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Executive Summary

Primarily, the reason to carry out this project is to analyze the comparative performance of Islamic/ Conventional Banks in managing banking risks. Pakistan is a Muslim country and Islamic banking has ample opportunities to grow in this market. The general public also prefers and has desire that interest free banking system operates with parallel to conventional system. Keeping in view that first Islamic bank was come into origin in 2002 in Pakistan and in 2010 there are six Islamic banks and conventional banks are also launched Islamic modes of financing. Islamic Banking is expected to reach at 12 percent in 2012.

The researchers examined that Islamic banks have low credit risk and liquidity risk and have high rate of return risk from their counter part banks. The research sample consisted of 12 banks (6 Islamic and 6 Conventional banks). The data was collected from December 31, 2006 to December 31, 2009 and is analyzed with the help of T-Stats, Mann Whitney test, univariate test and Multiple Linear Regression tests. According to these models, the researchers came to conclude that Islamic banks have considerably low credit and liquidity risks but considerably high rate of return than conventional banks. The researchers found that documentary credit and bank size are significant determinants of credit risk; loan sales and bank size are significant determinants of rate of return risk and loan sale and loan volatility are notably related to liquidity risk. 
Table of Contents

Chapter No.01









08

Introduction









08

1 Introduction









09

1.1 Background of the study





11



1.1.1 Introduction






11   


 
1.1.2 Problem Statement





13



1.1.3 Opportunity






13  

1.2 Rational for project research




14 

1.2.1 Motivation for research problem


14

1.2.1-1 Significance of the study


14

 


1.2.1-2 Scope






14

1.2.1-3 Delimitation 




14

1.2.2 Importance of the proposed work/why

 
 the project  is worth doing



15

1.2.3 Author’s Contributions/ Originality 

 to Existing Knowledge on the topic

15

1.2.4 Benefits of Proposed Plan 



16

1.3 Problem Statement/ Priority Issue



16 

1.3.1 Theoretical Frame work




16
1.4   Project Objective






17

1.5   Research Hypothesis





18
1.6   Project Audience






18

1.7   Research Design






18

1.8   Research Methodology





19


1.8.1 Target Industry/Company 



19



1.8.2 Population/ Sample





19




1.8.2.1 Population





19




1.8.2.2 Sample






19



1.8.3 Type of Data






20



1.8.4 Procedure






20

Chapter No.02 









21
Contemporary Research







21

2- Literature Review







22


2.1 Brief History of Islamic Banking



22

Chapter No.3 









24

Industry Analysis








24

3 Industry overview








25 

3.1 Sector Wise Credit Details




26

 
3.1.1 Agriculture Sector 




26 

3.1.2 Power Sector






27

 
3.1.3 Manufacturing 





27

 
3.1.4 Construction






27

 
3.1.5 Consumer Loans





28 

Chapter No.4 









29
Organization Overview







29

4.1
Organizational Overview





30

4.2
Data Analysis. 






33

Chapter No.5 









43
Identification of Issues


 




43
5.1
Identification of Issues 




44

Chapter NO.6 









46

Possible Options /Alternatives 




46

6.1
Possible Alternatives and Options



47

Chapter No. 7 









49
Best Options/ Recommendations






49

7.1
Best Options







50  

7.2
Recommendations






50

7.3
Implications







51

Chapter No.8









52 

Action Plan









52

8.1
Action Plan







53

Reference










55
CHAPTER NO.1
INTRODUCTION
1. INTRODUCTION
Major demand for the Islamic banking arose from the Muslim societies. All financial sectors offer product that are inconsistence with the Islamic belief. Islamic banking came into origin to foresee that demand and belief. Now the question is what is the main difference between Islamic and non-Islamic financial system? The answer to this question is INTEREST. 

Muslims are culprit in both cases whether they are taking interest or giving it. Interest is defined as any prearranged or set return from financial transactions on both sides of the bank financial sides, deposits and loans, in any case whether the purpose is good or bad and how low the amount of interest charged therein. Four revelations in the Qur’an declared embargo of riba by saying that those who disregard the prohibition of interest are at war with God and His Prophet (P.B.U.H). 

Economic reasons are present behind this ban as well. Scholars said that manipulative makeup of the institution of interest is the biggest reason of all. Islamic banks are doing business on profit and loss sharing bases and they are equity based primarily.
Now the question is what attributes differentiate Islamic financial system from the conventional system? It is the ideology and faith to establish a just socio-economic system. Other differences are risk sharing of profit as well as loss and focal point is on trading of goods and services. Conventional banks financing option is loan-based while IB financing option is more prudent being asset or equity based.

As IB concept is build on risk sharing so it is vital to have clearly defined role and responsibilities so that customers build confidence on it. IB strategies build by keeping in view this concept. They minimize risk by investing in real activities that generate pleasing wealth to induce such risks. 

In conventional commercial banking there is not any concept of risk sharing as they separate risks from the underlying asset. They focus on the risk management and wealth creation rather than wealth creation from the risk management.  They may look at two different angles of risk management and wealth creation separately and their directions might be opposite as well.             

Financial institutions take deposits from customers and make series of loan from it. They are working for the betterment of specific segment of the society which results in instability and inequitable distribution.
The researchers took three different risks in this study. These risks are: credit risk, rate of return risk, and liquidity risk. The researchers took sample of 12 banks, 6 are Islamic banks and remaining are commercial banks in Pakistan over the period 2006–2009. The researchers also try to explore other possible determinant of these bank risks and tested them with the possible tools. 
The main risks faced by the banking sector are liquidity risk, credit risk and rate of return. The two sides of the game win and lose, depend upon managing of these risks. Those banks which manage these risks effectively and efficiently are on the winning side while others are on the losing side.   
The first key risk faced by banks is credit risk. As the name shows this risk arise from the credit which bank gave to earn better rate of return. If the party to whom credit is given, unable to pay the debt either principal amount or interest, this risk arise. If bank goes through this problem it can result in insolvency or momentous sap on bank capital and net worth. If bank want to grow further and stay in the competition with both locally and globally then it must pay better than due attention to this risk.

There are two issues on which Islamic banks rate of return risk focus upon. One is the timing difference on the maturity value of deposits from which loan financed. This issue will arise when bank finance more than one year loan from less than one year deposit. Same is true in the opposite case. Second focal point is asset and liability sensitivity to rate.
People deposit their funds in bank as a safe locker. They expected from bank to pay back them when they need amount. Liquidity risk occurs When bank unable to fulfill their need on the spot. Liquidity problem is the most serious apprehension of the Islamic banks as they mostly financed in such items which took their time to become mature (Management Accountant 2006).
1.1 BACKGROUND OF THE STUDY.
1.1.1 Introduction:
Islamic banking took his earliest step for the first time in Pakistan in 1980’s. Their main focus was on eradication of interest from commercial banking operations. SBP issued different circular in June 1984 to give path for Islamic banking system in the next fiscal year 1985. They targeted government sector as well. They planned for interest free government deposit and financing in 1986. 
The whole journey of 1980’s was not proved to be worthwhile as one expected it. Some believed that it created a big mess in financial system. They pointed out the following grounds on which this system failed. 

· Be short of Shariah agreement scaffold 

· Be deficient in dedication by the stakeholder and

· Do not have trained bank employee

In November 1991, Federal Shariat Court (FSC) stated that two financial systems have two sides of the same rope. One has the name interest and another just replaces this word with another word of mark-up. On December 1999, appeal put in by the Government in collaboration with the bank and DFIs was rejected by the Shariat Appellate Bench. They bound the government for two things

· To set up a Commission for Transformation of Financial System (CTFS)

· To two Task Forces to introduce Shari’ah compliant modes of financing

The commission presented one interim report on Oct 2000 and another one on May 2001.

The new angle came into being for the first time when talk was going on running two banking system alongside rather make over one system to another one. Supreme Court kept back the decision of the FSC on this ground. State Bank of Pakistan pointed out three ways of doing that

1. Opening of new Islamic commercial banks

· Meezen Bank Limited was the first one in Jan 2002

2. Make subsidiary of Islamic Banking in present banks 

· In Nov 2002 banks allowed to make subsidiary

3. Open up separate branches for Islamic banking in present banks.

· In Sept 2003 separate department of Islamic banking was established in SBP (Management Accountant 2006).
1.1.2 Problem Statement/ Opportunity:

The researchers carried out quantitative research to analyze comparative performance of Islamic/Conventional banks in managing banking risks (with a special focus on credit, liquidity and rate of return risk).
1.1.3 Opportunity: 

According to Hamwi & Aylward (1999), Islamic banking and finance captured market share of $100 billion industry and 15 percent annual growth is expected. But Islamic financial markets are lacking in liquidity and risk management tools. This might be due to lack of research in this area (Iqbal 1999). The economic growth raised demand for new financial services and instruments. There has also been the need to extend the financial structure in order to cater the financial services according to the needs of the economy.
1.2 Rationale for project research

1.2.1 Motivation for research problem
1.2.1-1 Significance Of The Study



The significance of this study is to understand the opportunity cost of different investing options. The major portion of this report will guide the investor to understand the current scenario of the return based activities and the intervening variable that could make the difference in the first decision of choosing two different banking risk options. Specifically, this study signifies the difference in between the investment in commercial banks and Islamic banks.

1. This study will help scholars and researcher by providing different lines to think upon.

2. Decision makers and authorities can make their notes from it which they can use for the betterment of financial institutions.
1.2.1-2
Scope

The scope of the study is set within that period in which the researchers can get access to relevant data which was from 31st December 2006 to 31st December 2009. The changes and reforms mentioned in this report are all related to Pakistan. The return based activity set into focus is the financial management of Islamic banks and conventional banks. 
1.2.1-3
Delimitations

The conclusion will be made on grounds that the rate of return fluctuated, if there happens to be a rise or fall in the offered rates then either a direct opposite decision can be made on declining condition when they invest in the Islamic banks. 

This study will not serve the entire practical purpose but it will give an idea to a common man to understand the logics involved to make a decision where to invest.

1.2.2 Importance of the proposed work/why the project is worth doing

Every person wishes to invest and get handsome return. This world is not as simple as it looks. Investments always have hidden risk in it. People have general view of almost risk free nature of commercial banks which helps them in making their goodwill for layman. This is due to their diversified investment in different sectors. Banks carries some other advantages other than relaxation from comparative risk involvement.

1.2.3 Author’s contribution/originality to existing knowledge on the topic

The recent rise in return rates, as supposed, will give a stimulus to investors to invest into the saving schemes. The other cause of concern is to find out whether the interest of investors is solely based on the rise or decline of the rate of return or is it that there are other intervening variables diverting the attention and keeping the show running.
The researchers want to suggest an authentic plan to convince the society about Islamic mode of finances are not less in comparison with other mode of finances and still growing. 

1.2.4 Benefits of proposed plan

This plan will offer benefit to the youth in clearing their mind to have investment in the Islamic modes which are relatively level in return and lesser in risk due to professionally managed portfolio by the professionals. 

These benefits include.

· Transparency. This mode of finances based on more prudent principles such as proactive risk management and transparency etc. customers feel relatively more secure. 

· Professional management. Many people don't have the time or expertise to make investment decisions. An Islamic business finance managers, however, are trained to search out the best possible returns, consistent with the Shariah compliance. 

· Attractiveness.  This religiously oriented Islamic banking is highly attractive to majority of society. As, major portion of our society is religious in nature. 
1.3 Problem statement/priority issue  

· Since currently many products mimic the conventional side therefore perception related problem arise.

· Since more documentation is involved customers may find it lengthy process to follow.

1.3.1 Theoretical framework:
Dependent variables:

· Islamic and Conventional Banks

 

Independent variables:

· Credit Risk (CR)
· Rate of Return Risk(RRR)
· Liquidity risk
 IBIs < CBs





 IBIs > CBs





 IBIs < CBs
1.4 Project objectives
· This research work aimed to analyze the role of Islamic banking in managing the banking risks which include liquidity risk, credit risk and rate of return risk.

· The researchers would also compare the results of our research paper with the research paper of Malaysia case study. If there is any difference between results of the both reports, the researchers also justify the difference with the reference to our study.

· Creating opportunities for young graduates to learn about Islamic banks and how they manage Risks in Pakistan who want to excel in this field.

· Recommendations from the finding will provide assistance to policy makers, practitioners and the concern parties of both Islamic/ conventional banks.
1.5 Research Hypothesis:
H1: Islamic Banks have, on average, lower credit risk than conventional banks.

H2: Islamic Banks have, on average, higher rate of return risk than conventional banks.

H3: Islamic Banks have, on average, lower liquidity risk than conventional banks.
1.6 Project Audiences:
The project audience of the research will include;

1. Commercial banks.

2. Islamic Banks. 

3. Future researchers.

4. State Bank of Pakistan

1.7 Research Design

This is quantitative study conducted on Credit Risk, Rate of Return Risk and Liquidity Risk which leads us to lower credit and liquidity risk and higher Rate of Return Risk for Islamic banks than conventional banks. 




H1










H2

 




H3
1.8 Research Methodology
     The methodology for the study of this project is briefly discussed below: 


1.8.1 Target Industry, Company
For this study researchers have selected the Islamic banks and Conventional banks. 
a. Meezan Bank Ltd.

b. Dawood Islamic Bank Ltd.

c. Bank Islami Ltd.

d. Albaraka Islimic Bank

e. Dubai Islamic Bank Ltd.

f. Emirates Global Islamic Bank Ltd.

g. Askari Commercial Bank.

h. Bank Al Habib Ltd.

i. Muslim Commercial Bank Ltd.

j. Bank Alfalah Ltd.
k. United Bank Ltd.

l. Atlas Bank Ltd.
1.8.2 Population/Sample

1.8.2.1 Population

All Islamic and Conventional banks positioned in Pakistan.

1.8.2.2 Sample

Six Islamic banks and six conventional banks selected due to the accessibility of data for the purpose of research.
1.8.3 Type of Data
Secondary data for the history and background of the financial institution and other related factors are taken from:

· Internet 
· Annual reports
· Articles 
1.8.4 Procedure
The researchers shall find out Average, Median, Standard Deviation, Minimum value and maximum value of the required data.

The researchers shall apply following statistical models to test our hypothesis:

1. T-Test

2. Mann Whitney Test

3. Univariate Test

4. Multiple Linear Regression Analysis 

     Parametric (T-stats) and non-Parametric (Mann Whitney) tests are used to examine the difference between Islamic and conventional banks characteristics and if there is any then how much difference is there. Parametric (T-stats) and non-Parametric (Mann Whitney) tests results are provided in Table 2 to help out the comparison.
The researchers used Univariate test exclusively to find out either IBIs operations could affect by credit risk, rate of return risk, and liquidity risk. Its results are provided in Table 3.

The researchers use Multiple Linear Regression Analysis model to find out the possible relationship between independent variables which are more than two, all of these bank risks and their factors. Its results are provided in Table 4.
CHAPTER NO.2

Contemporary Research

2- Literature Review:

1.9 Brief History of Islamic Banking

In 1963, Islamic banking was initiated from Egypt on a very small scale which was proved successful and resulted in new and distinctive market for Islamic banking. Due to its strong principles, in 1970, a number of IBs was incorporated in Muslim Arabic and Asian countries. Now Islamic banking institutions and non-banking financial institutions are operating at large scale on approximately more than sixty countries. According to aggarwal and Yousaf (2000), the assets of IB are more than 166 billions US dollars and grew at 10 to 15 percent and market share of IB’s in Muslim states increased from 2 to 15 percent in late 70s to 2000. The more interesting is that Islamic Banking grew in recent economic meltdown that proves how strong and safe Islamic banking is as compare to conventional banking.

In Pakistan, the efforts towards Islamic banking initiated in 1977-78 in the Zia regime with interest free banking in accordance with Islamic Shari’ah principles. Since then, key amendments made by the governments in financial system to promote Islamic banking are; 

· Introduction of interest free instruments of corporate financing,

· Developed ordinance to establish Mudaraba companies and floatation of Mudaraba certificates,

· Established C.T.F.S., and

· Established Islamic Banking Department by SBP. 

 The results of these efforts reveal that now Islamic banking is providing Shari’ah compliant services to different economic and social sectors in the country. 

Although the Islamic banking is performing well and its performance is improving with the passage of time. But it is lacking in research work in many of its areas. There are limited numbers of studies which has focused on the efficiency of Islamic banking. The research work carried out in past analyzed Islamic banks performance in respect to the relationship between profitability and bank characteristics. The research work of Bashir (2000) and, Hassan & Bashir (2003) was an example of it that they used regression model to find out the underlying determinants of Islamic banks performance by using bank level data. There are different research works in Malaysian and UAE banks which analyzed the bank performance.
 Abdus Samad (2004) carried out research to evaluate performance of conventional banks and Islamic banks of Bahrain, from 1991 to 2001 by using financial ratios with respect to profitability, liquidity risk and credit risk; and applied t test on these ratios as well. His research work concluded that two sets of banks are indifferent in profitability and liquidity except credit implementation.
 Despite the fact that Islamic banking is growing day by day with great pace but it is confronting from a lot of challenges. Since its inception, there are very few studies which focused on policy implications of eliminating interest payments. It is very hard to find research work carried out on the issues of viability of Islamic banks and ability to mobilize saving, pool risk and facilitate transactions from the previous studies.
CHAPTER NO.3
INDUSTRIAL ANALYSIS

3 Industrial Analysis/ Industry overview

Our study encompasses banking sector focusing particularly on managing various banking risks which play very crucial role in the progress of the banks. The researchers focus Islamic and conventional banks in order to make comparison of both in managing major banking risks i.e. credit risk, rate of return risk and liquidity risk. In this sector, Islamic banking institutions are also under study and Islamic banking is performing very well and getting more and more popularity day by day. 
There is no any business exist which is risk free but banking is most sensitive in this regard. Banking sector reflects the performance of the economy of the country. Banks acts as safeguard for the assets of the people. In this era of banking, researchers cannot ignore banks while performing any activity either it is the business transaction or a social activity. It provides a lot of facilities and integrated economic activities like resources mobilization, poverty elimination, production and distribution of public finance. Banks are always there to serve you in better way.       

Pakistan has a well-developed banking system ranges from SBP to conventional banks and specialized banks. When Pakistan came into existence, it was lacking in banking network but achieved considerable growth in the first two decades. By 1970, it had acquired a flourishing banking sector. 

The banking sector plays crucial role in the growth of the economy. It is not wrong to say that banking sector is backbone of an economy. It controls the whole economy. The performance of the economy can be examined by going through the performance of the financial sector. No economy can run without financial sector because every operation of the business involves financing. In order to judge the performance of the economy either it is working well or not, The researchers have to examine two sectors that one is financial sector and other is property. The financial sector defends property and when financial sector collapse then property market also clashes. The recent example of this is the international financial crisis which affected the economy of whole world.
3.1 Sector wise Credit details

3.1.1 Agricultural Sector
The gross amount disbursed in agriculture sector grew up to Rs. 151.9 billion (9.6 percent) during July 2008 to March 2009 and this amount was Rs. 138.6 billions and was grew by 24.8 percent in the same previous year. The gross amount of advances granted by commercial banks to this sector increased up to Rs. 102.9 billion in comparison to Rs.95.1 billions in the identical last year. Private domestic banks played a considerable role versus ZTBL which is a traditional lender for agriculture, regarding the agriculture loans disbursement during the last few years. The share of private domestic banks in total disbursement in agriculture was decreased from Rs.30 billion (21.6 percent) during July-March 2007-08 and it was further decreased to Rs.28.5 billion (18.8 percent) during July-March 2008-09. (Source SBP). 

There was boost of Rs.5.8 billions in the share of ZTBL during first three quarter of the year 2008-09. The total amount granted in the same quarter for loans by ZTBL was Rs.45.4 billion and Rs.39.6 billion in the identical phase last year which was 1.4% higher than the previous fiscal year first three quarter. Although, other commercial banks also enlarged their loans granted portion in the same time span. Their share enhanced to Rs.74.4 billion as compared to Rs.65.1 billion which was 2% higher than the preceding comparable time span. (Source: SBP)
3.1.2 Power Sector

The order for loans nominally declined during the first three quarter from the power sector in the fiscal year 2008-09. The core motive was that IPPs want to curtail there financial expenses, so they retired most of their bank loans. In addition to that there are few IPPs that have reached to top level of credit limit. (Source SBP)
3.1.3 Manufacturing

The amount of Credit disbursed to the manufacturing sector decreased to Rs. 89.4 billion during July 2008 to March 2009 which was Rs.193 billion in same previous year. The reason behind this decline was immense contraction from whopping Rs.94.2 billion to just Rs.2.4 billion has taken place. (Source SBP)

3.1.4 Construction

The order for loans substantially declined during the first three quarter from the construction sector in the fiscal year 2008-09. The amount granted is Rs.6.8 billion during the first three quarter. The amount of loan was very nominal in the precedent year that was Rs.15 billion. The reason behind all this was hold back in the construction of domestic residence due to rise in prices and decline in real estate prices. (Source SBP)
3.1.5 Consumer Loans
The order for loans substantially declined during the first three quarter from the consumer financing sector in the fiscal year 2008-09. It has noteworthy decline by Rs.54.9 billions in all categories of consumer financing. This can be seen from the above seen table. (Source SBP) 

CHAPTER NO.4

Organizational overview
4.1 Organizational Overview
Islamic banks are more secure in facing current financial crunch faced by western economies banks. This gives a major boost to Islamic banks growth in the Muslims as well as non-Muslim economies. They don’t have tax obligations and don’t borrow from the inter bank market as it is against the Islamic banks laws, they manage their funds from their own deposit.

The foundation of Islamic banks is on the risk sharing so they share profit or loss not a fixed income in the form of interest with the subscribers. 
 
Wilson said, “The increasing international respect for Islamic finance has been noted in the GCC, and this should encourage local acceptance by both governments and bank customers, not least because no Islamic bank has failed in the crisis and required a substantial government bail-out,” 

Local and global Islamic Financial Services Industry (IFSI) has grown rapidly over the last year. The prime reasons for this growth are 

(a) Faith based nature of Islamic Finance, 

(b) Surplus liquidity in the GCC market, and 

(c) Interest of world’s influential financial centers.

Private sector made a major effort in the promotion policies of the Islamic financial institutions in Pakistan after 2001. One figure shows total worldwide Shariah compliance assets are around seven hundred billion. Its trend line shows 10% annual growth. But expectations are it would be more than double till 2012.

Islamic Banking Institutions (IBIs) has asset base average growth around 59% per annum since 2005 in Pakistan. Deposit side also shows impressive growth. SBP’s strategic plan for Islamic banking is to see the Islamic financial institution enjoy 12% of market share in all the financial sectors in Pakistan. Strategic plan includes

(a)
Area expansion and product expansion 

(b)
Structure the competence of Islamic banking institutions

(c) Development of laws to brace Shariah-compliance mechanism.

Islamic financial sectors are also there to help Islamic financial institutions like 

· Takaful

· Modarabas

· Islamic Mutual and Pension Funds

Islamic banking in Pakistan supports their trend line in the expansion during the second quarter of the 2009 as well. Nearly all parts of the balance sheet side showed improvement. The first quarter results were no more different than the second quarter results. They show some drawbacks on asset quality and financing activities.
STATISTICS FROM PAKISTAN
Assets and Financing

	
	Sep 09*
	Jun 09*
	Dec.08
	Dec.07
	Dec.06
	Dec.05
	Dec.04
	Dec.03

	Total Assets
	323
	313
	276
	206
	119
	72
	44
	13

	Share in industry
	5.3
	5.1
	4.9
	4.0
	2.8
	2.0
	1.5
	0.5



	Deposits
	245
	238
	202
	147
	84
	50
	30
	8

	Share in industry
	5.5
	5.2
	4.8
	3.8
	2.6
	1.8
	1.3
	0.4

	Net Financing & Investment
	198
	194
	186
	138
	73
	48
	30
	10

	Share in industry
	4.2
	4.2
	4.3
	3.5
	2.3
	1.7
	1.3
	0.5

	Total IBIs
	19
	18
	18
	18
	16
	11
	11
	4

	Total No. of Branch
	551
	528
	515
	289
	150
	70
	48
	17


Source: Annual Accounts except for June and Sept 09, data for which is based on Unaudited Quarterly Accounts **number includes sub-branches

The story is not ended here. Industry needs more improvement to get acceptability and enlargement. The main target areas should include in the strategic plan of SBP is coordination with stakeholders. More specifically it includes: 

(a) Area expansion and product expansion in the field of SME, Agriculture and Microfinance, 

(b) Development of laws to brace the Shariah-compliance mechanism.

(c) Capacity building, and 

(d) Harmonization with stakeholders not only locally but globally as well. 

Pakistan has developed one of the best legal and regulatory skeletons for Shariah compliance in Pakistan and most importantly it is backed by our country Constitution, judicial system and has the guardianship of the SBP. Draft Banking Act and adapting standard issued by IFSB etc further cemented the position of the Islamic Financial Institutions.

Inspection by the SBP and publishing requirement of shariah counselor heighten the public confidence. Conventional commercial bank started to renovate branches to Subsidiary on Islamic side of their financial activities. This process gives stimulus to other players to take their part in it. SBP further relax this approach by giving support to joint ventures as well in this field. 

SBP collaborating with global Islamic financial institution to further strengthen Islamic Banking position in Pakistan. They are taking following major steps

· Looking for technical assistance of IRTI/IDB, IFSB and INCEIF for education and training

· Helping IIFM in workshops for growth of Islamic financial market

· Promoting membership of IFSB and overseas branches opening for Islamic Banking System.

Global Statistics
Assets Managed by the Top 500 Islamic Institutions
Billion Us$

	Region
	2007
	2006
	%Change

	Gulf Cooperation Council (GCC)
	178.1
	127.8
	39.4

	Non~GCC MENA
	176.8
	136.1
	29.9

	MENA Total

	354.9
	263.9
	34.5

	Sub~Saharan Africa
	4.7
	3.0
	54.9

	Asia
	119.3
	98.7
	20.9

	Australia/Europe/US
	21.5
	20.3
	5.8

	Global
	500.5
	386.3
	29.6


Source: Banker Magazine 2008 

*Middle-East and North Africa


4.2 Data Analysis
Table 1 contains mean, median, Standard deviation, minimum and maximum value of bank samples. These are the descriptive statistics which used in every analysis. Average total asset and median are PKR 161.938991 millions and PKR 46.438623 millions respectively. As expected, deposits share major proportion of these assets having average and median of PKR 127.060052 million and PKR 34.449441 respectively.

	Table 1. Descriptive Statistics on Islamic/Conventional Banks in Pakistan, 2006–2009

	

	

	
	
	
	
	
	

	 
	 Average 
	 Median 
	 Std Dev 
	 Minimum 
	 Maximum 

	Total Assets            
	161,938,991
	46,438,623
	186,415,196
	2,448,298
	619,744,051

	Total Loan 
	88,182,005
	27,031,016
	104,877,669
	10,776
	371,139,675

	Total Deposits
	127,060,052
	34,449,441
	146,598,116
	-
	492,036,103

	GAP
	1.0539
	1.0081
	0.0851
	0.8605
	1.2473

	Credit
	0.0063
	0.0047
	0.0058
	0.0000
	0.0215

	Liquidity
	0.2340
	0.1888
	0.1558
	0.0752
	0.9169

	DER
	0.1047
	0.0772
	0.0978
	0.0000
	0.3202

	DOC
	1.4638
	1.1910
	1.3182
	0.0000
	5.0272

	LNSL
	0.4929
	0.5436
	0.1437
	0.0040
	0.7094

	Capital
	0.1818
	0.1042
	0.2094
	0.0384
	0.9965

	LOANVOL
	0.1780
	0.1324
	0.1153
	0.0576
	0.4156


Credit risk shows how much provision banks take for loan losses from asset, in our analysis Credit risk average and median are 0.0063 and 0.0047 respectively. Its lowest value is 0.0000 and highest value is 0.0215. The average and median of Maturity gap (GAP) are 1.0539 and 1.0081 respectively. Liquidity risk tells how much liquid assets are available to meet the banks short term obligations and have an average of 0.2340 for our average bank sample. Having high standard deviation as compared to GAP and CREDIT that is 0.1558, provided us the basis to apply multiple linear regressions model to find out the possible interaction between three banking risks and their determinants. 
All other remaining variables are determinants of the above three bank risks. The average and median of Derivative Contracts (DER) 0.1047 and 0.0772 respectively which is denoted by derivative contract to total assets. The average and median of Documentary credit (DOC) is 1.4638 and 1.1910 respectively which is denoted by documentary credits to total capital. The average of loan volatility (LOANVOL) is 0.1780 and book value of equity to total assets (CAPITAL) 0.1818 in our sample. 
	Table 2. Tests of Difference in Bank-Specific Characteristics for                                     Banks with and without Islamic Financing

	

	

	
	
	
	
	
	

	Bank Characteristics
	 
	 Frequency 
	Average 
	T-stats 
	M-Whitney

	DER
	Islam-1
	23
	0.0912
	0.3580
	236 (.393)*

	
	Islam-0
	24
	0.1177
	
	

	DOC
	Islam-1
	23
	0.6810
	0.0000
	85 (.000)*

	
	Islam-0
	24
	2.2140
	
	

	LNSL
	Islam-1
	23
	0.4309
	0.0040
	151 (.008)*

	
	Islam-0
	24
	0.5523
	
	

	LOANVOL
	Islam-1
	23
	0.0594
	0.3440
	265 (.760)*

	
	Islam-0
	24
	0.0321
	
	

	CAPITAL
	Islam-1
	23
	0.2846
	0.0010
	67  (.000)*

	
	Islam-0
	24
	0.0833
	
	

	TASSETS
	Islam-1
	23
	7.2683
	0.0000
	39 (.000)*


	
	Islam-0
	24
	8.3043
	
	


Table 2 contains Frequency, averages, Parametric (T stats) and non Parametric (Mann Whitney Tests) of different bank characteristics. The Parametric tests (T stats) and non parametric test (Mann Whitney) state that both types of banks differs in above banks characteristics or not.
The results state that IBIs have considerably high CAPITAL and (LOANVOL) than conventional banks. But LOANVOL is insignificant under both statistical models. Overall, our findings suggest that, citrus Paribas, Islamic banks have significantly lower documentary credits (DOC) than conventional banks as they are not involved in too much LC activities. The earlier also have significantly lower loan sales than the second one because they have not much exposure in the market. Both types of banks are different in magnitude of contribution in maintaining amount of capital due to their nature of doing business. Both types of banks are indifferent in the remaining both bank characteristics i.e. derivative contracts (DER) and loan volatility (LOANVOL).

	Table 3. Tests of Difference in Bank Risks for Banks with and without Islamic Financing

	

	

	 
	 
	 
	 
	 

	 
	 Frequency 
	Average 
	T-stats 
	M-Whitney

	 
	
	
	
	 

	Penal A Credit Risk 
	
	
	
	 

	Islam-1
	23
	0.0046
	0.0550
	170 (.023)*

	Islam-0
	24
	0.0079
	
	

	 
	
	
	
	 

	Penal B Rate of Return Risk 
	
	
	 

	Islam-1
	23
	1.0085
	0.0000
	108 (.000)*

	Islam-0
	24
	1.0975
	
	

	 
	
	
	
	 

	Penal C Liquidity Risk 
	
	
	 

	Islam-1
	23
	0.3195
	0.0000
	78 (.000)*

	Islam-0
	24
	0.1521
	
	


EMPIRICAL RESULTS

The researchers used Univariate test exclusively to find out either IBIs operations could affect by credit risk, rate of return risk, and liquidity risk. Its results are provided in Table 3.  Parametric (T-stats) and non-Parametric (Mann Whitney) tests results are also provided in Table 3. 

The researchers used the data of 50% Islamic and 50% conventional banks. In accordance with our hypothesis, our statistical results show that Islamic banks have significantly lesser credit and liquidity risk than their counterpart. It is also confirmed from univariate tests which show that in Pakistan, both groups of banks have significant difference in rate of return risk. Contrary to our hypothesis, univariate results show that IBIs have lesser rate of return risk than their counterpart banks. Their difference is only 0.089. This might be due to comparatively low market share of Islamic banks than their counterpart. Another possible reason would be risk-averse approach of Islamic banks towards investments. When they might capture considerable market share then they could enhance their portfolio of investment which would result in comparatively higher rate of return risk than their counterpart. The results are vigorous either researchers used parametric (t test) and non parametric (Mann Whitney).
The researchers use Multiple Linear Regression Analysis model to find out the possible relationship between independent variables which are three and their factors. Its results are provided in the following table.

	Table 4. Multiple Linear  Regressions on the Relations between the Three Bank Risks and Their Various Determinants

	

	

	
	
	
	

	 
	Credit Risk 
	Rate of Return
	Liquidity 

	ISLAM
	-0.0010
	-0.0040
	0.1100

	 
	(0.605)
	(0.887)
	(0.027)

	DER 
	-0.0100
	-0.0400
	0.0250

	 
	(0.317)
	(0.723)
	(0.882)

	DOC 
	-0.0020
	0.0080
	0.0120

	 
	(0.010)
	(0.418)
	(0.420)

	LNSL 
	0.0060
	-0.2300
	-0.5640

	 
	(0.372)
	(0.004)
	(0.001)

	LOANVOL 
	-
	-
	0.4110

	 
	-
	-
	(0.045)

	CAPITAL 
	-
	-
	0.0500

	 
	-
	-
	(0.711)

	TASSETS 
	0.0050
	0.0980
	0.0130

	 
	(0.056)
	(0.001)
	(0.805)

	Constant 
	-0.0290
	0.3970
	0.3080

	 
	(0.125)
	(0.064)
	(0.505)

	Adj. R2
	0.1510
	0.5040
	0.6810


Model Summary
	Model
	R
	R Square
	Adjusted R Square
	The Standard Errors of the Estimates

	1
	.493(a)
	.243
	.151
	.0053824


(a) Predictors: (Constant), ISLAM, DER, LNSL, DOC, TASSETS

	Model
	Sum of Squares
	Df
	Mean Square
	F
	Sig

	Regression

Residual
Total
	.000

.001

.002
	5

41

46
	.000

.000
	2.638
	.037(a)


(a)  Predictors: (Constant), ISLAM, DER, LNSL, DOC, TASSETS
(b)  Dependent Variable: CREDIT
The results show that DOC and TASSETS are noteworthy descriptive variables for credit risk. Pakistani IBIs have considerably lesser credit risk as against their counterpart banks. Firstly, this may be partly due to the dominance of Murabahah type financing of Islamic banks.  Second, they inflow funds on profit sharing principle and outflow it on sale based financing. The Islamic banks also involve community for financing might be another possible justification.
According to statistical results, larger banks have higher credit risk than smaller banks as denoted by the positively coefficient on T Assets. But it is inconsistent with the previous findings which showed that due to their ability to diversify their portfolio better than smaller banks, which resulted in lower credit risk for larger banks. The possible reason for this contradiction may be the availability of limited data. There is no considerable interaction is found among derivative contracts and credit risk. Documentary credit has significantly negative relationship with credit risk as bank will have amount in account when they open LCs so there is no point of credit loss. Insignificant positive relationship of loan sale (LNSL) with credit risk explains increase in the loan sale in conjunction with credit risk. It is not robust conclusion as it has insignificant affect. This may be due to the dependence of management capability on advancing loans.

Model Summary

	Model
	R
	R Square
	Adjusted R Square
	The Standard Errors of the Estimates

	1
	.493(a)
	.243
	.151
	.0053824


(a) Predictors: (Constant), ISLAM, DER, LNSL, DOC, TASSETS

ANNOVA (b)
	Model
	Sum of Squares
	Df
	Mean Square
	F
	Sig

	Regression

Residual

Total
	.186

.147

.333
	5

41

46
	.037

.004
	10.363
	.000(a)


         (a) Predictors: (Constant), ISLAM, DER, LNSL, DOC, TASSETS

    (b) Dependent Variable: Rate of Return
The results of rate of return risks of Pakistani banks are provided in second column of table 4. Contrary to our hypothesis, the results show negative coefficient on ISLAM which was observed in univariate test. That interprets low rate of return risk for Islamic banks. This may be due to rate of return fluctuations in the market from Jan. 2006 to Dec. 2009. More than half of the data researchers obtained, rate of return fluctuation was in between 3 to 6 percent on public deposits and less than half of data, rate of return fluctuation, was in between 6 to 13 percent on public deposits. According to past literature, IBIs returns reduced in the periods of rising rate of return where as the return of their counter part banks increased. On the second stream, their profit remains stable in period of falling rate of returns. One possible explanation was less flexibility of assets side in Islamic bank and more sensitivity of Islamic bank liability side during the fluctuation of rate of return. The researchers got low return rate risk in Islamic bank as IBs are on the second stream in most of time in our obtained data. Our result is insignificant according to univariate but it might be significant and in accordance with our hypothesis in the long run.
LNSL has a significant negative coefficient which means that higher the LNSL; lower the rate of return risk. Increase in loan sale results in the diversification of investment portfolio of banks which ultimately fallout in lower rate of returns risks. 

Rate of return risk decreases significantly with bank size, but it is not approved from our tests as positively coefficient on TASSETS which shows rate of returns risk increases significantly with bank size. This might be due to comparatively smaller banks size and partially due to limited time span of data. It might become negative as banks grow in size. This is in line with evidence in Angbazo (1997). As the bank would grow in size, the coefficient on TASSETS will decrease.
Model Summary

	Model
	R
	R Square
	Adjusted R Square
	The Standard Errors of the Estimates

	1
	.854(a)
	.730
	.681
	.0880204


(a)  Predictors: (Constant), ISLAM, DER, LOANVOL, DOC, LNSL, CAPITAL, TASSETS
ANNOVA (b)

	Model
	Sum of Squares
	Df
	Mean Square
	F
	Sig

	Regression

Residual

Total
	.815
.302
1.117
	7
39
46
	.116
.008
	15.028
	.000(a)


a)   Predictors: (Constant), ISLAM, DER, LOANVOL, DOC, LNSL, CAPITAL, TASSETS

b)   Dependent Variable: LIQUIDITY
The results of liquidity risk of Pakistani banks are provided in last column of table 4

Contrary to our expectations, researchers find a significantly positive coefficient on ISLAM, which show that Pakistani Islamic banks have higher liquidity risk than conventional banks and it is contrary to our hypothesis. This might be due to; (1) No lender of last resort for Islamic banks, they have to arrange funds from their own resources in order to cope with liquidity problem because central bank does not provide liquidity to Islamic banks on the conditions other than discount rate. (2) Absence of Islamic money market (3) Restricted number of Islamic modes of financing as compare to conventional banks. 

LNSL and LOANVOL are only noteworthy variables for liquidity risk in explaining cross sectional relationship of Pakistani banks. LNSL has significantly positive relationship with liquidity risk. Credit creation process might be one possible explanation for LNSL through which bank generates multiplier affect on a single deposit in its assets base. This ultimately results in high liquidity risk. Banks grant loans to government as well as semi government and commercial entities, there is more risk involved in such kind of loan sales as compared to sell the loan to mortgage company owned by the government in Malaysia which results in higher liquidity risk. As approved from our results. Liquidity risk and volatility to loans (LOANVOL) are significantly and directly proportional to according to our results. There is insignificantly positive relationship found between (CAPITAL), (TASSETS) and liquidity risk. Because as the asset base of banks increase, they may be invest more in long term and short term assets other than liquid assets. They have to increase capital to cope with liquidity problems.
CHAPTER NO.5

Identification of Issues

IDENTIFICATION OF ISSUES

This research work move around the performance of Islamic banks and conventional banks in managing banking risks (with a special focus on credit, liquidity and rate of return risk). The researchers came to point out the following major issues which affect performance of Islamic banks in managing the various banking risks.
Banking industry as a whole is facing liquidity risk but this risk is more for Islamic banks which disrupts performance of IBIs. This might be due to; (1) No lender of last resort for Islamic banks, they have to arrange funds from their own resources in order to cope with liquidity problem because central bank does not provide liquidity to Islamic banks on the conditions other than discount rate. (2) Absence of Islamic money market (3) Restricted number of Islamic modes of financing as compare to conventional banks. In contrast, conventional banks can approach SBP and secondary money market at the time of their liquidity needs. 
According to statistical tests, Islamic banks have higher rate of return risk than their counter part banks. One possible explanation was less flexibility of assets side in Islamic bank and more sensitivity of Islamic bank liability side during the fluctuation of rate of return. Since researchers know that there are two factors on which rate of return risk is based upon. One is the timing difference on the maturity value of deposits from which loan financed. This issue will arise when bank finance more than one year loan from less than one year deposit. Same is true in the opposite case. Second focal point is asset and liability sensitivity to rate. According to past literature, IBIs returns reduced in the periods of rising rate of return where as the return of their counter part banks increased. On the second stream, their profit remains stable in period of falling rate of returns. Where as conventional banks have less rate of return risk largely due to the fact that they can change the rate of medium and long term loans according to the rate fluctuation.
Pakistani Islamic banks have notably lesser credit risk than their counterpart banks. Firstly, this may be partly due to the dominance of Murabahah type financing of Islamic banks.  Second, they get inflow of funds on profit sharing principle and make investment of it on sale based financing. Third, Islamic banks provide financing service in the form of factors of production which tends that more likely it would not be used for speculative and other non productive activities. Where as the conventional banks have higher credit risk. Granting loans for long period of time might be one possible explanation for high credit risk. As time and credit risk is directly proportionate to each other; higher the time span results in higher credit risk. Secondly, they grant loans in monetary form and have more chances to be used for speculation instead used for particular business for which loan is obtained. This increases the rate of Non Performing Loans of conventional banks which ultimately results in high credit risk. 
CHAPTER NO.6

Possible options/ alternatives

POSSIBLE ALTERNATIVES AND OPTIONS

This is a quantitative research which is based on conceptual model on performance of IBIs and conventional banks in managing various banking risks and meanwhile a mean to investigate difference between both banks type. This research work carried out in respect to Banking Industry of Pakistan described and compared along with the hypothesis. The performance of banking industry is dependent upon credit risk, rate of return risk and liquidity risk.

In our data analysis, different models are applied to compare both groups of banks in order to determine the difference between them. It has been observed that ‘Credit Risk’ and ‘Liquidity risk’ variables have considerable difference in both type of banks as resulted from empirical results.
H1: In this study hypothesis on ‘Credit Risk’ was uncovered that Islamic banks have low credit risk than conventional banks. The empirical results are explained in data analysis in detail.
H2: In present study our hypothesis on ‘Rate of Return Risk’ was found that Islamic banks have higher rate of return risk than conventional banks. But univariate test does not support our hypothesis and is discussed in to support this contradiction. 
H3: In present study our hypothesis on ‘Liquidity Risk’ was found that Islamic banks have low liquidity risk than conventional banks. The researchers explained the results in data analysis.
The economy of Pakistan is very conducive for Islamic banking to operate parallel to conventional banking system. Islamic banking is getting more and more acceptability in Pakistan. This study will help scholars and researcher by providing different lines to think upon with respect to banking industry of Pakistan. It also provides indication on the correlation between Islamic banks and bank risk.

The research sample consisted of 12 banks (6 Islamic and 6 Conventional banks). The data was collected from December 31, 2006 to December 31, 2009. According to statistical results, researchers came to conclude that Islamic banks have considerably low credit and liquidity risks but greatly high rate of return than conventional banks. The researchers found that documentary credit and bank size are significant determinants of credit risk; loan sales and bank size are significant determinants of rate of return risk and loan sale and loan volatility are notably related to liquidity risk.
The Islamic banking market is a growing international niche market. To remain competitive, it is important for Islamic banks to find out what their risks are, control them, and monitor them routinely. Insofar as our proxies have satisfactorily captured the three bank risks, our results suggest that rate of return risk management should be of concern to the Pakistani Islamic banking system. 

CHAPTER NO.7

 Best Options/ Recommendations
7.1- Best Options

After applying all the statistical models, the researchers came to conclude:

The researchers came to know that major risks faced by the banking industry are credit risk, rate of return risk and liquidity risk. The banking industry is very sensitive in respect to these risks which always revolve around it and require very prudential and ongoing monitoring to cope with such risks. Our third hypothesis, ‘Liquidity Risk’ leads us that Islamic banks are highly sensitive in this regard.

In short, if a bank fails to cope with liquidity risk, it would ultimately results in heavy losses and failure. This problem is more panic for Islamic banks as they do not have any lender of last resort. On the other side, conventional banks can approach SBP at time of their liquidity needs. But Islamic banks have to manage their own resources to cope with this problem. For this purpose, they are required to maintain more liquid assets than the conventional banks which results in reduced return as compared to conventional banks. The strong focus of IBs on short-term financing also result of this risk.
Finally, according to this research work, researchers can state that there is a positive relationship between performance of banks and better risk management especially ‘Liquidity risk’ which helps in attracting deposit from general public, which is base of the assets of banks.

7.2- Recommendations

To the Islamic banks, services of State Bank of Pakistan involve to provide liquidity at the time of their needs not just on existing terms and conditions but on the conditions compliant with Shariah. It can be done by establishing extremely short term money market that is Shariah compatible in which IBIs could place their overnight finances and could borrow to satisfy temporary liquidity needs and by establishing Shariah compliant long term money market where IBIs could place their finances for long run. In this way, Islamic banks could also able to reduce rate of return risk by reducing difference between short and long term financing. As experienced due to high liquidity risk, they maintain more liquid assets than conventional banks which results in higher rate of return risk and this problem might be solved as suggested above. 
7.3- implication
Initially, Islamic Banking system is practicable and operative according to our calculations with parallel to conventional banking system. The load is on mutual shoulder of concern parties in case of losses that show the nature of the system which is less offensive.
Finally, Islamic banking is performing well enough and with the passage of time, it would be able to operate more efficiently with parallel to traditional banking. The major problem for IBIs is absence of liquidity at time of its need. In the absence of Islamic money market, it is necessary for State Bank of Pakistan to formulate such a fiscal policy which provides liquidity to IBIs at the time of their liquidity needs in accordance with Shariah. Hence strong Shariah compliant liquidity backup would increase performance of IBIs and reduce shortcomings. There is a need of long term planning to achieve this stage. It also requires time and ongoing monitoring as well to get this objective.
CHAPTER NO.8

Action plan 

ACTION PLAN
The researchers used T-Stats, Mann Whitney test, univariate test and Multiple Linear Regression tests to analyze the data. According to these models, the researchers came to conclude that Islamic banks have considerably low credit and liquidity risks but considerably high rate of return than conventional banks. The researchers found that documentary credit and bank size are significant determinants of credit risk; loan sales and bank size are significant determinants of rate of return risk and loan sale and loan volatility are notably related to liquidity risk.
As the Islamic Banking History suggests liquidity risk is the major concern for them. As they paid major attention to this risk they invest in short term financing (murabah) which opens up the door for rate of return risk. When they minimize liquidity risk by investing in short term financing, rate of return risk arises. Rate of return risk arises from GAP analysis which is the difference in between rate sensitive asset and rate sensitive liabilities. Islamic banks invest in short term investment while their liabilities are long term. Due to this gap rate of return risk arises as well.  
Banks’ ability to meet its financial requirements comes under the head of Liquidity Risk, if bank can minimize liquidity risk this will result in attracting more depositors. Islamic banks are also bound to rely on their own liquidity resources and commitment in accordance with shari’ah i.e. avoiding riba in any form or case. 

In general, a bank can approach interbank money market for short-term requirements and to meet shortfalls in maturity. A bank can also maintain a portfolio of marketable securities that can be cash equivalent. The most commonly used modes of liquidity management in conventional system are discount opportunity from the Central bank as lender of last resort, secondary market of financial instruments and interbank market are all based on interest and are not permissible for Islamic banks according to shari’ah. So, the first step towards our action plan would be
· Launching of shariah acquiescent instruments, inter-bank market and capital market to resolve liquidity problem issue.

· SBP should introduce the Islamic Inter bank Money Market (IIMM) to solve the liquidity problem. The Bank of Negara Malaysia already adopt this system and proven successful in solving liquidity matter.

· All Islamic banks might be able to make one big fiscal pool at the state bank that can be run through inter bank collaboration on clause that within specified period of time net draw on facility is zero. 

Islamic banks can make a pool with the state bank of Pakistan which can be utilize at time of urgency. This would have been similar in nature as the function of State bank as lender of last resort. They can use this pool but net affect to this pool should be zero means any Islamic bank who draw money at time of need should return back that amount with the profit rate which he is providing to depositor for that specific period. This can be managed by either SBP or board of director from all Islamic banks. Some may argues that it is not fruitful for big giants which already established but in contrary these giant need more liquidity management as they are investing more in long term more profitable ventures. 
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