventional and Islamic banks, which
sheds light on financial risk (liquidity risk and credit risk) of both banking systems.

Moreover, the moderating effects of institutional quality on the relationship
between financial development and financial risk were examined in this study.
Most previous studies examined the direct effects of corporate governance
towards bank risk. Nonetheless, this study examined country governance as
moderating variable instead.

In addition, this study also aimed to ascertain the factors based on bank-specific
characteristics that would affect financial risk of conventional and Islamic banks.
The country-specific determinants were also identified to examine their effects
towards financial risk. By identifying these potential determinants, the study
further examined the most influential determinants of financial risk for
conventional and Islamic banks. Therefore, the empirical evidences provided by
this study serve as a guide for future activities pertaining to conventional and
Islamic banks.

In a nutshell, this study contributes to the respective parties such as investors,
academicians, regulators, policymakers, and management of both conventional
and Islamic banks, given the focus of this study on the effects of institutional
quality towards financial risk. The documentation of underlying determinants for
liquidity and credit issues provides improved understanding on the significance
of liquidity and credit risk management to ensure confidence of potential clients
and generate profit as well as for the operation, security, and stability of banks.

1.7 Scope of Study

The sample of this study was derived from the data of conventional and Islamic
banks within three main Islamic banking and finance hubs, which are Middle
East, Southeast Asia, and South Asia. These three regions were selected to
avoid bias because as previously stated in existing literature, pure Islamic banks
are within these regions. Therefore, similar selection of regions for both banking
systems in this study would minimize the bias given the similar economic
environment and conditions for the operation of these banks. The overall sample
for this study involved 392 banks (297 conventional banks and 95 Islamic banks)
from 17 countries. The identification of whether the selected banks are
specialized in conventional or Islamic banking system was determined by the
BankScope database in the selected region.
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The data for this study covered a nine-year period between 2006 and 2014 to
determine the existence of varying levels of liquidity risk and credit risk at
different timeline of financial crisis (before the crisis, during the crisis, and after
the crisis). The BankScope database, which is produced by the Bureau van Dijk,
was utilized as the source of financial data (such as income statement of bank
and balance sheet) in this study. Additionally, the BankScope enables the
conversion of data in various currencies; thus, the U.S. dollar currency was
chosen to ensure the homogeneity of data across the sample size in this study.
The financial crisis between 2008 and 2009 was included and controlled to avoid
any bias in this study.

The website of World Bank Governance was the source of both measures of
institutional quality in this study. These measures were constructed based on the
methodology of unobserved components, as introduced by Kaufman et al.
(2009). The range of the values for governance performance is between -2.5
(weak) to +2.5 (strong). Back in 1999, the indicators were back-calculated
because each indicator will be recalculated and updated every two years.

For technical efficiency, the score of efficiency for conventional and Islamic
banks were obtained using Data Envelopment Analysis (DEA) with the
application of intermediation approach. The efficiency frontiers on annual basis
were constructed to address the linear programming issues, instead of
constructing single multi-year frontier to allow the variations of efficiency and
inefficiency over time (Sufian, 2009a). The technical efficiency scores of both
banks were then regressed against financial risk.

Following that, the determinants of liquidity risk and credit risk for conventional
and Islamic banks were identified. The bank-specific characteristics
determinants were bank size, capitalization, and technical efficiency. The effects
of government capabilities towards liquidity risk and credit risk were examined
as well as the effects of financial development and global financial crisis. The
World Development Indicators database, which is published by World Bank, was
considered as the source to obtain financial development data for this study.
Lastly, this study performed multivariate panel regression analysis as the primary
analysis.
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1.8 Research Framework

The following Figure 1.3 illustrates the overall research framework of this study
on the effects of financial development and institutional quality towards the
financial risk, with the inclusion of other determinants of the conventional and

Islamic banking systems.
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1.9 Thesis Organization

Overall, this thesis consists of five chapters, which is organized as follows:

The current chapter (Chapter 1) presented an overview of financial risk in
background of study. Then, followed by problem statement, objectives of study,
research questions, and significance of study. This chapter also discussed the
scope of study and research framework.

Chapter 2 reviews the relevant theories associated to the banking sector and
past evidences on the determinants of financial risk for conventional and Islamic
banks.

Chapter 3 provides descriptions of the methodology of this study with respect to
the objectives of this study. In general, this study considered the efficiency
measurement and the determinants of financial risk. This chapter provides
descriptions on the efficiency measurement, which include the selection of inputs
and outputs and the DEA. Following that, the discussion on the determinants of
financial risk includes panel data estimation and the description of selected
variables.

Chapter 4 presents the obtained results of this study, which include the results
of the trend analysis for main variables and the results of the panel data
regression for the determinants of financial risk according to each specific
objectives of this study.

Chapter 5 summarizes the obtained results of this study before drawing
conclusions with respect to the objectives of this study. In this chapter, the policy
implications, the limitations of this study, and recommendations for future
research are also discussed.
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