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Abstract 

The focus of this study is to identify the level of seriousness of the sources of major risks faced by Islamic 

and conventional banks in Malaysia and selected Islamic banks outside Malaysia. Furthermore, the study 

seeks to identify the risks that potentially threaten the bank‟s market value. The study employs a survey 

questionnaire distributed to banks in Malaysia and outside Malaysia, which includes conventional banks 

(referred to as type “conventional bank 1”), conventional banks with Islamic banking schemes in operation 

(referred to as type “conventional bank 2”) and full-fledged Islamic banks. The results showed that the level 

of seriousness of the sources of major risks faced by the Islamic banks is the same as the conventional banks 

and that there is no significant difference in the level of concern of risks between the two types of bank.  
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Introduction 

Arising from the experiences during the 1997/1998 Asian and 2008 sub-prime financial crises, greater 

emphasis has been placed on enhancing the credit skills and creating a more robust credit culture. In fact, 

banks in many emerging market countries are also increasing their focus on risk management in an effort to 

build more robust and sound financial systems, to remedy weaknesses that were exposed by recent regional 

problems and to position themselves to participate more fully in the global economy.  Strategies are, 

therefore, focused on introducing reform measures to strengthen the banking sector as well as to develop and 

enhance alternative sources of financing. 

The recent trends of financial liberation and deregulation (Marshall, 2001) have indeed created new 

challenges for both conventional and Islamic banks.  In addition, the integration of global financial markets 

has put the Islamic banks in fierce competition with the traditional banks.  This means that Islamic banks are 

also affected by the global phenomenon; in fact, the challenges are even greater for the Islamic banks.  

Furthermore, as the commercial banks diversify into private banking, they must manage new types of risk.  
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Since private banking is basically an asset management service, financial risk management becomes more 

important (Penza & Bansal, 2001).  

In principle, Islamic banks are different from the conventional ones due to the prohibition of riba’ and the 

need to comply with Shari’ah.  In addition, in the conventional banks, the relationship between the bank and 

the depositor is that of the debtor-creditor relationship whilst for Islamic banking it is multi-dimensional 

depending on the contract; it can be the investor-entrepreneur relationship whereby the bank is the 

entrepreneur with the depositor or the customer being the investor, lessor-lessee relationship, seller-buyer 

relationship or debtor-creditor in the case of Qardhul Hassan. Thus, Islamic banking is unique in the sense 

that it has multi-dimensional fiduciary. As such, the nature and characteristics of the risks that the Islamic 

banks are exposed to are expected to be different from the conventional banks.  Consequently, the way the 

risks are managed should also be different from the conventional banks. However, in practice, Islamic banks 

offer products that are quite similar to the conventional banks and emulate the practices of the conventional 

banks.   

Another factor is that the Islamic banks co-exist with conventional banks in the same country with the 

same financial landscape and architecture, and economic environment.  Accordingly, are the Islamic banks in 

Malaysia exposed to the same kind of risks as the conventional banks since they share the same economic 

environment?  

Thus, the main objective of the study is to gain insight into identifying the key sources of major 

financial risks in these banks. Furthermore, the study seeks to identify the risks that potentially threaten the 

bank‟s market value. Although research in risk management is fast catching up in this part of the world there 

is not much literature yet that identifies the key sources of major financial risks in Malaysian Financial 

Institutions, especially in respect of Islamic banking. Hence, this research enhances the knowledge in 

identifying the key sources of major financial risks, especially in the banking sector. 

Thus, it is hoped that the study would be able to provide answers to the above questions, particularly 

as to how commercial banks (conventional and Islamic) identify the risks that potentially threaten the bank‟s 

market. As the amount of risk faced by banks is of substantial concern to bankers and stakeholders, the 

findings in this study would provide a useful benchmark tool for the banks in designing their own risk 

management framework and system.  

The remainder of the paper is organised as follows. The next section highlights the distinctions 

between the Islamic and conventional banks and the risks involved in both types of institution, which leads to 

the development of the hypotheses. The third section explains the research method followed by a discussion 

of the results in section four. The paper ends with a summary and the conclusion of the research. 

 

Literature review and hypotheses development 

There is no one definite definition of risk. Bessis (2002) defined risks in financial institutions as the 

uncertainties resulting in adverse variations of profitability or in losses while banking risks have adverse 

impacts on profitability of several distinct sources of uncertainty. Figure 1 gives an overview of the banking 

risks, which are generally divided into pure risk, financial risk and non-financial risk. Traditionally the 

financial risks are credit risk, interest rate risk, liquidity risk and foreign-exchange risk (Sinkey, 2002).  

However, now, with the advent of technologies and other factors, such as an increasingly risky and turbulent 

business environment, financial liberation and deregulation, banks are also concerned with operational risks.    

Other types of risk that the banks are exposed to are business risks and event risks.  Business risks are 

those associated with a bank‟s business environment, including macroeconomic and policy concern 

(Greuning and Bratovonic, 2000).  Event risk involves a severe and sudden shock that can arise from any 

general type of risk, such as operational risk, natural disasters, stock market crashes, which, if they were to 
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materialize, could jeopardise a bank‟s operations or undermine its financial condition and capital adequacy 

(Greuning and Bratovonic, 2000).  Event risk has a contagion effect and can lead to systemic risks as one 

event can precipitate other events. 

Figure 1: Banking Risk Spectrum 

 

In Islamic banking, the nature of financial intermediation, including the function of banking is 

different from the conventional banks. Some distinct features between the Islamic and conventional banks, as 

distinguished by Iqbal and Mirakhor (2007), are the profit/loss sharing concept, enhanced monitoring, 

principal-agent relationship, asset/liability management and the existence of a Shari’ah board. In the 

conventional banking system, the most significant modes of financing are loans and advances, either short-

term or long-term, while other modes of financing are overdrafts, cash credit, lease and hire purchase, bills 

purchased or discounted (Sinkey, 2002).  Thus, it can be said that the conventional banking system is a debt 

based financial intermediary while the Islamic banking system is based on equity and risk sharing 

arrangements (Mohamed Obaidullah, 2005). The concept of profit-and-loss sharing means that Islamic banks 

have a direct concern for the profitability of the physical investment, and, thus, must focus on the rate of 

return on the physical investment. The conventional banks, however, receive interest payments at the set time 
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interval and at the predetermined rate of interest. This profit sharing arrangement implies that the Islamic 

banks need to oversee projects more closely compared to the conventional banks. 

 

Figure 2: Overview of Risk Profile of an Operating Islamic Financial Institution 
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Source: Iqbal and Mirakhor (2007) 

 Due to the 

different nature and roles played by an Islamic bank, the types of risk that Islamic banks are exposed to also 

differ from the conventional banks. Basically, Islamic banks are exposed to two major categories of risks. 

Apart from the common risks, which they are more exposed to than the conventional banks, such as credit, 

interest rate and liquidity risks (Khan and Ahmad, 2001; How et al., 2005), they are also exposed to risks that 

are unique to the Islamic banks (Khan and Ahmad, 2001).  This is due to the various modes of financing that 

are only available to the Islamic banks and their unique nature.  Some of these risks are benchmark risk (rate 

of return risk), withdrawal risk, fiduciary risk, reputation risk, displaced commercial risk, Shari’ah 

compliance risk and asset price risk. Figure 2 gives an overview of the risk profile of an operating Islamic 

Financial Institution.  

Mohamad Ariffin (2005) conducted a questionnaire survey on Islamic banks in Muslim countries, 

including Malaysia, Indonesia, Bangladesh, Pakistan and some selected Middle-East countries including 

Bahrain.  In terms of transparency, his main findings are that risk disclosure is perceived to be more 

important in Islamic banks than conventional banks due to the existence of profit sharing investment account 

holders in Islamic banks. Credit risk in Islamic banks is perceived to be the most important risk, and there is 

no significant difference in respect of the perceptions of the respondents with all the risks.  Some of the risks 

that Islamic banks are exposed to are the same as the conventional banks while some are different.  Although 



British Journal of Economics, Finance and Management Sciences 5 

March, Vol. 4 (2) 

 

 

© 2011 British Journals ISSN 2048-125X 

 

the banks are exposed to the same kinds of risk, the level and degree of seriousness and importance of these 

risks may not be the same.  Hence, this study is keen to examine whether the Islamic banks face the same 

level of seriousness when they are exposed to the same kind of risk as the conventional banks.  This is sought 

out in hypotheses 1 and 2. 

 

Hypothesis 1: 

There is a significant difference in the level of seriousness of the sources of major risk faced by 

the Islamic and conventional banks 

 

Hypothesis 2: 

There is a significant difference between the Islamic and conventional banks in the risks that 

potentially threaten the bank’s market value  

 

Research design 

The study employed primary data collected using a survey questionnaire. As summarised in Table 1, 

forty-five survey questionnaires were sent, of which 25 were distributed to the local commercial banks and 

Islamic banks in Malaysia whilst 20 were sent to Islamic banks outside Malaysia.  Only one questionnaire 

was sent to each bank. The selected banks outside Malaysia are the Islamic banks in the South East Asian 

countries and the Middle Eastern countries including Indonesia, Brunei, Thailand, the Philippines, Pakistan, 

Saudi Arabia, Bahrain and Qatar.  The banks outside Malaysia were selected based on the availability of the 

banks‟ websites and contact addresses.  

Table 1 

Response to the Survey 

 

Subjects 
Distribute

d 

Receive

d 

Usable 

Replies 

(n) 

Usable 

Respons

e Rate 

(%) 

Conventional and Islamic Banks in 

Malaysia 
25 20 20 80% 

Foreign Islamic Banks (Outside 

Malaysia) 
20 15 14 70% 

Total 45 35 34 75.6% 

 

A total of 35 banks responded, however, only 34 completed questionnaires were usable because one 

of the foreign Islamic banks replied that it had just been converted to an Islamic bank, and, thus, was not in a 

position to answer the questionnaire.  The response rate of usable replies was 75.6%, which is very 

encouraging.   

The questionnaires in Malaysia were personally administered, as it did not involve a large number of 

respondents or a large geographical area since all the respondents are located in the Klang Valley. 

Furthermore, this method ensured faster and better response rates than other methods of data collection 

(Pelosi et al., 2001).  As for the Islamic banks outside Malaysia, the questionnaires were distributed through 

electronic mail and snail mail. The survey questionnaires were sent to the respondents in early November 

2006 and the deadline for receiving the completed questionnaire was the end of April 2007. Since the 
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information required concerns the practice of risk management, naturally the most qualified persons selected 

as respondents were those on the risk management committee, such as the Chief Executive Officers (CEOs), 

Chief Risk Officers (CROs), Risk Managers, Chief Financial Controllers and General Managers. As the 

respondents are the senior practitioners of the banking industry where English is widely used, this is the 

language adopted for the questionnaire. 

The banks in Malaysia include the conventional banks, conventional banks with Islamic banking 

scheme and full-fledged Islamic banks whilst the foreign Islamic banks are the Islamic banks and the 

conventional banks with Islamic banking windows.  Since it is a bit inconvenient to mention conventional 

bank with Islamic banking windows repeatedly throughout the analysis, for ease of reading and writing, the 

conventional banks without Islamic banking windows will be referred to as conventional bank 1 while the 

conventional bank with Islamic banking windows will be referred to as conventional bank 2.   

The survey questionnaire was self-developed with some of the questions being adopted and adapted 

from Khan and Ahmed (2001); Mohamad Ariffin (2005); Deloitte Touche Tohmatsu (2004); KPMG (2004) 

and Miccolis et al. (2001). The drafted questionnaire was pilot tested on two chief risk officers of Islamic 

banks, one regional risk manager of a foreign bank and two former risk managers of conventional banks to 

ensure that the planning of the main study and its study tools are correct, suitable, reliable and valid 

(Sarantakos, 2005). Basically, the objective of the questionnaire is to extract information about risk 

management that is being practiced by the commercial banks. Part I of Section A of the survey questionnaire 

was designed to extract information about the seriousness of the sources of market risk, credit risk and 

operational risks to the banks.  Seven sources of market risk, three sources of credit risk and eleven sources 

of operational riskwere asked in the survey questionnaire. Part II of Section A identified the risks that give 

some potential threats to the bank‟s market value.  

Section B of the survey questionnaire was designed to extract information about the seriousness of the 

risks that are inherent in each of the Islamic modes of financing.  The modes of financing examined are 

Murabahah/BaiBithamiAjil, Salam, Istisna, Ijarah, Mudarabah, Musharakah and Sukuk. The risks examined 

for each mode were the market risk, credit risk, liquidity risk, asset price risk, operational risk, rate of return 

risk and Shari’ah Non-Compliance risk. For each mode of financing, it is enlightening to know what are the 

most serious risks faced by the banks.  Thus, banks were asked to rank the top three most serious risks faced 

by them. The last two questions of this section were to identify whether the banks used the listed risk 

measurement instruments and risk mitigation techniques for each product.  Some of the techniques listed are 

newly developed techniques. The last section of the questionnaire sought information about the respondent 

including the respondents‟ designation, qualification background, and period of employment.  

The questions in Section A and B were rated on a five-point Likert scale, with „1‟ for „not very 

serious‟, and „5‟ for „very serious‟.  The mean of the items was computed by averaging all the responses for a 

single value.  This was followed by mean analysis on the individual risk, which was done by averaging the 

scores of all the items grouped in each risk.  A mean of less than three was classified as being a not serious 

source of risk, while a mean that is greater than 3 was classified as being a serious source of risk.  The cut-off 

point of 3 was chosen to demarcate between a serious source of risk and a not serious source of risk as it is 

the middle score of 1 and 5. 

Findings 

Using Cronbach‟s alpha, the results show high alpha values (> 0.7), which indicate that each scale of 

the questions measures a single concept and the items that make up the scale are internally consistent (De 

Vaus, 2002).  The next section summarises the percentage responses for each item answered by the 

respondents concerning the seriousness of the sources of market risk, credit risk and operational risk. 
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Market Risk 

Seven items were identified as sources of market risk, as shown in Table 2.  The p-values of a one 

tailed t-test for all the sources of market risk indicate that it is highly significant for the population mean of 

liquidity, interest rate and currency/foreign exchange to be greater than 3.0 at the 5% level of significance. 

This provides statistical evidence that the respondents agreed that these items are serious sources of market 

risk to the commercial bank, similar to that found by Miccolis, Hively and Merkly of Tillinghast-Tower 

Perrin (2001). However, in their study, currency/foreign exchange was not considered as a serious source of 

risk.  

Table 2 

Descriptive Statistics for Each Source of Market Risk 

Item N Mean 

Standar

d 

Deviatio

n 

t-statistic p-value 

Inflation 34 3.21 1.175 1.022 0.314 
Liquidity 34 3.91 1.164 4.566 0.000**

* Equity Price 34 3.21 1.225 0.980 0.334 

Interest Rate 34 3.76 1.017 4.385 0.000**

* Fixed Income 32 3.31 1.176 1.503 0.143 

Commodity Prices 33 3.15 1.064 0.818 0.419 

Currency/Foreign 

Exchange 

34 3.44 1.211 2.125 0.041** 

 All Sources of 

Market Risk 
34 3.43 0.902 2.766 

0.009**

* 

Notes: ***, **, and * indicate significance at the 1%, 5% and 10% levels, respectively. 

 

In looking at the sub-samples, it can be seen in Table 3 that the mean score of the sources of market 

risk faced by conventional banks are higher than the conventional banks with Islamic windows and Islamic 

banks except for liquidity. Most of the respondents of conventional banks agreed that interest rate (mean of 

4.13) and currency/foreign exchange (mean of 3.88) are also considered as serious sources of risk.  The 

majority of the respondents of the conventional banks with Islamic banking windows agreed that all the items 

are considered as serious sources of market risk except for inflation (mean of 3.00) and equity price (mean of 

2.67). 

Table 3 

Distribution of Responses of the Sources of Market Risk According to the Type of Bank 

Item Responses (%) Mean 

Score  1 2 3 4 5 
Overall Conventional Bank 1 0.0 12.5 25.0 37.5 25.0 3.75 

Conventional Bank 2 16.7 0.0 33.3 16.7 33.3 3.50 

Islamic Bank 0.0 15.0 35.0 45.0 5.0 3.40 

        

Inflation Conventional Bank 1 0.0 25.0 25.0 37.5 12.5 3.38 
Conventional Bank 2 16.7 33.3 0.0 33.3 16.7 3.00 

Islamic Bank 10.0 15.0 30.0 35.0 10.0 3.20 

        

Liquidity Conventional Bank 1 0.0 12.5 12.5 37.5 37.5 4.00 
Conventional Bank 2 33.3 0.0 0.0 33.3 33.3 3.33 

Islamic Bank 0.0 10.0 10.0 45.0 35.0 4.05 

        

Equity Price Conventional Bank 1 0.0 0.0 50.0 25.0 25.0 3.75 
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Conventional Bank 2 50.0 0.0 0.0 33.3 16.7 2.67 

Islamic Bank 10.0 10.0 45.0 25.0 10.0 3.15 

        

Interest Rate Conventional Bank 1 0.0 0.0 25.0 37.5 37.5 4.13 
Conventional Bank 2 0.0 16.7 33.3 16.7 33.3 3.67 

Islamic Bank 0.0 20.0 15.0 45.0 20.0 3.65 

        

Fixed 

Income 

Conventional Bank 1 0.0 14.3 14.3 57.1 14.3 3.71 
Conventional Bank 2 0.0 33.3 0.0 50.0 16.7 3.50 

Islamic Bank 

 

 

 

15.8 5.3 47.4 15.8 15.8 3.11 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

        

Commodity 

Prices 

Conventional Bank 1 0.0 12.5 50.0 25.0 12.5 3.38 

 

 

Conventional Bank 2 20.0 0.0 40.0 20.0 20.0 3.20 

Islamic Bank 10.0 15.0 40.0 30.0 5.0 3.05 

        

Currency/ 

Foreign 

Exchange 

Conventional Bank 1 12.5 0.0 12.5 37.5 37.5 3.88 
Conventional Bank 2 0.0 50.0 0.0 16.7 33.3 3.33 

Islamic Bank 10.0 10.0 25.0 50.0 5.0 3.30 
Note.  Response:  

1 = not very serious, 2 = not serious, 3 = neutral, 4 = serious, 5 = very serious 

Conventional Bank 1 = Conventional Bank without Islamic Banking 

         Conventional Bank 2 = Conventional Bank with Islamic Banking 

 It can be deduced from the results that the respondents from the Islamic banks do not consider these 

sources of market risk as major threats to them as compared to the conventional banks. The mean of the 

responses for Islamic banks, ranges from 3.05 to 4.05 with commodity prices as the lowest mean score and 

liquidity as the highest mean score.  This means that the Islamic banks do not consider the changes in the 

commodity prices as a source of threat because Islamic banks do not deal heavily with commodity trading.  

This is the problem of liquidity that most concerns the respondents.  Most of the Islamic banks, especially 

those in the Middle East, are facing a problem of too much liquidity (Standard and Poor‟s, 2006).  Liquidity 

has always been a critical issue for Islamic banks.  This is because only a small secondary market exists for 

the Islamic financial institutions to manage their liquidity. Furthermore, the interbank market is very thin for 

Islamic banks as they can only deal with one another and there is a lack of fixed income instruments and 

other instruments to manage liquidity that is non-interest based. 

 

Credit Risk 

The results in Table 4 provide evidence that the respondents agreed that loan default, counterparty 

credit and settlement risk are serious sources of credit risk to the banks as the p-values for them are greater 

than 3.0 at the 1% level of significance. 

Table 4 

Descriptive Statistics of Credit Risk   

Source  n Mean 
Standard 

Deviation 

 

De 

Deviation 

t-

statistic 
p-value 

Loan Default 34 4.00 1.128 5.169 0.000*** 
Settlement Risk 34 3.68 1.224 3.223 0.003*** 

Counterparty Credit 34 3.88 1.122 4.586 0.000*** 

All sources of Credit Risk 34 3.85 1.086 4.579 0.000*** 

Notes: *** indicates significance at the 1% significant level. 
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Table 5 

Distribution of Responses for the Sources of Credit Risk According to the Type of Bank 

Item Responses (%) Mean 

Score 1 2 3 4 5 
Overall  Conventional Banks 0.0 12.5 12.5 37.5 37.5 4.00 

Conventional Bank 

with Islamic Banking 
16.7 0.0 16.7 33.3 33.3 3.67 

Islamic Banks 0.0 10.0 10.0 35.0 45.0 4.15 

        

Loan 

Default 

Conventional Banks 0.0 0.0 37.5 25.0 37.5 4.00 
Conventional Bank 

with Islamic Banking 
16.7 0.0 16.7 33.3 33.3 3.67 

Islamic Banks 5.0 5.0 10.0 35.0 45.0 4.10 

 

Score 

Score 

       
Settlement 

Risk 

Conventional Banks 0.0 25.0 12.5 37.5 25.0 3.63 
Conventional Bank 

with Islamic Banking 
16.7 0.0 16.7 33.3 33.3 3.67 

Islamic Banks 10.0 5.0 15.0 45.0 25.0 3.70 

        

Counterpart

y Credit 

Conventional Banks 0.0 12.5 12.5 37.5 37.5 4.00 
Conventional Bank 

with Islamic Banking 
16.7 0.0 33.3 33.3 16.7 3.33 

Islamic Banks 5.0 5.0 10.0 45.0 35.0 4.00 
Note.  Response: 

1 = not very serious, 2 = not serious, 3 = neutral, 4 = serious, 5 = very serious 

 

 

The percentage and mean score for each item relating to the source of credit risk according to the type 

of bank are presented in Table 5. The mean score of the responses for the conventional banks are all above 

3.00, indicating that all the respondents consider all the sources of credit risk as serious exposure. Based on 

the overall results, the respondents of the Islamic banks perceived them as the most serious (mean score 

4.15), implying that credit risk is considered as their serious exposure compared to the conventional banks 

(mean score 4.00) and conventional banks with Islamic windows (mean score 3.67).   

 

Operational Risk 

Eleven sources of operational risk are listed, as shown in Table 6.  Only the natural disaster and 

merger and acquisition activity are not significant, and, thus, not considered as the serious sources of 

operational risks compared to other sources of operational risk. 

  

 

 

 

 

 

 

 

Table 6 

Descriptive Statistics for Each Source of Operational Risk 
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Item n 
Mea

n 

Standar

d 

Deviatio

n 

t-

statisti

c 

p-value 

Litigation 34 3.56 1.021 3.192 0.003**

* Competition 33 3.48 0.834 3.341 0.002**

* Natural Disaster 33 2.97 1.104 -0.158 0.876 

Customer Preferences 33 3.61 0.747 4.658 0.000**

* Shari‟ah Non-Compliance 31 3.87 1.360 3.566 0.001**

* Management Effectiveness 34 3.59 1.158 2.963 0.006**

* People/Intellectual Capital 34 3.68 1.036 3.806 0.001**

* Rapid Changes in technology 34 3.82 0.936 5.128 0.000**

* Merger and Acquisition Activity 31 3.16 1.128 0.796 0.432 

Distribution Channel 33 3.55 1.175 2.667 0.012** 

Business Process brought about by e-

banking 
34 3.47 1.080 2.541 0.016** 

All Sources of Operational Risk 
34 3.52 0.787 3.872 

0.000**

* 

Notes: ***, **, and * indicate significance at the 1%, 5% and 10% levels, respectively. 

 

Disaggregating the sample into the three types of bank, the results indicate that the respondents of 

conventional banks and the conventional banks with Islamic banking windows agree that all the items are 

serious sources of operational risk as the mean scores for all these items are more than 3.00.  However, 

looking at each bank‟s sources of risk, the result differs from the aggregate result.  The highest mean score 

for conventional banks is 4.13 for the rapid changes in technology while the lowest mean score is 3.25 for the 

distribution channels. In the case of conventional banks with Islamic banking windows, the highest mean 

scores are 4.00 for litigation, distribution channels and business process changes brought about by e-banking 

while the lowest mean score is for the natural disaster (mean of 3.00).   

 

As for Islamic banks, the results indicate that they are most worried about the Shari‟ah non-

compliance (mean of 4.00) but not so for the natural disaster (mean of 2.67).  This is understandable, as the 

Islamic banks have to adhere not only to the letter of Shari‟ah but also to its spirit, meaning that every single 

action and procedure has to be in line with Shari‟ah. Thus, the banks have to take greater care in ensuring 

that Shari‟ah non-compliance does not exist in the operation. Overall, these sources of operational risk of 

Islamic banks are perceived as most serious (mean of 4.00) by the respondents of Islamic banks, as compared 

to the respondents of conventional banks (mean of 3.88) and conventional banks with Islamic banking 

windows (mean of 3.67). 

The study also examined the overall level of seriousness of these sources of risk according to the type 

of bank; the results are shown in Table 7. Overall, it can be said that the respondents agree that the banks face 

moderate level of seriousness for market risk (58.8%), moderately high for credit risk (44.1%) and 

moderately for operational risk (64.7%).   

 

 

Table 7 

Level of Seriousness of the Sources of Risk According to the Type of Bank 
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Sources 

of Risk 

Level of 

Seriousness 

Convention

al Banks 

Convention

al Banks 

with Islamic 

Banking 

Islamic 

 Banks 
Overall 

n % n % n % n % 

Market 

Risk 

(n = 34) 

Low  (10 – 19) 1 12.5 3 50.0 4 20.0 8 23.5 
Moderate (20 – 

29) 

5 62.5 1 16.7 14 70.0 20 58.8 

High (30 – 39) 2 25.0 2 33.3 2 10.0 6 17.6 

          

Credit 

Risk 

(n = 34) 

Low (3 – 7) 1 12.5 1 16.7 3 15.0 5 14.7 

Moderate (8 – 

12) 

4 50.0 3 50.0 8 40.0 15 44.1 

High (13 – 17) 3 37.5 2 33.3 9 45.0 14 41.2 

          

Operation

al Risk 

(n = 34) 

Low (17 – 30) 1 12.5 2 33.3 3 15.0 6 17.6 

6 Moderate (31 – 

44) 

6 75.0 2 33.3 14 70.0 22 64.7 

High (45 – 58) 1 12.5 2 33.3 3 15.0 6 17.6 

 

Looking at each specific type of bank, respectively, 62.5%, 50% and 75.0% of the respondents of the 

conventional banks perceived that the banks are moderately exposed to market risk, credit risk and 

operational risk. As for the conventional banks with Islamic banking (windows), 50% of the respondents said 

that they faced a low level of seriousness for market risk, while 50% perceived that the banks face a 

moderate level of exposure to credit risk.  As for operational risk, it is inconclusive as the result shows an 

equal percentage of 33.3% for low, moderate and high. The data presented in Table 7 further indicates that 

for Islamic banks, the majority of the respondents said that they faced a moderate level of seriousness for 

market risk (70.0%), high level for credit risk (45.0%) and moderate level for operational risk. 

To test Hypothesis 1, whether there is any statistical difference in the level of seriousness of these 

sources of risks, one-way ANOVA was employed. The result in Table 8 show that there is no statistical 

difference in the level of seriousness of the sources of risk between these banks, thus, rejecting hypothesis 1. 

This implies that the respondents of Islamic banks and conventional banks agreed that the organizations face 

the same level of seriousness of the sources of risk in respect of the three major risks. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Table 8 

Result of ANOVA Test for the Sources of Risk According to the Type of Bank 
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Sources of 

Risk 
Type of Bank n 

Mea

n  

F-

Statistic 

p-

valu

e 

Conclusion 

Market Risk 

(n = 34) 

Conventional Banks 8 3.74 

0.690 
0.50

9 

No 

Difference 

Conventional Banks 

with Islamic Banking 
6 3.22 

Islamic Banks 20 3.36 

       Credit Risk 

(n = 34) 

Conventional Banks 8 3.88 

0.269 
0.76

6 

No 

Difference 

Conventional Banks 

with Islamic Banking 
6 3.56 

Islamic Banks 20 3.93 

       Operational 

Risk 

(n = 34) 

Conventional Banks 8 3.69 

0.236 
0.79

1 

No 

Difference 

Conventional Banks 

with Islamic Banking 
6 3.43 

Islamic Banks 20 3.48 

 

Risks that Potentially Threaten the Bank’s Market Value 

 

Further analysis was carried out to examine the types of risk that potentially threaten the banks‟ 

overall market value. Table 9 shows the descriptive statistics for all the banks surveyed.  The mean for all the 

risks are above 3.00 with the highest being credit risk (4.18) and the lowest mean being displaced 

commercial risk (3.22). The risks that are highly significant at the 1% level of significance are market risk, 

credit risk, liquidity risk, operational risk, reputational risk and Shari’ah non-compliance risk while the risks 

that are significant at the 5% and 10% level of significance are asset price risk and rate of return risk, 

respectively. This indicates that respondents agreed that these risks potentially threaten the market value of 

the banks. 

 

Table 9 

Descriptive Statistics for Types of Risk that Potentially Threaten the Bank’s Overall Market Value 

Item N Mean 
Standard 

Deviation 

t-

statistic 
p-value 

Market Risk  34 3.62 1.045 3.447 0.002**

* Credit Risk 34 4.18 0.999 6.866 0.000**

* Liquidity risk 34 3.88 1.066 4.825 0.000**

* Fiduciary Risk 34 3.32 1.173 1.608 0.117 

Asset Price risk 34 3.38 0.985 2.263 0.030** 

Operational Risk 33 3.91 1.011 5.164 0.000**

* Withdrawal Risk 33 3.30 1.045 1.665 0.106 

Reputational Risk 34 3.68 1.224 3.223 0.003**

* Rate of Return Risk 31 3.39 1.230 1.753 0.090* 

Displaced Commercial 

Risk 

32 3.22 1.008 1.228 0.229 

Shari’ahNon-

Compliance Risk 
31 3.77 1.283 3.358 

0.002**

* 
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Notes: ***, **, and * indicate significance at the 1%, 5% and 10% levels, respectively. 

 

Further analysis of Table 9 shows that the mean scores for all items of the conventional banks, 

conventional banks with Islamic banking (windows) and Islamic banks are more than 3.00, which explains 

that all of the respondents agreed that all the risks listed are a major threat to all the banks‟ market value. 

The mean of the responses for conventional bank ranges from 3.17 to 4.13, with credit risk as the 

highest mean score and displaced commercial risk as the lowest mean score. For the conventional banks with 

Islamic banking (windows), the highest mean is 4.17 for withdrawal risk and reputational risk and the lowest 

mean is 3.00 for fiduciary risk and asset price risk while for Islamic banks, the highest mean of 4.25 is for 

credit risk and the lowest mean of 3.25 are for fiduciary risk and displaced commercial risk.    

Similar to the survey on financial services institutions conducted by PricewaterhouseCoopers (2002), 

the results in the current study show that even though the senior executives are aware of credit and market 

risks, risk management has climbed higher up the corporate agenda and that an awareness of unquantifiable 

risks, in particular, has grown markedly, whereby the conventional banks with Islamic banking windows 

ranked reputational risk as the greatest potential threat to the bank‟s market value while the conventional 

banks considered it as a major threat. This implies that the financial institutions should also pay more 

attention to the less quantifiable risks, such as reputational risk, which is a harder risk to measure, apart from 

the data-rich ones such as credit risk, liquidity risk and market risk.  

 A one-way analysis of variance (ANOVA) was conducted to evaluate whether there is any statistical 

difference in the exposure of risk to the conventional bank‟s as well as the Islamic bank‟s market value. The 

results show that the p-values are greater than 0.05, there is not enough statistical evidence to support 

hypothesis 2 that there is a significant difference in the risks that potentially threaten the bank‟s market value 

between the conventional and Islamic banks. 

 

Conclusion 

Both the Islamic and conventional banks are financial intermediaries offering almost similar services 

to the public and private sectors.  However, in principle, Islamic banks are different from the conventional 

banks due to the prohibition of riba and the need to comply with Shari’ah.  As such, the nature and 

characteristics of risks that the Islamic banks are exposed to are expected to be different from the 

conventional banks.  The findings, however, show that Islamic banks and conventional banks are exposed to 

similar sources of risk and also face the same potential threats to their market value. 

 Nevertheless, it is the collective duty of all the staff to manage the various risks to which the 

organizations are exposed.  Examples of risk that require everybody‟s effort and awareness are reputational 

risk, operational risk and Shari’ah non-compliance risk in the case of Islamic banking. Apart from the 

traditional risk of market, credit and operational risks, the conventional banks now also show major concern 

for reputational risk.  Therefore, it is imperative for the banks to develop a risk culture among the staff. 

Cultural building in risk management should also be an important agenda for Islamic banking. The culture 

should be inculcated so that the staff are well informed and are aware of the seriousness of the risks to which 

the banks are exposed. As Shari’ah non-compliance risk should not be taken lightly by all the bank operators 

in conducting business and in managing the risks, it is everybody‟s duty to make sure that Shari’ah non-

compliance risk is minimized by ascertaining that every step and procedure complies with Shari’ah. 

Operational risk is the risk relating to the bank‟s overall organization and functioning of internal systems 

including computer technology, mismanagement and fraud. Operational risk could be better managed once 

the risk awareness culture is in place. Furthermore, fast escalation of information to the CRO or risk 

management committee could also be achieved once the risk culture among the staff has been 
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institutionalized. In fact, the flow of information should be a two-way process, that is, the information from 

the top management should be quickly disseminated to the staff for immediate action or bottom-up from the 

staff to the top management.  Hence, should any problem or risky situation arise, the top management would 

receive the information fast enough for immediate action to be taken.  

Risk and risk management in banks is a very broad topic.  As there area myriad of risks it is not possible for 

this study to cover all those risks.  In this particular study, the focus was on the three major risks –market 

risk, credit risk and operational risk.  Thus, future studies might want to examine other types of risk.  
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