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ABSTRACT 

This study investigates factors which affect credit risk of Islamic banks in Gulf 

Cooperation Council (GCC) countries. The study uses secondary data obtained from the 

web sites of 25 Islamic banks during the period from 2006 to 2010. We exclude Saltant 

Oman which has no Islamic banks. This study uses Non-Performing loans (NPLs) as a 

proxy for credit risk which is dependent variable. The independent variables consist of 

three macroeconomic variables Gross Domestic Product (GDP), Inflation rate (INF) 

and London Inter-Bank Offered Rate and six other variables (bank specific) that are 

used as internal variables. These are management efficiency (MGTEFF), loan to deposit 

(L/D), risky asset (RSKAST), total assets (LNTA), regulatory capital (REGCAP) and 

loan loss provision (LLP). We find that GDP is significant and negatively related to 

credit risk, and it is similar with finding of past studies, but inflation rate and LIBOR 

are insignificantly related, and they are different with literature. We find that MGTEFF 

is significantly and negatively related to credit risk, while L/D and RSKAST are 

significant and positively related to credit risk. All of them are similar with finding of 

previous studies. And other internal variables (LNTA, REGCAP, and LLP) are not 

significantly related to the credit risk. Size of banks is differed with past studies, LNTA 

and REGCAP are positive related to credit risk, while LLP is negative related to the 

credit risk of Islamic banks in GCC countries. 

 

 

 

 



iii 
 

 

ACKNOWLEDGMENTS 

 

 

In the name of Allah most gracious, most merciful. 

Firs of all, many thanks to Allah and all my praises to Him for blessing, guiding and 

bestowing me with great strength, and patience to complete this thesis. 

My highest and most sincere appreciation to my mother and the pure spirit of my father, 

and to my elder sister Um Saleem, my wife, my son Abdulkhaleq and all my family 

members for the support, encouragement and patience. 

I would like to express my heartfelt thanks to my supervisor, Professor Nor Hayati 

Ahmad, who helped, motivated and gave me many advice and ideas for this study to be 

completed, and I feel proud and pleased to be under her supervision. And my heartfelt 

appreciation and thanks to Assoc. Prof. Nor Afifah Ahmad, and all the faculty and 

administrative members of Othman Yeop Abdullah Graduate School Of Business of 

Universiti Utara Malaysia. 

Finally, to all those I have not mentioned, please accept my thanks. May Allah bless all 

of you. 

 

 

 

 



iv 
 

 

TABLE OF CONTENTS 

 

PERMISSION TO USE .............................................................. ERROR! BOOKMARK NOT DEFINED. 

ABSTRACT .................................................................................. ERROR! BOOKMARK NOT DEFINED. 

ACKNOWLEDGMENT ............................................................. ERROR! BOOKMARK NOT DEFINED. 

TABLE OF CONTENTS ............................................................ ERROR! BOOKMARK NOT DEFINED. 

TABLE OF TABLES ................................................................... ERROR! BOOKMARK NOT DEFINED. 

TABLE OF CHARTS AND FIGURES .................................... ERROR! BOOKMARK NOT DEFINED. 

LIST OF ABBREVIATIONS ..................................................... ERROR! BOOKMARK NOT DEFINED. 

 

 

CHAPTER ONE ......................................................................................................................... 1 

INTRODUCTORY PART ......................................................................................................... 1 

1.1  INTRODUCTION ........................................................................................................ 1 

1.1.1  Islamic Banks In the GCC Countries .............................................................................. 2 

1.1.2 Economic Variables of GCC Countries .......................................................................... 3 

1.1.2.1   GDP of GCC countries: ................................................................................................... 4 

1.1.2.2   Inflation of GCC countries: ............................................................................................. 5 

1.1.3  GCC’s Islamic Banks and their Challenges. .................................................................. 6 

1.2  BACKGROUND OF THE STUDY. ........................................................................... 10 

1.2.1 Concepts Relevant to Credit Risk in Islamic Banking. ............................................. 11 

1.2.2 Credit Risk in Islamic Banks of GCC countries. ........................................................ 13 

1.3           PROBLEM STATEMENT. ...................................................................................................... 15 

1.4           RESEARCH QUESTIONS ....................................................................................................... 20 

1.5           RESEARCH OBJECTIVES ..................................................................................................... 20 

1.6           SIGNIFICANCE OF THE STUDY ........................................................................................ 21 

1.7           SCOPE OF THE STUDY .......................................................................................................... 22 

 

 

CHAPTER TWO ...................................................................................................................... 24 

LITRATURE REVIEW ........................................................................................................... 24 

2.1  DELEGATED MONITORING THEORY ................................................................. 24 



v 
 

2.2  PAST STUDIES .......................................................................................................... 28 

2.2.1       A comparison of risk between Islamic and conventional banking .......................... 28 

2.2.2  Impact of GFC on GCC countries’ Islamic banks ...................................................... 30 

2.2.3  Islamic Banks’ Credit Risk .............................................................................................. 33 

 

 

CHAPTER THREE .................................................................................................................. 40 

METHODOLOGY ................................................................................................................... 40 

3.1 INTRODUCTION ...................................................................................................... 40 

3.2 THEORETICAL FRAMEWORK AND MODEL ...................................................... 40 

3.3 HYPOTHESES DEVELOPMENT ............................................................................. 42 

3.4 MEASUREMENT OF THE VARIABLES ................................................................. 46 

3.4.1 DEPENDENT VARIABLE ............................................................................................... 46 

3.4.2 THE INDEPENDENT VARIABLES................................................................................... 47 

3.4.2.1  EXTERNAL INDEPENDENT VARIABLES ...................................................................... 47 

3.4.2.2  INTERNAL INDEPENDENT VARIABLES ....................................................................... 47 

3.5 DATA COLLECTION AND SAMPLE OF THE STUDY ......................................... 49 

3.5.1 SAMPLING.................................................................................................................... 49 

3.5.2 DATA COLLECTION ..................................................................................................... 49 

3.6 MODEL OF THE STUDY .......................................................................................... 50 

 

 

CHAPTER FOUR ..................................................................................................................... 52 

ANALYSIS OF FINDINGS ..................................................................................................... 52 

4.1 INTRODUCTION ...................................................................................................... 52 

4.2 EMPIRICAL RESULTS ............................................................................................. 54 

4.2.1 IMPACTS OF GFC: CREDIT RISK AND THE EXTERNAL INDEPENDENT VARIABLES. .... 54 

4.2.2 CREDIT RISK ANALYSIS .............................................................................................. 59 

4.2.2.1CREDIT RISK AND THE EXTERNAL INDEPENDENT VARIABLES ................................... 59 

4.2.2.2 CREDIT RISK AND THE INTERNAL INDEPENDENT VARIABLES ................................... 63 

4.2.3 REGRESSION AND MODEL SUMMARY ......................................................................... 65 

 

 

 



vi 
 

CHAPTER FIVE ...................................................................................................................... 67 

DISCUSSION AND CONCLUSION ...................................................................................... 67 

5.1 INTRODUCTION ...................................................................................................... 67 

5.2 DETERMINANTS OF ISLAMIC BANK’S CREDIT RISK ...................................... 68 

5.2.1 MACROECONOMIC DETERMINANTS OF ISLAMIC BANK’S CREDIT RISK ..................... 68 

5.2.2 INTERNAL DETERMINANTS OF ISLAMIC BANK’S CREDIT RISK .................................. 69 

5.3 CONCLUSION ........................................................................................................... 70 

 

 

REFERNCES .............................................................................................................................. 72 

APPENDIXES ........................................................................................................................ A-H 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



vii 
 

 

TABLE OF TABLES 

 

TABLE  1.1   DISTRIBUTION OF FINANCING  ................................................................................. 18 

TABLE  2.1   RISK SHARING AND RISK TRANSFE  ........................................................................ 28 

TABLE 2.2   INDICATORS FOR ISLAMIC BANKS  ........................................................................... 32 

TABLE  2.3   CREDIT RISK IN DIFFERENT MODES  ......................................................................... 34 

TABLE  2.4   TYPES OF RISKS IN ISLAMIC BANKS  ....................................................................... 35 

TABLE 4.1   DESCRIPTIVE STATISTICS ......................................................................................... 61 

TABLE 4.2   REGRESSION ANALYSIS ........................................................................................... 62 

TABLE 4.3   MODEL SUMMARY ................................................................................................... 66 

TABLE 4.4    CHANGE STATISTICS ............................................................................................... 66 

 

 

 

TABLE OF CHARTS AND FIGURES 

 

CHART 1.1   THE REAL GDP OF GCC COUNTRIES   ....................................................................... 5 

CHART 1.2.  THE INFLATION OF GCC COUNTRIE .......................................................................... 6 

FIGURE 1.1 :  RISKS IN BANKING INSTITUTION ........................................................................... 10 

CHART 1.3   THE ISLAMIC BANKS MODES FINANC....................................................................... 16 

CHART  1.4   LOAN PORTFOLIO COMPOSITION BY  MODE OF FINANCING .................................... 19 

FIGURE 3.1   CONCEPTUAL FRAMEWORK   ................................................................................... 41 

CHART 4.1   THE IMPACT OF GFC ON REAL GDP ........................................................................ 55 

CHART 4.2   THE IMPACT OF GFC ON INFLATION ........................................................................ 56 

CHART 4.3   DECREASING THE LIBOR ........................................................................................ 58 

CHART 4.4   NPL IN THE ISLAMIC BANKS OF  GCC ..................................................................... 60 

CHART 4.5   AVERAGE OF NPL IN THE ISLAM BANKS ................................................................. 61 

 

 

 

 

Formatted: Font: (Default) Times New
Roman, Bold

file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314972955
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974371
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974523
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974561
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974641
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974700
file:///E:/Final%20Project/Ch1%20with%202%20,%203%20%204.&%205%20ref%20app%20correct.docx%23_Toc314974785


viii 
 

 

LIST OF ABBREVIATIONS 

 

 

 

Abbreviation      Description of Abbreviation 

 

GCC      Gulf Cooperation Council 

GDP      Gross Domestic Product 

UAE      United Arab Emiratis 

KSA      Kingdom Saudi Arabia 

LLR      Loan Loss Reserve 

CPI      Consumer Price Index 

 INF      Inflation Rate 

LIBOR      London Interbank Offered Rate  

PLS       Profit-Loss Sharing 

M-M      Mudarabah and Musharakah 

GFC      Global Financial Crisis  

SSA       Sub-Saharan Africa  

NPA       Non-Performing Assets 

NPLs       Non-Performing Loans 

REGCAP      Regulatory Capital  

LLP       Loan Loss Provision 

LEV       Leverage 

ETA       Equity to Total Assets 

EQL       Equity to Net Loans 

ImLGL      Total Impaired Loans/Gross Loans 



ix 
 

PSIA       Profit Sharing Investment Account 

MIR       Market Interest Rate  

MGTEFF      Management efficiency  

RWA       Risk Weighted Asset 

LNTA       Natural Logarithm of Total Assets 

RSEC       Risky Sector Loan Exposure 

L/D      Proportion of Loan to Deposit 

RSKAST      Risky Asset 

MENA      Medal East and North Africa       

 

 

 

 

 

 

 

 



The contents of 

the thesis is for 

internal user 

only 



72 
 

 

REFERNCES 

 

Ahmad, N. H. and Ariff, M. 2007. Multi-Country Study Of Bank Credit Risk 

Determinants. The International Journal of Banking and Finance, 5, 135-152. 

 

 

Ahmad, N. H. and Nizam. A, S. 2004. Key Factors Influencing Credit Risk of Islamic 

Bank: A Malaysian Case.  Review of Financial Economic, 2. Islamic 

Development Bank – Islamic Research and Training. (IRTI).  Retrieved On May 

15 2008. 

 

 

Al-Jarhi, M. and Iqbal M. 2001. Islamic Banking: Answers to Some Frequently Asked 

Questions. Occasional Paper No.4, Islamic Research and Training Institute, 

Islamic Development Bank, Jeddah. Available at 

http://www.irtipms.org/puballe.asp. Accessed October 2006. 

 

 

Al-Smadi, M. O. M. (2010) Credit Risk, Macroeconomic and Bank Specific Factors in 

Jordanian Banks. PhD Thesis, Universiti Utara Malaysia. 

 

 

Ananzah, E. and Othman, M. 2010. Test The Efficiency of Credit Risk Management on 

The Quality of Credit Portfolios in The Jordanian Islamic Banks. Paper 

Presented At The Seventh International Scientific Conference Of The 

Philadelphian Private University. 

 

 

Chapra, M. U. and Khan, T. 2000. Regulation and Supervision of Islamic Banks. 

Jeddah: IRTI. 

 

 

Dahduli, M. S. 2009, Islamic Banking and the Credit Crunch. Available at SSRN:  

http://ssrn.com/abstract=1570613 (Accessed September 30, 2010). 

 

 

Das, A. and Ghosh S. 2007. Determinants of Credit Risk in Indian State-Owned Banks: 

An Empirical Investigation, Economic Issues, Vol. 12, No. 2, Pp. 48-66 and Also 

Available at http://mpra.ub.uni-muenchen.de/17301/1/mpra_paper_17301.pdf.  

 

 

Diamond, D. W. 1984. Financial Intermediation and Delegated Monitoring. Review of 

Economic Studies, 51, 393–414. 

 

 

http://www.irtipms.org/puballe.asp
http://ssrn.com/abstract=1570613
http://mpra.ub.uni-muenchen.de/17301/1/mpra_paper_17301.pdf


73 
 

Diamond, D. W. 1996. Financial Intermediation as Delegated Monitoring: A Simple 

Example. Economic Quarterly, Federal Reserve Bank of Richmond, Issue Sum, 

Pages 51-66. 

 

 

Diamond, D. W. 2006, Delegated Monitoring And Legal Protection, Mimeo. Ghatak, 

Maitreesh, & Timothy W. Guinnane, 1999, The Economics of Lending With Joint 

Liability: Theory and Practice, Journal Of Development Economics 60:195-228. 

 

 

El-Gari, M. A. 2001. Credit Risk in Islamic Finance. Paper Presented in Conference on 

Regulation of Islamic Banks, 24-26 April, Khartoum, Sudan. 

 

 

Fasano, U. and Iqbal, Z. 2003. GCC Countries: From Oil Dependence to 

Diversification. International Monetary Fund, Washington, D. C.  

 

 

Fleifel, B. A. 2009. Risk Management In Islamic Banking And Finance: The Arab 

Finance House Example. A Thesis Submitted To The University Of North 

Carolina Wilmington. 

 

 

Greuning, H.V., and Z. Iqbal. 2008. Risk Analysis For Islamic Banks Washington: 

World Bank. 

 

 

Hammad, H. A. 2009. Investment Risks in Islamic Banks. Islamic Development Bank -

 Islamic Institute for Research and Training. 

 

 

Hasan, M. and Dridi, J. 2010. The Effects of the Global Crisis on Islamic and 

Conventional Banks: A Comparative Study. IMF Working Paper, WP 10/201. 

 

 

Hassan, A. 2009. Risk Management Practices of Islamic Banks of Brunei Darussalam. 

The Journal of Risk Finance, 23-37. 

 

 

Hassan, W. M. 2011.  Risk Management Practices: A Comparative Analysis Between 

Islamic Banks and Conventional Banks in The Middle East International Journal 

of Academic Research Vol. 3. No. 3. 

 

 

Iqbal, M., Ahmad A. and Khan T. 1998. Challenges Facing Islamic Banks. Jeddah: 

Islamic Research and Training Institute, Islamic Development Bank. 

 

 



74 
 

Iqbal, Z. 2009. Impact of Global Financial Crisis on IDB Member Countries: The Case 

of Gulf Cooperation Council and Sub-Saharan Africa. The Pakistan Development 

Review, 47: 4 Part II (Winter 2008) Pp. 583–601 

 

 

Ismal, R. (2010) The Management of Liquidity Risk In Islamic Banks: The Case of 

Indonesia. Doctoral Thesis, Durham University. Available At Durham E-Theses 

Online: http://etheses.dur.ac.uk/550/ 

 

 

Kahf, M. 2005. Basel II: Implications for Islamic Banking. Paper Presented at The 6th 

International Conference On Islamic Economics And Banking. 

 

 

Khan, T. and Ahmed, H. 2001. Risk Management –An Analysis Of Issues In Islamic 

Financial Industry. Islamic Development Bank-Islamic Research And Training 

Institute, Occasional Paper ( No.5), Jeddah. 

 

 

Khemraj, T. and Pasha, S. 2009. The Determinants of Non-Performing Loans: An 

Econometric Case Study of Guyana. Paper Presented At The Caribbean Centre 

For Banking And Finance Bi-Annual Conference On Banking And Finance, St. 

Augustine, Trinidad. 

 

 

Knight, Frank (1921), Risk Uncertainty and Profits, New York: Harper & Row. 

 

 

Laabas, B. and Limam I. 2002. Are GCC Countries Ready For Currency Union? Arab 

Planning Institute, Kuwait. 

 

 

Makiyan, S. N. 2008. Risk Management and Challenges in Islamic Banks. Journal of 

Islamic Economics, Banking and Finance 4(3). 

 

 

Malik, M., Malik, A. and Mustafa, W. 2011. Controversies That Make Islamic Banking 

Controversial: An Analysis Of Issues And Challenges. American Journal of 

Social And Management Sciences, 2(1). 

Marsh, I. W. (2008), The Effect of Lenders’ Credit Risk Transfer Activities on 

Borrowers’ Equity Returns, Bank of Finland, Discussion Paper, 26/9/2008. 

 

 

Matthews, K. and Thompson J. The Economics of Banking. (Chichester: Wiley, 2008) 

Chapter 2 and Chapter 9, Section 9.2. 

 

 

Mohammed, F. A. 2008. Risk Management in Islamic Banks. Islamic Development 

Bank Islamic Research and Training Institute. 

 

http://etheses.dur.ac.uk/550/


75 
 

 

Said et al. 2000. Draft Risk Management Guidelines for Islamic Banking Institutions 

state. Bank of Pakistan, Islamic Banking Department. www.sbp.org.pk 

 

 

Saif, I. 2009. The Oil Boom in the GCC Countries, 2002–2008: Old Challenges, 

Changing Dynamics. Carnegie Middle East Paper No.15, Carnegie Endowment 

for International Peace.   

 

 

Shafiqurrahman, M. 2010. Variance Analysis of GDP for GCC Countries, International

Review of Business Research Papers, 6(2), 253 -259. 

 

 

Sundararajan, V. and Errico, L. 2002. Islamic Financial Institutions and Products In The 

Global Financial Systems: Key Issues In Risk Management and Challenges 

Ahead: IMF Paper WP/02/192 

 

 

Thiagarajan, et al. 2011. Credit Risk Determinants of Public and Private Sector Banks 

in India. European Journal of Economics, Finance and Administrative Sciences 

ISSN 1450-2275 Issue 34 (2011). http://www.eurojournals.com  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

http://www.sbp.org.pk/
http://www.eurojournals.com/



