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ABSTRACT

Islamic Banking has grown rapidly throughout theribcand has been introduced in
more than 60 countries of the world so far. Howgegeepticism still surrounds Islamic
Banking keeping into view the earlier demise ofentbanks. Since, Islamic banks can
not charge a fixed return unrelated with theirrdfie operations, it may seem that Islamic
banks face more risk and hence, will have moreti¥eleeturns on their assets as they
have to own the asset before they sale or ledasdheir clients and take on subject matter
risk which conventional banks do not take. Thigigtprobes into whether Islamic banks
are riskier than conventional banks or not. Theectibje of this study is to establish

whether Islamic banks in Kenya are riskier thandbeventional banks.

This was a correlational study. The population wadsommercial banks in Kenya. Two
purely Islamic banks and two other conventionalkisawere selected for the study.
Secondary data was used in this study. Data wdgsaaausing descriptive analysis, t-

tests, correlation analysis, and regression arglysi

The descriptive statistics showed that Islamic lsamk&re riskier than conventional banks
in terms of ROE and operational risk while convendl banks were riskier than the
Islamic banks in terms of credit risk and liquiditgk. The one-way sample test showed
that the overall risk (ROE) was not significantlifferent across the banks but the
differences in credit risk, liquidity risk and op#ional risks were statistically significant
across the banks. The regression results showgdahét type has a negative influence

on ROE, credit risk and operational risk while aipiwe effect on liquidity risk. None of



these relationships was however significant at ®Xell of confidence. The study
concludes that overall, Islamic banks in the sampdee riskier than the conventional
banks. The study also concludes that risk probldsanks especially credit risk, liquidity

risk, and operational risk is different betweenwamtional and Islamic banks in Kenya.

The study recommends that Islamic banks in Kenyrie manage their risks as they
are generally riskier than the conventional bankstrary to other findings. The study
further recommends that Islamic banks should destisgegies that will help them lend

out the cash as they are too liquid.
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CHAPTER ONE:INTRODUCTION
1.1 Background of the Study

Risk and liquidity management are not just an ggeng topic in Islamic banking, it is a
huge issue for all banks whether Islamic or not fondhose who supervise these banks.
Good risk management practices and processes dobameta religion or a colour or a
country. There are plenty of good risk takers lartsic Banks and some bad ones. It is
the same in the conventional banking sector. Islabmanks have brought a new
innovation in the banking industry whereby tranganxs must pass through owning real
physical assets. Risk and liquidity managemento&rerucial importance in the overall
banking environment, and they have clear relevat®e to the specific environment of
Islamic banking (Anas and Mounira, 2008). In itsédtamic banks are growing rapidly
and have their own particular techniques on theseess, as elaborated on in this article.
The use of profit-sharing modes in Islamic bankangfes the nature of risks faced by

these institutions.

Islamic banking refers to a system of banking, Whg consistent with Islamic Shari'ah
(Law), and guided by Islamic economics (Nzibo, 201klamic law prohibits the
payment and collection of riba (interest or usdrlgg main argument against interest is
that money is not used as a commodity with whicimttke a profit but that it should be
earned on goods and services only, not on confralaney itself. Features of Islamic
Banking are based on ethical principles. Islamiar&h allows all economic activities in
the framework of protecting public interest andegafarding it. In addition, for an

investment to be legitimate, one of the most imguarrequirements is that its outcome



must fulfil the reality of investment transactiogsd that it enables the Islamic Financial

Institution (IFI) to state what it expects to makerofits.

1.1.1 Risk Management in Banks

Risk arises when there is a possibility of morentltme outcome and the ultimate
outcome is unknown or not clear. According to Jorand Khoury (1996) risk is the
variability or volatility of unexpected outcome. dRican be measured by the standard
deviation of historic outcomes, and risk can bad#ig into two types: systematic risk
and unsystematic risk. Systematic risk is the tisit arises from macroeconomic factors
such as changes in economy, political & social @ssibusiness environment, interest
rates, inflation, war and international incidergstematic risk cannot be controlled and
is undiversified. It can however be mitigated bgkriransfer techniques i.e. hedging.
Oldfield and Santomero (1997) define systemati& ds risks of asset value change
associated with systemic factor, as such thatritlma hedged but cannot be diversified
completely. Systematic risk includes: interest satesk, foreign exchanges risk,

commodity prices risk and industry concentratick.ri

Unsystematic risk is a risk that is unique to anfior an industry. It is associated with
random causes that can be eliminated through dficatson and controlled through good
governance. The examples of unsystematic riskegelatory action, mismanagement of
a firm, labour difficulties, consumer preferendess of key accounts and labour strikes.
All business or investment activities will be expdsto different type of risks or

uncertainty. As risk appears to be present in ladl business activities, it should be



managed with due diligence and it requires managemee attention by keeping in

mind the risk return trade off model.

Islamic banks operations are based on the Shariahcigles. What primarily

differentiates Islamic banks from conventional bmnk the prohibition of Riba. In

comparison to a conventional bank an Islamic bdfdr® similar products and services
such as deposit accounts, various types of fingnaredit cards and mortgage. However
Islamic bank products are based on concept oftproli loss sharing, while conventional
banks are not. Like other financial institutionskris among the main challenges and
likewise it needs to be addressed properly by Igldbanks to make sure that they

operate efficiently.

Khan and Ahmed (2001) discuss that Islamic banksnly face risks that conventional
bank face but they also have to deal with the ned anique risk as a result of their
unique asset and liability structure. Accordingtitem, this new risk exists due to the
compliance of Shariah requirement. Among the nabfir@perations in Islamic financial
institutions majority are based on profit and Iekaring, as such it is perceived that such
transactions pose lower risk. While profit and Iadsring contracts expose Islamic
financial institutions to a specific risk relateldet each type of contract and Qureshi
(1984) claims that equity based financing will e&se the exposure of the Islamic bank

to risks.



According to Sundararajan and Errico (2002), Istafimancial institutions can be riskier
than conventional financial institutions due to es@ reasons including the specific
nature of risk and unlimited number of ways to fic@ a project using either profit & loss
sharing or non-profit & loss sharing contracts. k&t standardisation in each type of
contract is also another factor that is why Islafmancial institutions are riskier than its

companion.

Akkizidis and Khandelwal (2008) explains that theargity of hedging instrument,
undeveloped inter-bank money markets and a maokejdvernment securities which are
Shariah compliant, make Islamic financial instibuis more vulnerable to unfavourable
events than conventional financial institutionsh&k and Hesse (2008) also argues that
Islamic financial institutions pose risk to thednrcial system that in many regards differ

from those posed by the conventional financialesyst

In the case of Islamic banks, risks will vary degieg upon the types of instruments used
in the transactions either in deposit or financiBgndararajan and Errico (2002) and
Venardos (2006) argue that Islamic banks will fgoeater challenges in identifying and
handling risk than conventional banks becauseettmplexities arising from the nature
of the risk for each contract and profit loss shgtoncept of certain financing product.
While, Rosly and Zaini (2008) and Hassan and D{2[@05) discuss that, the nature of
risk faced by the capital owners in an Islamic baakes and is unique in accordance to
the types of financial instruments it uses, theptea hires to manage the bank and its

degree of transparency. Rosly and Zaini (2008) arpihat risk associated with each



single product can further be broken down into ma@od non-major risk. Major risk
means the risk that dominates the product in usee @ the unique nature in each
product offered by Islamic banks, Kahf (2005) asgylglamic banks need variant “risk
identification processes”, different risk managetragproaches & techniques and require

different kind of supervision as well.

Turen (1996) classify that there are three fadioas will influence total risk faced by the
Islamic banks; i) risk originates from the new eifisation of the deposit holders, ii) risk
in Islamic banks will depend on the level of they@@ge of the interest charges ratio(net
operating income over interest charges), andisk related to the new status of the loans
given by Islamic banks. Basically the first andet factor will tend to lower the risk
level in Islamic banks, however third factor whishrelated to the status of the loans
given by the banks, since Islamic banks also aftgtoan or financing based on profit

sharing it will increase the risk to the banks.

The risk summary of Islamic banks is more or lemsalbel to the conventional (interest-
based) banks. On the other hand, the risk facetslagnic banks is categorized in two
dimensions. The first dimensions of practice which alike to conventional structure,
and not in disagreement with the Islamic finandagyples, and the second dimension of
practices which are new-fangled or tailored andkakeved to congregate the Islamic
law and principles. One such scenario is of thmiteation of the Murabahah agreement

that boosts the possibility for liquidity troublésnas and Mounira, 2008). Discovering,



gauging, managing and scrutinizing a variety df gentacts are the major fundamentals

of risk management process.

1.1.2 Overview of Islamic Banking in Kenya

Commercial banks are licensed and regulated uruerBanking Act, Cap 488 and
Prudential Regulations issued there-under. Accgrtbrthe Central Bank of Kenya, there
are 43 licensed commercial banks in Kenya (seenlisppendix 1). Three of the banks
are public financial institutions with majority sieholding being the Government and
state corporations. The rest are private finanogtitutions. Of the private banks, 27 are

local commercial banks while 13 are foreign comnagizanks.

The Commercial Banks have been selected for thiy dtacause of the recent emphasis
on Risk Management in Kenyan Banking driven by @entral Bank viz. the Central
Bank of Kenya guidelines as well as banks’ own mécmitiatives towards risk
management. A process of financial liberalizatiosmswvinitiated in the 90s to make the
banking system profitable, efficient, and resiliehihe liberalization measures consisted
of deregulation of entry, interest rates, and bndieensing, as well as encouragement to
state owned banks to get listed on stock exchanyés. the liberalization came risks
that banks needed to manage. It is therefore aldaitime to perform an analysis of risk
management strategies in Commercial Banks in Kefy® Basel-ll norms, which
include a move towards better risk management ipes;talso necessitate such a study

(Bank Supervision Annual Report, 2008).



Barclays were the first to test the water in 200l @ahere are now eight financial
institutions offering Shari’ah compliant productsKenya. Among them are two Islamic
banks licensed by the Central Bank of Kenya (CBKR007, First Community Bank
(FCB) and the Gulf African Bank, which opened foisimess in 2008. Unlike the Islamic
windows of conventional banks, these two orgarosatioffer retail banking services
through a currently limited, but growing network bfanches. By mid 2010 they
controlled 0.8% and 1% of banking assets in Kemy@om@ing to the Central Bank of

Kenya (lIBF, 2011).

FCB is owned by East African businessmen and igldetdy Nathif Adam, who started
his 25 year banking career in Kenya, although mofttis banking experience was
gained in Saudi Arabia, Qatar and Sharjah. FCB1fabranches across Kenya, with a
heavier concentration in the south of the courttngy have opened an Islamic Finance
Training Centre; in 2010 they received approvatéd up FCB Capital, an investment
banking subsidiary and they have already reachedatiget of 1 billion Kenyan shillings
in capital set as a 2011 target by the central bawel ahead of many of Kenya’'s other
banks (lIBF, 2011). In early October 2010 FCB ammumd the launch of the FCB
Takaful Insurance Agency, which is set to work artpership with insurance companies,
to offer Shari’ah-compliant insurance products. yrabso announced a joint venture with
the Kenya Meat Commission to help provide finarmcthe nomadic cattlemen of the arid

and semi-arid regions of Kenya.



Gulf African Bank is principally backed by Middleaktern investors and its CEO,
Najmul Hassan was formerly General Manager at Aekém in Karachi, Pakistan. In
contrast to FCB’s Kenya-centric board of directardas directors from Pakistan, Oman,
UK and Zambia to complement its triumvirate of Kang including the chairman and
deputy chairman. Its track record is in many retpecvery similar to FCB. They have
16 branches in Kenya, but their plans to ventute other East African countries are
more concrete than those of FCB. They plan to dpanches in Uganda and Tanzania
and to follow FCB into the takaful business. Pmatiinvestor, GulfCap Investments is
expected to raise 1 billion Kenyan shillings in icalpto underwrite the move into takaful

(IIBF, 2011).

Currently one of the gaps in the Kenyan marketnisShari’ah-compliant investment
products. FCB Capital intends to address that bapthey are not alone. ApexAfrica
Capital, the third largest member of the Nairoboct Exchange is also working to
develop Shari’ah-compliant investment products,ludiag unit trusts, which are
particularly popular in Kenya. The Kenyan Capitarkets Authority is in the process of

setting up a regulatory framework to govern thisaeat market (I1IBF, 2011).

1.2 Problem Statement
Since its introduction in Egypt in 1959, Islamicr&ng has grown rapidly throughout

the world and has been introduced in more thanodbtcies of the world so far. Global
financial players like Citibank, ABN AMRO, Americdixpress Bank, and HSBC among

other players are also participating in Islamic Bag and Financial Industry. However,



skepticism still surrounds Islamic Banking keepinip view the earlier demise of BCCI.
Islamic banks cannot merely lend money to earmresteas interest is prohibited in Islam
based on Quranic injunctions. Islamic banks aregedlto take active part in the business
and opt for sharing profits as well as losses simterest based investments and
borrowings are not permitted in Islam. Since, Istabanks can not charge a fixed return
unrelated with their client's operations, It magreethat Islamic banks face more risk and
hence, will have more volatile returns on theiredssas they have to own the asset before
they sale or lease it to their clients and takesobject matter risk which conventional
banks do not take. This study probes into whetlséandic banks are riskier than

conventional banks or not.

The 2009 Kenyan census reported that there weredlidn Muslim in Kenya, 11% of
the population. Conventional financial institutioasd Islamic banks have seen an
opportunity, helping to finance businesses catetimgthe Islamic market, such as
restaurants, hotels, food stores and halal slaubigses, as well as developing Shari'ah
compliant wealth management and investment prodacgeted at some of the wealthy
Somali immigrants (Institute of Islamic Banking alfithance, IIBF, 2011). The two main
Islamic banks are First Community Bank and Gulfiegen Bank. Numerous studies have
been carried out on Islamic banking risk managerbemtnone has focused on Kenya
given the fact that this type of banking is notvalent in Kenya. For instance, Jalbani
and Shaikh (2009) performed a differential analgdgisslamic vs conventional banking
risk management in Pakistan and found that botdmisl banks and conventional banks

are profitable and the risk management procedurekslamic banks are adequate to



mitigate their largely equity-based investments givé their customers adequate return
which are comparable with conventional banks. Akletaal., (2011) studied liquidity

risk management by comparing conventional vs. Igldmanks in Pakistan. Bhatti and
Misman (2010) studied risk exposure in Islamic samkMalaysia and noted that Islamic

banks are not risk free.

Further, a number of studies have been done omilslaanking in Kenya. Ogle (2010)
did a comparative analysis of credit risk managdamperactices of Islamic and

conventional banks. Kadubo (2010) studied factofleiencing development of Islamic
banking in Kenya. Wendo (2010) studied responsategjies by Islamic banks to
competition in the commercial banking sector. llmalj2009) did a comparative study
on the financial performance of Islamic banks aadventional banks in Kenya. Mugo
(2009) did a study on competitive strategies adbpielslamic banks by comparing the
Kenyan and the United Arab Emirates banks. Sal@@9qPstudied factors that led to the
emergency of Islamic banking in Kenya and the raguy challenges facing the

industry. To the knowledge of the researcher, namlysthas attempted to analysis risk
management in Islamic banks in Kenya. This is floeeea first study that attempts to do
so by performing a differential analysis on thé msanagement practices of both Islamic
and conventional banks in Kenya by focusing on teans risk, exchange risk, price
risk, operational risk, default risk, religious kjsconcentration risk and liquidity risk.

This study seeks to answer the following questare: there similarities and differences

in the risk management practices among Islamiccandentional banks.
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1.3 Objective of the Study

The objective of this study is to establish whetls&amic banks in Kenya are riskier than

the conventional banks.

1.4 Valueof the Study
This study will add on to the growing body knowledsn Islamic banking by providing a

view from an Islamic banking developing market sashKenya. It will show what risk
management practices are carried out by Islami&dan Kenya and whether they are

riskier than the conventional banks.

The research will be useful to a number of stalsdrsl First, the investors (both
individuals and financial conglomerates) who wanténture into Islamic Banking will
find this study very useful as it will guide them the riskiness of Islamic banking as

compared to the conventional banks.

The study will also be invaluable the Islamic bank«enya as it will show what risks
such banks face, what strategies can be used tgateitagainst such risks, and the

riskiness of these banks as compared to the caomahbanks.

The regulators, especially the Central Bank of Kemyll find this study very useful in

providing the risks such banks face in a bid tditute measures that can cushion the

banks towards such risks.

11



Researchers and academicians in the field of fmamd banking will find this study a

useful guide for carrying out further studies ie tirea.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

This chapter presents the literature review. Fadheoretical review is provided in 2.2
focusing on the theories related to risk managemiéns section also shows the features
of risk management in Islamic banking. Secondlg,émpirical review of the studies that
have been done on Islamic risk management is mma@e3i The summary of chapter as

well as the research gap is provided.

2.2 Theoretical Literature

Four theories are found relevant in risk managemedtare therefore discussed. These
are the financial economics theory, the agencyrthebe new institutional economics
theory, and the stakeholder theory. This secticso adhows the features of risk

management in Islamic banks.

2.2.1 Financial Economics Approach

Financial economics approach to corporate risk mpament has so far been the most
prolific in terms of both theoretical model extemss and empirical research. This
approach builds upon classic Modigliani-Miller paiggm (Miller and Modigliani, 1958)
which states conditions for irrelevance of finah@aucture for corporate value. This
paradigm was later extended to the field of risknaggement. This approach stipulates
also that hedging leads to lower volatility of cdkiw and therefore lower volatility of
firm value. Rationales for corporate risk managetwesre deduced from the irrelevance
conditions and included: higher debt capacity (&tithnd Modigliani, 1963), progressive

tax rates, lower expected costs of bankruptcy (®muitd Stulz, 1985), securing internal

13



financing (Froot et al.,, 1993), information asymnest (Geczy et al., 1997) and
comparative advantage in information (Stulz, 199%)e ultimate result of hedging, if it

indeed is beneficial to the firm, should be high&iue — a hedging premium.

Evidence to support the predictions of financiabremmics theory approach to risk
management is poor. Although risk management dead ko lower variability of
corporate value (Jin and Jorion, 2006), which ésrttain prerequisite for all other effects,
there seems to be little proof of this being linkeith benefits specified by the theory.
One of the most widely cited papers by Tufano (}9%@&ds no evidence to support
financial hypotheses, and concentrates on the @nfle of managerial preferences
instead. On the other hand, the higher debt cap&gipothesis seems to be verified
positively, as shown by Faff and Nguyen (2002),Hara and Rogers (2002) and Guay
(1999). Internal financing hypothesis was posiyvetrified by Guay (1999) and Geczy
et al. (1997), while it was rejected by Faff andy&u (2002) and Mian (1996). Judge
(2006) found evidence in support of financial disg hypothesis. Tax hypothesis was
verified positively by Nance, Smith and Smithso92), while other studies verified it
negatively (Mian, 1996; Graham and Rogers, 2002revtecently Jin and Jorion (2006)
provide strong evidence of lack of value relevaaotéedging, although some previous
studies have identified a hedging premium (Allayarand Weston, 2001, Carter et al.,

2006).

14



2.2.2 Agency Theory

Agency theory extends the analysis of the firmridude separation of ownership and
control, and managerial motivation. In the field afrporate risk management agency
issues have been shown to influence managerialdas toward risk taking and hedging
(Smith and Stulz, 1985). Theory also explains asibs mismatch of interest between
shareholders, management and debt holders duermareries in earning distribution,

which can result in the firm taking too much riskrmt engaging in positive net value
projects (Mayers and Smith, 1987). Consequentlgnag theory implies that defined

hedging policies can have important influence om fvalue (Fite and Pfleiderer, 1995).
The latter hypotheses are associated with finarstingture, and give predictions similar

to financial theory.

Managerial motivation factors in implementation adrporate risk management have
been empirically investigated in a few studies vathegative effect (Faff and Nguyen,
2002; MacCrimmon and Wehrung, 1990; Geczy et 80,7). Notably, positive evidence
was found however by Tufano (1996) in his analgdithe gold mining industry in the
US. Financial policy hypotheses were tested inistudf the financial theory, since both
theories give similar predictions in this respddt.in all, the bulk of empirical evidence
seems to be against agency theory hypotheses howsyency theory provides strong
support for hedging as a response to mismatch eetweanagerial incentives and

shareholder interests.

15



2.2.3 New Institutional Economics

A different perspective on risk management is efffieby new institutional economics.
The focus is shifted here to governance processgéssacio-economic institutions that
guide these processes, as explained by Williams®88). Although no empirical studies
of new institutional economics approach to risk aggment have been carried out so far,
the theory offers an alternative explanation opooate behavior. Namely, it predicts that
risk management practices may be determined bijutishs or accepted practice within
a market or industry. Moreover, the theory linksws#y with specific assets purchase
(Williamson, 1987), which implies that risk managerhcan be important in contracts
which bind two sides without allowing diversificati, such as large financing contract or

close cooperation within a supply chain.

If institutional factors do play an important rofehedging, this should be observable in
the data. First of all, there may be a differeneMeen sectors. Secondly, hedging may
be more popular in certain periods — in Poland minght venture a guess, that hedging
should become more popular with years. A more aacimplication of this theory is
that shareholders may be interested in attractiagkbownership by reducing company
risk. Here NIE is similar in its predictions to agy theory. However this theory also

suggests that firm practices may be influencechkyotvnership structure in general.

2.2.4 Stakeholder Theory

Stakeholder theory, developed originally by Freerfi®#84) as a managerial instrument,
has since evolved into a theory of the firm witlgthiexplanatory potential. Stakeholder

theory focuses explicitly on equilibrium of stakéder interests as the main determinant
16



of corporate policy. The most promising contribatio risk management is the extension
of implicit contracts theory from employment to ethcontracts, including sales and
financing (Cornell and Shapiro, 1987). In certamdustries, particularly high-tech and
services, consumer trust in the company beingtabtentinue offering its services in the
future can substantially contribute to company galtiowever, the value of these
implicit claims is highly sensitive to expected toef financial distress and bankruptcy.
Since corporate risk management practices lead deceease in these expected costs,
company value rises (Klimczak, 2005). Thereforekedtalder theory provides a new
insight into possible rationale for risk managemétdawever, it has not yet been tested
directly. Investigations of financial distress hypesis (Smith and Stulz, 1995) provide

only indirect evidence (e.g. Judge, 2006).

2.2.5 Distinct Features of Risk Management in Islamic Banking
Besides the usual capital adequacy ratios propaseer BASEL, followed both by

conventional and Islamic banks, there are somendisteatures of risk management
under Islamic Banking. These distinct charactesstf risk management, as discussed

by Jalbani and Salman (2009) in Islamic banks &eudsed below.

Islamic banks provide financing which is backedasgets. Islamic banks cannot deal in
documents. All financing provided by Islamic banmksults in the creation of assets i.e.
capital formation. Islamic financing due to theetdsacked nature results in productive
economic activities; hence, it does not resultnflation. Furthermore, the underlying

asset collateralizes the loan transaction provigetslamic banks. Islamic banks need to
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comply with conventional regulatory standards adl we Shariah standards. Shariah
compliance is strictly followed under Islamic bankis dual check covers the legal risk
as there is a double check on money launderingo#imel fraudulent activities. Shariah
compliance is ensured by the Shariah SupervisogrdBavhich comprises of influential
religious scholars. The referent power of theselseh is utilized for further endorsing
the system in the eyes of general public and isongaacceptance of Islamic banking
among masses. Shariah compliance also ensures @@ @ocial Responsibility (CSR)
and ethical compliance. Islamic banks do not cohfusiness with tobacco, alcohol and
other harmful toxic producing companies. This medtra has given Islamic banking the

name of 'ethical banking' in Europe.

Islamic banks are not merely interest-free. Intefese nature of Islamic banks is a
necessary condition for Islamic banking but not #héficient one. Islamic banking
transactions need to avoid other elements of fraleteit and uncertainty. Islamic
banking transactions are Gharar-free transacti@harar is an element of uncertainty in
the contract about the product, price or otherufest of the contract. Gharar-free
transactions ensure mutual benefit, covering anelasiing risks of both counterparties to
the contract by making each one's obligations cktdhe outset. It is implied from the
Gharar-free nature of Islamic banking transactitimst such complex conventional

instruments like options, swaptions are not allowel$lamic banking.

Clean borrowing is not allowed in Islamic bankitglamic banks provide financing only

to create assets. Therefore, Islamic banks do fiet oredit cards, personal loans and
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running finance/ overdraft. On the downside, Iskaianks by restricting themselves to
asset-backed financing cannot provide need-basadsloshort-term financing for
overhead expenses or financing for debt swap. lIslabpanking does not permit
transactions in most derivatives. Futures tradingsiock and commodity markets,
currency options, currency swaps, swaptions, seling and other complex derivatives
are not allowed in Islamic banking. However, Salaavance sale/purchase) and Istisna
(project financing) are close alternatives for Fargvcontracts in conventional banking.
Derivatives have proven to be little effective fdging and were the main factor behind

economic fallout in East Asia in 1990s and in U8 ather developed markets in 2007.

2.3 Empirical Literature

The empirical literature is presented as followsstf the risk management in Islamic
banking is shown in 2.3.1. This is followed by @&g®ntation of prior studies analysing

the riskiness of Islamic banking.

2.3.1 Risk Management in Islamic Banking

Samdani (2007) classifies risk in Islamic termimgloby arguing that Gharar, i.e.
uncertainty makes a contract invalid in Islamic |l&¥e classified Gharar into uncertainty
about physical existence of the subject matteretamty about the delivery method and
date, ambiguities in contract with respect to tbetact itself, subject matter, price and

duration of contract.

Anas and Mounira (2008) noted that risks specdidstamic banks are commodity and

inventory risk, rate of return risk, legal and tla laws compliance risk, equity position
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risk in the banking book, and withdrawal risk. Ebe conventional banks, the authors
cite credit risk, market risk, exchange risk, opieral risk, and liquidity risk as the major
risks. In order to do that, the authors note thatlslamic bank must establish appropriate
risk management environment and sound policiespaadedures to control these risks.
This can be done by putting up a number of measties, it can be done by creating a
risk management environment by clearly identifythg risk objectives and strategies of
the institution and by establishing systems that a#entify measure, manage, and
monitor various risk exposures. To ensure the Bffecess of the risk management
process, Islamic banks also need to establish &aieet internal control system:
Adequate Internal Controls. Secondly, by prepaameriodic risk reports such as credit
risk reports, operational risk reports, liquiditisk reports and market risk reports.
Thirdly, by setting up an Internal Rating SysteiRg), Internal and external audit with
management Risk information. Further, it can beedbg enhancing transparency and
comparability of banks through suitable disclosuasout the quality of capital,
accounting standards, risk exposures, and capdatuwacy. Lastly is by providing
facilities and supporting institutions. These imEwa lender of last resort facility, deposit

protection system, liquidity management systemlagdl reforms.

An Islamic bank is normally exposed to certain ing and external risks. External risks
are caused by changes in policies and regulatimgul@tory risk) or by factors that
affect the rates of benchmarks, such as LIBOR. Rerotisk relates to the fulfilment of
obligations by debtors of the IB (credit risk). @g@onal risks are risks that relate to

people/staff of the Islamic bank itself, includiegor, negligence and fraud, to systems
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and technology used in the IB, to litigation pra=ss and/or to the processes and
procedures adopted in the IB; and trading boolsriblat are caused by price change

of assets held by the 1B (Kahef, 2005).

Sarker (1999) argues further that Islamic prodietge different risk characteristics and
consequently, different prudential regulation skobé erected. It has been argued that
the nature of risks Islamic banks face resultingmigue asset liability composition due
to Shariah compliance requires more prudence amt ssk management procedures
(Khan and Ahmed, 2003). Similar thought is shargétyico and Farahbaksh (1998) that
even though regulatory supervision of Islamic barks their respective monetary
authorities tends to follow conventional standatulst, Islamic banks differ from their
conventional counterparts in several ways. Theycedad that minimum capital
requirement should take into consideration assetsmposition, which entails that

minimum capital requirement for uncollateralizedets must be higher.

However, Kahef (2005) argued that Islamic bankshgualitatively similar credit risk to
conventional banks; therefore the processes of ctdeulation of minimum equity
requirement for credit risk exposure should notdigerent from the methodologies
proposed for conventional banks. Islamic bankseseéf from the global crisis in 1998-
1999, but performed very well after the difficulterppds suggesting that the
interdependence of Islamic banks to other finansidtem is still closely related

(Yudistira, 2003).
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In academic economic literature, interest-basedkibgns even criticized from the pure
economic standpoint. Fisher (1933) explains thae@rofit and asset price rise begins to
decelerate, highly leveraged firms and speculdios themselves with debt servicing
commitments that place too high a burden on auailaash-flows. This initiates a
general movement to liquidate assets to meet disdvealebt-service commitments. This
has two distinct results. First, distress sellisguces asset values, leading to a loss of
confidence, the hoarding of currency and the elatiam of debt-financed speculation.
Falling asset prices also lower collateral valueaking banks wary of rolling over loans.
Secondly, defaulting of bank loans, and the hogrdni cash, leads to multiplied
contraction in the money supply due to the fracloreserve system, resulting in
declining profits and prices. Higher levels of refbt induce further bankruptcies,
distress asset sales and depressing prices ylEldheer Paradox' even more. For Fisher,
the primary problem was the combination of debtticts fixed in nominal value, and a
falling price level. Therefore, there is validity the proposition that debt finance is

potentially destabilizing (Haberler, 1937).

Islamic banks and financial institutions world-widee running their retail banking
operations at a self-imposed reserve requiremediosé to 100% since they do not have
privilege of T-bills. The opportunity cost of thash held by Islamic banks as insurance
against a devastating "run" is the interest ratgdne on government debt, i.e. T-bills.
Islamic banks, hence suffer from two major handiceymen compared to conventional
banks: (i) lack of access to the safety net pravidg the Central Banks, thus having to

provide its own very costly self-insurance duehe tnability to diversify the risk of a
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"run”; and (ii) lack of access to government gusgas of all securities; they can only
hold cash, thus having more of their liquid asse¢sl than compared with the

conventional banks (Abdul-Rahman, Yahia 2006).

In a study on risk management in Islamic and coneral banks in Pakistan, Jalbani and
Shaikh (2009) identified seven types of risks temic banks face. These are reputation
risk, exchange risk, price risk, concentration yrd&fault risk, liquidity risk and religious
risk. In the study, risk was measured using returrequity (ROE) in four banks selected
using judgemental sampling method. Two Islamic saakd two conventional banks

were selected.

2.3.2 Riskiness of Islamic Banking
Jalbani and Shaikh (2009) sought to establish veneidlamic banks in Pakistan were

riskier than conventional banks. Using a samplof commercial banks selected using
judgemental sampling technique and using ROE asbémehmark, the study found a
strong relationship between ROE of both Islamic andventional banks (r = 0.731).

This shows that shows that both Islamic banks amdentional banks are profitable and
the risk management procedures in Islamic banksadeguate to mitigate their largely
equity-based investments and give their customgeg/uate return which is comparable
with conventional banks. The study concluded thguitg-based business of Islamic
banks posing a slightly more risk than conventidveahks is well mitigated by Islamic

banks through their effective and adequate distisktmanagement procedures.
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Turen (1996) investigated quantitatively and alson&ro level the claim that Islamic
banking offers high performance and stability. Irdey to evaluate the risk-return
characteristics of the Islamic banks, Bahrain Istaf@ank (BIB) was taken as an
example. Research was conducted through threerahtfenethods. The financial ratio
analysis and stock analysis both indicated that &ffidred a higher return and a lower
coefficient of variation than the other commerdahks. Portfolio analysis, too, showed

that BIB's stock was the best for the purpose dffpla diversification.

Bhatti and Misman (2010) explored the risk involved Islamic banks and risk

management practices by the Islamic banks. Thesfe@s on risk and return in Bank
Islam Malaysia Berhad (BIMB). The study examined tisk level in BIMB by using

two approach; Financial Statement Analysis and KS#ealysis. Apart from that, this

study also predicted the Islamic banks amountra@ricing for each concept in Malaysia
for year 2010. From the result of first approachiViB were found to be underperforming
in comparison to conventional banks based on R&A and ROE while also perceive
higher risk. As for stock analysis the results weomsistent with the financial ratio
analysis, out of 28 stocks of finance sector listeBursa Malaysia, BIMB was ranked 25
in terms of average return for the period of temryee. from 1999 to 2008. The
coefficient of variations was also ranked 25 anshibwed that BIMB risk was higher as
compared to other stocks. This result contradieted Turen (1996) where he finds that
Islamic bank in Bahrain is better than other banKsis difference might be due to
different time period of the study and also diffareeconomic position of both the

countries.
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Akhtar et al. (2011) studied the liquidity risk asmted with the solvency of a financial
institution, with a purpose to evaluate liquiditiskk management (LRM) through a
comparative analysis between conventional and Isldranks of Pakistan. The study
investigated the significance of Size of the filtgtworking Capital, Return on Equity,
Capital Adequacy and Return on Assets (ROA), witjuitity Risk Management in
conventional and Islamic banks of Pakistan. Thdystuas based on secondary data that
covered a period of four years (2006-2009). Thelystiound positive but insignificant
relationship of size of the bank and net-workingita to net assets with liquidity risk in
both models. In addition Capital adequacy ratiocamventional banks and return on

assets in Islamic banks was found to be positivesagnificant at 10% significance level.

Hassan (2009) assessed the degree to which Iskamis in Brunei Darussalam use risk
management practices (RMPs) and techniques inndeaith different types of risk. The
researcher developed a questionnaire which covenedaspects in the first part:
understanding risk and risk management, risk assggsand analysis (RAA), risk
identification (RI), risk monitoring, credit risknalysis and RMPs. The second part
consisted of two questions based on an ordinaé stedling with two topics: methods of
RI and risk facing the sample banks. This studyébthat that the three most important
types of risk that the Islamic banks in Brunei B=malam face are foreign-exchange risk,
followed by credit risk and then operating riskalso found that the Islamic banks were
somewhat reasonably efficient in managing risk wh& and RAA are the most

influencing variables in RMPs.
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Ahmed et al. (2010) aimed to determine the firng'gel factors which had significantly
influenced the risk management practices of Islamanks in Pakistan. The study
selected credit, operational and liquidity riskslapendent variables while size, leverage,
NPLs ratio, capital adequacy and asset managementibze as explanatory variable for
the period of four years from 2006 to 2009. Theultesindicated that size of Islamic
banks had a positive and statistically significeetationship with financial risks (credit
and liquidity risk), whereas its relation with opgonal risk was found to be negative and
insignificant. The asset management establishedsdiye and significant relationship
with liquidity and operational risk. The debt equratio and NPLs ratio had a negative
and significant relationship with liquidity and opé&onal risk. In addition, capital
adequacy has negative and significant relationstigh credit and operational risk,

whereas it was found to be positive and with ligyidsk.

24 Summary of Literature

The review has shown the theories that explainntlbévation for risk management in
commercial banks. These theories also explain #asons for risk management in
Islamic banks. The chapter has also reviewed a euwftstudies on risk management in
Islamic banking. The practices are mostly in th@bAworld where Islamic banking is
practiced more. The studies have also shown ctinfliiziews on whether Islamic banks
are riskier than the conventional banks. The catifly results followed by the fact that
most studies have focused on the Islamic worldtheemain motivations behind the

present study. The next chapter discusses howuldg will be carried out.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter presents the research methodologst, Fr presentation of the research
design is provided. This is followed by an explamaton the target population,
description of research instruments, descriptionsafple and sampling procedures,

description of data collection procedures and amjgson of data analysis procedures.

3.2 Research Design

This study design is named based on the classdicaly method of analysis as espoused
in Mugenda and Mugenda (2003). In this manner, wystcould be designed as

descriptive, causal-comparative, or correlationatlg. The method of analysis that most
captures the objectives of this study is correfatamd the study design was therefore
appropriately named a correlation design. In thaner, the study was able to establish
the relationship between the variables in the stddys was therefore the appropriate

research design in this study.

3.3 Population and Sample

The population of this study was all the commerdiahks in Kenya. There are 43
commercial banks in Kenya hence the population, sggeendix 1. From these banks,
there are only two purely Islamic banks. The twlartsc banks together with two other
conventional banks were selected for the study. Whe Islamic banks are First
Community Bank and Gulf African Bank. The other teonventional banks were the

Kenya Commercial Bank and Standard Chartered Bank.
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3.4 DataCollection

Data was collected using secondary sources. Theadial data from 2008-2010 was used
in the study. The dependent variable was the typdamk — whether Islamic or
conventional. The independent variables were thditrliquidity, and operational risks.

These were measured using the proxies in Table 1.

Table 1: Operational definition of variables
Symbol Variable Proxies
a Value of Intercept
Y Risk is measured by the ROE
X1 Credit risk Ratio of total debt to total assets
X2 Liquidity risk Cash to total assets

X3 Operational risk ~ Return on total assets

€ Error Term

The following model was therefore used in the study

Yi=a+ B]_X]_ + B2X2 + B3X3 +€ (1)

These data were sought from various sources ingjuidlie respective bank websites, the
Capital Markets Authority, the bank premises, amel Banking Survey 2010 booklet by

ThinkBusiness.
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3.5 DataAnalysis

Objective: Comparing the riskiness of Islamic vson@entional banks, this will be

analysed using both descriptive statistics andsquiares. The descriptive statistics are
the minimum, maximum, mean, and standard deviafletests are used to analyse the
differences between risk profiles of Islamic andwantional banks. Strength of the

model will be tested using significance of F statiat 5% level as well as usind.R

29



CHAPTER FOUR: DATA ANALYSIS, RESULTSAND
INTERPRETATION

4.1 Introduction

This chapter presents the results of the study. dlmgpter presents the results of

descriptive analysis as well as those of corratadind regression analysis.

4.2 Descriptive Analysis

Table 2 presents the results on the return on egaiitos for each of the selected banks

from 2008 to 2010.

Table2: ROE ratiosfor respective banksfrom 2008 to 2010
Y ear FCB Gulf KCB SCB
2010 -28.32% -4.58% 25.04% 377.76%
2009 -22.93% -14.09% 27.63% 48.34%
2008 -39.61% -30.01% 28.52% 41.05%

As shown in Table 2, First Community Bank (FCB) hild lowest ROE of — 28.32% in
2010 while in the same year the bank with the lBgROE was Standard Chartered Bank
(SCB) at 377.76%. Both Islamic banks had negati@ER in 2010 while the

conventional banks had positive ROEs.

Table 2 shows that in 2009 again both Islamic bamkd negative ROEs while the

conventional banks had positive ROEs. FCB haddiwest ROE of — 22.93% while SCB

had the highest ROE of 48.34%
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In 2008, the results in Table 2 show that the Igtamanks had negative ROEs while the
conventional banks had positive ROEs with FCB hguime lowest of — 39.61% while

SCB having the highest of 41.05%.

Table 3 shows the results of credit risk analysisdach of the selected banks for the

period under study. Higher credit risk ratios m#aat the bank was riskier than others.

Table3: Credit risk for respective banksfrom 2008 to 2010
Year FCB Gulf KCB SCB
2010 91.14% 87.24% 84.43% 85.76%
2009 85.11% 85.16% 88.31% 88.76%
2008 75.63% 74.54% 88.97% 88.39%

The results in Table 3 show that in 2010, FCB lnedhighest credit risk ratio of 91.14%
while KCB had the lowest ratio of 84.43%. This medhat in 2010, the two Islamic

banks were relatively riskier than the conventidreiks.

In 2009, the results in Table 3 show that SCB Imadhighest credit risk ratio of 88.76%
while FCB had the lowest credit risk ratio of 834.1Therefore in 2009, the results show

that the conventional banks were slightly riskieart the Islamic banks.

In 2008, the results in Table 3 show that KCB Healhighest credit risk ratio of 88.97%.

Gulf bank had the lowest credit risk ratio of 748&4The results reveal that in 2008, the

conventional banks were slightly riskier than tlainic banks.
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Table 4 shows the results of liquidity risk anady®ir each of the selected banks for the

period under study. Higher liquidity risk ratios amethat the bank was more liquid than

others.

Table 4: Liquidity risk for respective banks from 2008 to 2010
Y ear FCB Gulf KCB SCB
2010 26.93% 11.56% 7.17% 5.76%
2009 13.97% 9.02% 10.19% 6.24%
2008 4.43% 9.22% 9.02% 7.45%

The results in Table 4 show that in 2010, FCB Haal highest liquidity risk ratio of
26.93% while SCB had the lowest ratio of 5.76%.sTiieans that in 2010, the two

Islamic banks were more liquid than the conventitaaks.

In 2009, the results in Table 4 show that FCB Haal highest liquidity risk ratio of
13.97% while SCB had the lowest ratio of 6.24%.sTimeans that in 2009, the Islamic

banks were relatively more liquid than the convamdi banks.

In 2008, the results in Table 4 show that Gulf bhal the highest liquidity risk ratio of
9.22% while FCB had the lowest ratio of 4.43%. Timeans that in 2008, the Islamic

banks were relatively less liquid than the conwerdl banks.

Table 5 shows the results of operational risk aialfor each of the selected banks for

the period under study. Higher operational riskosatmean that the bank was less risky

than the others.
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Tableb: Operational risk for respective banks from 2008 to 2010

Year FCB Gulf KCB SCB

2010 -2.51% -0.58% 3.90% 53.80%
2009 -3.41% -2.09% 3.23% 5.44%
2008 -9.65% -7.64% 3.14% 4.77%

The results in Table 5 show that in 2010, SCB Hedhighest operational risk ratio of
53.80% while FCB had the lowest ratio of — 2.51%e9Je results show that in 2010, the

Islamic banks were riskier than the conventionalkisa

Table 5 also shows that in 2009, SCB had the highysrational risk ratio of 5.44%
while FCB had the lowest ratio of — 3.41%. Thesmults show that in 2009, the Islamic

banks were riskier than the conventional banks.

In 2008, SCB had the highest operational risk rafi@.14% while FCB had the lowest
ratio of — 9.65%. These results show that in 2008,|slamic banks were riskier than the

conventional banks.

Table 6 shows the results of ROE analysis betwearentional banks and Islamic banks

for the period under study. Higher ROEs mean thatlianks were less risky than the

others.

Table6: ROE of Conventional and | slamic Banks from 2008 to 2010
Y ear Conventional Banks |slamic Banks
2010 213.92% -16.45%
2009 51.80% -18.51%
2008 49.04% -34.81%
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The results in Tale 6 show that the conventionakbaad positive and higher ROEs for
the entire period under study while the Islamicksahad negative ROEs for the entire
period. Negative ROEs are attributed to the faat the Islamic banks made losses for
the entire three years. Thus on the basis of thggees, Islamic banks were riskier than

the conventional banks.

Table 7 shows the results of credit risk analysisvieen conventional banks and Islamic
banks for the period under study. Higher credk retios mean that the bank was riskier

than others.

Table7: Credit Risk of Conventional and | damic Banks from 2008 to 2010
CR Conventional |slamic
2010 85.09% 89.19%
2009 88.53% 85.13%
2008 88.68% 75.08%

The results in Table 7 show that conventional bdrdd higher credit risk ratios in 2008
and 2009 than the conventional banks while Islabaicks had higher credit risk ratios
than conventional banks in 2010. Thus overall,atieventional banks were riskier than

local banks in terms of credit risk over the perdd@nalysis.

Table 8 shows the results of liquidity risk anady&ietween conventional banks and

Islamic banks for the period under study. Loweggiilility risk ratios mean that the bank

was riskier than others.
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Table8: Liquidity risk of Conventional and | slamic Banks from 2008 to 2010

LR Conventional |slamic
2010 6.46% 19.24%
2009 8.22% 11.50%
2008 8.23% 6.83%

The results in Table 8 show that Islamic banks higtier liquidity risk ratios than the
conventional banks in 2010 and 2009 and lower saitin2008 than the conventional
banks. Since higher liquidity risk ratios are degdjrthe results reveal that conventional

banks were riskier (less liquid) than the Islamanks.

Table 9 shows the results of operational risk aislpetween conventional banks and

Islamic banks for the period under study. Highegragional risk ratios are desired.

Table9: Operational risk of Conventional & |1slamic Banksfrom 2008 to 2010
OR Conventional Islamic
2010 28.85% -1.55%
2009 4.33% -2.75%
2008 3.96% -8.65%

The results in Table 9 shown that Islamic banksreghtive operational risk ratios while
conventional banks positive operational risk ratios the period under study. Since
higher ratios are desired, the results mean tHatnls banks were riskier than the

conventional banks.
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4.3

Table 10 shows the results of one-sample t-tesé domrder to establish whether there

Inferential Analysis

were statistical differences between the risk pgsfof Islamic and conventional banks.

Table 10: One-sample test
Test Value=1
t df | Sg. (2- Mean 95% Confidence Interval of the
tailed) Difference Difference
L ower Upper

ROE -1.104] 3 .350 -.5675000 -2.203515 1.068515
Credit Risk -19.799 3 .000 -.1400000 -.162503 -.117497
Liquidity Risk | -34.840 3 .000 -.8925000 -.974026 -.810974
Sipsekra“o”a' 14572 3 001 -.950000( -1.15747( -.74253(

The results in Table 10 show that the overall (RKE) was not significantly different

across the banks (p-value = 0.350). However, tfierdnces in credit risk, liquidity risk

and operational risks were statistically significaaross the banks (p-value < 0.05).

Table 11 shows the correlation matrix for the Valga in the study. This was done in

order to find out any serial correlations betwdanihdependent variables.

Table11: Correlation Matrix
Bank ROE CR LR OR
Bank Pearson Correlation 1
Sig. (2-tailed)
Pearson Correlation -.750 1
ROE Sig. (2-tailed) .250
o Pearson Correlation -.816 .578 1
Credit Risk Sig. (2-tailed) 184 422
Liquidity Risk Pearson Correlation .732 -.745| -.230 1
quidity Sig. (2-tailed) 268 255/ .770
Operational Risk |LE&rson Correlation | -.753| 1.000 | .597| -.729 1
P Sig. (2-tailed) 247 .000| .403] .271
** Correlation is significant at the 0.01 leveH@iled).
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The results in table 11 show that there was a haghrelation between operational risk
and liquidity risk (R= - 0.729). There was therefaerial correlation between these two

independent variables and this was taken care thieimegression analysis below.

Table 12 shows the regression analysis resultsdoous risk models. The models are
ROE, credit risk, liquidity risk, and operation&k. The results show the effect of bank

type on risk profiles.

Table 12: Regression results
Variable Model 1: ROE | Model 2. CR | Model 3: LR | Model 4: OR
Constants 2.435 0.890 0.010 0.305
Bank type -1.335 (0.250) -0.020 (0.184) 0.065 (8)26 -0.170 (0.247)
R 0.750 0.816 0.732 0.753
R square 0.563 0.667 0.537 0.567
F-statistic 2.566 4.000 2.315 2.615
Prob (F-statistic) | 0.250 0.184 0.268 0.247

As shown in Table 12, bank type has a negativeenite on ROE (-1.335), credit risk (-
0.020) and operational risk (-0.170) while a pesiteffect on liquidity risk (0.268). None
of these relationships was however significant %t IBvel of confidence. None of the
models was significant in explaining the relatidpsas the probability of F statistic for

all the models was more than 5%.
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS
5.1 Introduction

This chapter presents the summary of the studyentian 5.2, conclusion in 5.3,
recommendations in 5.4, limitations of the study5i®», and suggestions for further

research in 5.6.

5.2 Summary of Study Findings

The descriptive statistics showed that Islamic lsamk&re riskier than conventional banks
in terms of ROE and operational risk while convendl banks were riskier than the

Islamic banks in terms of credit risk and liquiditgk.

The one-way sample test showed that the overdll (fOE) was not significantly
different across the banks (p-value = 0.350) batdHtferences in credit risk, liquidity

risk and operational risks were statistically siigaint across the banks (p-value < 0.05).

The regression results showed that bank type megative influence on ROE (-1.335),
credit risk (-0.020) and operational risk (-0.17ile a positive effect on liquidity risk

(0.268). None of these relationships was howewgnifstant at 5% level of confidence.

5.3 Conclusion

The study concludes that overall, Islamic bankgh@ sample were riskier than the
conventional banks. This is inconsistent with otbeidies that have found that Islamic

banks are usually less risky than the conventibaaks. But this can be attributed to the
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fact that the Islamic banks made loses during tit@ecthree years of study thus the

negative returns led to higher risk profiles.

The study also concludes that risk profiles of lzaekpecially credit risk, liquidity risk,
and operational risk is different between convergland Islamic banks in Kenya. These

banks are however not different as regards theativesk (ROE).

Lastly, the study concludes that there is no ewdethat the type of bank affects risk
profiles of commercial banks in Kenya. No significaffects were found in the present

study for all the risk ratios used in the study.

5.4 Recommendationsfor Policy

The study recommends that Islamic banks in Kenyarie manage their risks as they
are generally riskier than the conventional ban&strary to other findings. Better

management of risk will help these banks becométabte and therefore less risky.
The study further recommends that Islamic banksilshdevise strategies that will help
them lend out the cash as they are too liquid. Tilgh liquidity means that the banks

have too much cash which is not lent out to clients

The study also recommends that investors need rotywabout risk profiles of

conventional banks as there is no evidence thaigkef banks is affected by the type of
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bank. Thus investors can invest in either of thibaaks without minding their risk

profiles.

5.5 Limitations of the Study

The study focused on a sample of two Islamic bamd two conventional banks. The
study may therefore be limited by the sample seteébr the study and interpretations

should therefore consider this fact.

The study is also specific to Kenya. This meansttiastudy suffers from the limitations
of country specific studies as it cannot be gemnsrdlto other countries as they have

different operating environment from that of Kenya.

The study also used a three year period. This stadylimited to this period because the
Islamic banks in Kenya had financial data for thee¢ year period as they were new
banks. This period of analysis limits the applitigpiof these results to the banking

sector in Kenya.

5.6 Suggestionsfor Further Research
The study suggests that future studies should dxtiea data period depending on the

availability of data to establish whether risk aihlis differ according to whether they are

Islamic banks or conventional ones.

40



The study also suggests that studies be conductinkiarea with use of primary data in
order to get some issues that cannot be captursddnndary data. Such studies can find

out how the banks manage their risks.
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APPENDICES
Appendix 1. List of licensed Commercial Banksin Kenya

African Banking Corporation Ltd

Bank of Africa Kenya Ltd.

Bank of Baroda (K) Ltd.

Bank of India

Barclays Bank of Kenya Ltd.

CFC Stanbic Bank Ltd.

Charterhouse Bank Ltd

Chase Bank (K) Ltd.

© @ N|@ A w|N =

Citibank N.A Kenya

10. Commercial Bank of Africa Ltd.

11. Consolidated Bank of Kenya Ltd.

12. Co-operative Bank of Kenya Ltd.

13. Credit Bank Ltd.

14. Development Bank of Kenya Ltd.

15. Diamond Trust Bank Kenya Ltd.

16. Dubai Bank Kenya Ltd.

17. Ecobank Kenya Ltd

18. Equatorial Commercial Bank Ltd.

19. Equity Bank Ltd.

20. Family Bank Limited

21. Fidelity Commercial Bank Ltd

22. Fina Bank Ltd

23. First community Bank Limited

24. Giro Commercial Bank Ltd.

25. Guardian Bank Ltd

26. Gulf African Bank Limited

27. Habib Bank A.G Zurich

28. Habib Bank Ltd.

29. Imperial Bank Ltd

30. | & M Bank Ltd

31. Jamii Bora Bank Limited.

32. Kenya Commercial Bank Ltd

33. K-Rep Bank Ltd

34. Middle East Bank (K) Ltd

35. National Bank of Kenya Ltd

36. NIC Bank Ltd

37. Oriental Commercial Bank Ltd

38. Paramount Universal Bank Ltd

39. Prime Bank Ltd

40. Standard Chartered Bank Kenya Ltd

41. Trans-National Bank Ltd

42. UBA Kenya Bank Limited

43. Victoria Commercial Bank Ltd
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