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Abstract

The aim of this research is to compare conventional and Islamic banks in various aspects of credit risk
management processes. The study used 200 questionnaires, collected from 21 traditional banks and 4 Islamic
banks in Lebanon. The results found that differences in the various issues of credit management between Islamic
and conventional banks. Islamic banks are more understanding, aware, and cautious in their approach than
traditional banks. Islamic banks are more efficient in assessing and analyzing credit risk than conventional banks.
Lastly, Islamic banks are more used to credit risk mitigation than traditional banks.
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1. Introduction

The banking industry has seen significant progress in technological developments, communications,
globalization of the economy, and the liberalization of financial markets, all of which have led to increased
competition among banking institutions and increased risks to their existence and sustainability.

Today, all financial institutions in the world have claimed that they are a risky business and that banks has
become a competitor by applying effective risk management techniques. Commercial banks and financial
institutions contribute to the process of economic growth by mobilizing financial resources and providing them
to individuals and business sectors, thus balancing savings and investment resources. Bank credit is one of the
most important activities of any banks. In the absence of such activity, it loses its primary function as a financial
intermediary. Consequently, banks cease to exist. In addition, the return of credit activity is the main focus of
banks’ activities (Greuning & Bratanvic, 2003; Richard et al., 2008). However, the function of commercial banks
as intermediaries creates different types of risks and at different volumes reflected in the performance of these
banks (Gestel & Baesens, 2009).

Credit risk is the most important component of commercial banking risk (Abou Hussain & Al-Ajmi, 2012) which
contributes to more than 50% of the total banking risk components. In addition, more than 80% of the balance
sheet items are related to these risks (Hennie, 2003). Thus, it is the most common risk faced by Islamic banks, as
their activities are dominated by debt-like transactions.

Credit risk refers to the risk that a party to the contract (debtor) will fail to meet his financial obligations in
accordance with the agreed terms (Jachi, 1zhar, Omar, & Apostolik, 2015). These risks are likely to lead to bank
losses (Bo et al., 2005) but many researchers believe that they are the main cause of the banking crises that have
suffered and suffer from developed and developing countries in recent economic crises (Hakness & Schnabel,
2010; Mileris, 2012; Romanova, 2012).

2. Problem Statement

It should be noted that credit is the cornerstone of banking business and is the main activity of banks, and from it
comes the bulk of its profits, and therefore the risk of credit portfolios arises from bank-lending operations,
where these risks begin to emerge from the credit progress stage and increase with subsequent phases, especially
if the credit risk management criteria is weak and incomplete (Brown, 1998; Richard et al., 2008). Consequently,
Islamic banks, as well as conventional banks, have given considerable attention to credit risk management,
especially after the credit crisis of 2008 that led to the collapse of many international banks.
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The Basel Committee recognized the impact of credit risk on banks and called for a clear mechanism to manage
these risks, enabling them to adopt Basel | agreement in 1988, Basel 11 in 2004, and finally the Basel III.

However, the distinctive nature of the credit operations in Islamic banks has allowed them to go beyond the
conventional banking regulations and limits, which led to the opening up of two types of risks, the risks inherent
in the traditional nature of the banking business, and the uniqueness of them as a result of the approach followed
to perform its activity; thus the Islamic banks search for methods and ways of hedging are different from the
traditional models which do not serve the nature of its work.

The operations of Islamic banks are based on the principles of Islamic law and the prohibition of riba and illegal
speculation. In contrast, they call for the sharing of risks, i.e. participation in profit and loss, which distinguishes
them from traditional banks (Ahmad & Hylmun, 2015).

Islamic economists are working hard to develop types of loans for Islamic banks based on Shariah principles and
similar to conventional banks to replace interest payments. Therefore, Islamic financial institutions may be
exposed to more risks than conventional financial institutions due to a number of reasons including the specific
nature of risks and the non-specific financing methods of projects, whether profit-and-loss sharing, or contract.
The absence of a standard for each type of contract is another element in making Islamic banks are more risky
than traditional banks (Sundararajan & Errico, 2002). Islamic financial institutions are expected to impose risks
on the financial system that differ in many respects from those imposed by the traditional financial system.

Through the above can be raised the following problem:
What is the distinctive nature of credit risk management in Islamic banks versus those in conventional banks?
3. Significance of the Study

The issue of credit risk management is one of the most important research topics, especially after the global
financial crisis, where many experts, in the traditional and Islamic banking world, were involved.

Credit risk is defined as the probability that the debtor will be unable to meet contractual obligations and pay the
required amount (Jachi, Izhar, Omar, & Apostolik, 2015). Credit risk can occur in all instruments or products
offered by banks; the only difference is the degree to which banks are exposed to and how to mitigate them.

The importance of credit risk management in banks is as follows:

Credit risk is the biggest threat to conventional banks and Islamic banks alike, especially as they are faced with
the extent of their financing and financial operations. The conventional banks face this type of risk in the amount
of their operations because the relationship between these banks and their customers is the relationship between
any creditor and debtor, e.g. lending activities are a credit risk. Islamic banks face this type of risk in the form of
financing based on contracts such as Murabaha, Salam, Istisna and ljara, based on contracts of participation. For
Islamic banks, each type of contract leads to credit risk to the bank’s profitability.

4. Objectives of the Study

Banks need a deep understanding of the basics of credit risk and the procedures available for their analysis and
administration. Credit risk management is the main key of bank profitability. Financial rights have a limited
positive yield and significant inadequacy risk. By declining credit losses, banks can progress returns to
shareholders.

Credit risk measurement is a crucial part of the risk administration process. By rational measuring of credit risk,
the bank can (1) better evaluate whether credit will be provided to the customer under any circumstances; (2)
improve portfolio adjusted risk returns; (3) properly allocate the expected losses; and (4) ensuring the suitability
of the capital (Jachi, Izhar, Omar, & Apostolik, 2015).

There is a difference between conventional and Islamic banks in all these aspects. This is because conventional
banks operate with interest rates system while Islamic banks operate with profit-sharing system. As a result, the
concept of risk in the Islamic financial system differs from that in the traditional financial system. The Islamic
financial system is seen to be compromised by two dimensions of “uncertainty” and freedom of contract. Gharar
in Islamic law is an element of the opportunity to contain asymmetric information, uncertainty, risk, or even
speculation, and any result and profit that is illegal, and is excluded according to the Islamic law. This is not the
case in the traditional banking system. In conventional banks, depositors have a fixed claim on assets to banks
according to the predetermined interest rate plus return on capital. Traditional banks, therefore, carry out their
commitment to depositors irrespective of their profitability. In contrast, Islamic banks regulate the principle of
risk sharing. Commercial and Islamic banks should therefore develop ways to ensure credit risk assessment to
avoid mis-choice and avoid moral hazards.
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Recognizing the importance of credit risk, this study aims to do the following:

1) Comparison of understanding and awareness of credit departments of credit risk between conventional and
Islamic banks in Lebanon.

2) Comparison of credit risk assessment and analysis of credit departments between traditional and Islamic
banks in Lebanon.

3) Comparison of the practices of credit departments to mitigate credit risk in conventional and Islamic banks
in Lebanon.

4) Suggest proper recommendations based on the study results that help credit departments to improve the
weaknesses in credit risk administration in Lebanese banks.

5. Research Hypotheses

Credit risk management in Islamic banks is more complex due to some additional disadvantages. The defaulting
may occur if the debtor is incapable or reluctant to pay the full amount of the debt. Under certain conditions, the
debtor may not be able to fulfill the terms of the contract for reasons beyond his control. By contrast, under
different conditions, a debtor with adequate income may select not to meet his debt commitment. In practice, the
main reasons for not meeting the terms of a debt-like contract in commercial dissimilarities are the validity or
necessities of the contract, and the absence of penalty fees for late payment (or delay in delivery as in the case of
salam contracts) as in conventional banks. This restriction can be used badly by the counterparty and may
deliberately delay the payment as they know that the Islamic banks will not charge them anything. Khan and
Habib (2003) believe that for Islamic banks, the risk of default counterparty is the most important risk and the
absence of any default treatment except liquidation and administrative procedures that do not compensate the
bank.

Islamic financial institutions are expected to adopt a more effective credit risk management than those imposed
by the traditional financial system. Because the loss to the Islamic banks due to mismanagement of credit risk
will eventually turn to depositors.

Therefore, the hypotheses of the study were formulated in pessimistic form as follows:

The first hypothesis: There are no significant differences in understanding and awareness of credit risk between
Islamic banks and conventional banks.

The second hypothesis: There are no significant differences in credit risk assessment and analysis between
Islamic banks and conventional banks.

The third hypothesis: There are no significant differences in the level of use of credit risk mitigation methods
between Islamic banks and conventional banks.

6. Literature Review

We could say that credit risk is the risk that borrowers will fail to meet their obligations to the bank when these
obligations are due or thereafter or non-payment under the agreed terms, i.e., that these risks are related to the
counterparty in the contract in terms of its ability to pay its obligations to the bank at the agreed time and date.

Although conventional and Islamic banks offer similar services and products such as deposit accounts, various
types of financing, credit cards and mortgages, the products of Islamic banks are based on the concept of sharing
profit and loss. Thus, the risk of Islamic banks, like other financial institutions, is one of the main challenges for
these banks, which requires creating a suitable environment for managing these risks (Ellul & Yerramilli, 2011;
Ouamar, 2013). This may have prompted Basel 1999 to direct the boards of directors to stimulate credit, strategy
and senior management policy to do so, and the need to ensure the integrity of the process of providing and
granting credit through the establishment of clear criteria for granting credit; and maintaining appropriate credit
management for the credit portfolio in the light of measurement and control and ensuring adequate risk control.

Many researchers have investigated the credit risk in Islamic banks as well as in conventional banks. In their
views, Islamic banks not only face the risks faced by conventional banks but must deal with the risks arising
from their unique asset and liability structure and compliance with Shariah requirements, exposing them to
specific risks related to each type of contract . Islamic financial institutions are therefore expected to impose
risks on the financial system that differ in many respects from those imposed by the traditional financial system.

This has led many researchers to believe that Islamic financial institutions can be exposed to risk more than
traditional financial institutions due to several reasons including the nature of risks and the non-specific
financing methods used to finance the project, whether through profit-sharing or contracts (Sundararajan &
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Errico, 2002; Venardos, 2006).

A study in Bahrain (Hussain & Al-Ajmi, 2012) found that Islamic banks face higher risk than traditional banks,
and that understanding and management of risks are much different from conventional ones. This conclusion was
confirmed by a study in Malaysia (Tafri et al., 2011) which found that there is a big difference between
traditional and Islamic banks in the market value of risk, ways of mitigating credit risk, and operational risk
management tools.

However, some believe that both types of banks are exposed to similar major banking risks (Hussain & Al-Ajmi,
2012) and risk management frameworks. (Hassan, 2009; Igbal & Mirakhor, 2011).

There are several studies on credit risk management, of which a study done by Abusharbeh 2014 that examined
the impact of Islamic financing modes and credit risk on future profits in Indonesian Islamic banks. The study
aimed to find a relationship between Islamic financing methods, bad financing and the profitability of Islamic
banks. The results of the study showed that equity financing has a significant positive correlation with
non-performing finance. Accordingly, this indicates that Indonesian Islamic banks have a conservative policy
towards participating in equity financing, in order to ensure low risk and provide a high level of liquidity.

Moreover, the study found that Murabaha financing has a positive relationship with future profits. This means
that Indonesian Islamic banks prefer to finance their investment projects using debt financing instruments and
risk aversion.

Melhem’s study (2013) attempted to measure the credit risk at Arab Islamic International Bank and its
management methods. The study found that the credit risk in 2009 and 2010 in Arab Islamic International Bank
increased due to the high level of default in these two years. The Bank was unable to deal with these debts as
conventional banks do in 2007, 2008, and 2011.

Omar’s study (Omar et al., 2012) aimed to compare Islamic and non-Islamic banks in the United Arab Emirates
(UAE) in the management of credit risk. The study used a methodology based on a field study to collect data. A
sample of six commercial banks from the United Arab Emirates was formed with three non-Islamic banks and
three Islamic banks with 148 credit risk managers. The study also examined the factors that distinguish between
Islamic and non-Islamic banks in the UAE. The study found that managers in Islamic banks now rely not only on
personal experience and simple credit risk analysis, but also develop and practice new technologies as well as
traditional ways of managing credit risk, compared to non-lIslamic banks of the improvement in credit risk
management.

In the same context, a study (Kabir et al., 2014) was aimed at testing whether Islamic banks and conventional
banks have different levels of credit risk. Using the Merton model, a market-based credit risk measures the credit
risk of 156 conventional banks and 37 Islamic banks in 13 countries, assessed between 2000 and 2012. The
study concluded that credit risk in Islamic banks is much lower than conventional banks when measuring credit
risk on the Merton model. In contrast, as expected, Islamic banks bear much higher credit risk when using
Z-scale. In general, the results indicate that the methodology used plays an important role in assessing the credit
risk of Islamic banks.

Rauch and Imbierowicz (2014) studied the correlation between credit risk and liquidity in conventional banks,
using a sample of US banks over the period (1998-2010). The study recognized that both credit risk and liquidity
have a significant effect on the possibility of bank default. They also concluded that given the fact with no direct
correlation between liquidity and credit risk, the relationship between these two types of risk rises the possibility
of bank default.

7. Methodology

This section presents the methods for collecting and analyzing data used in the study. The section describes
research design, population study, sample size, methods of data collection, research techniques, data analysis,
and presentation of results, among others.

The research design used the descriptive survey in this study to collect data from various resources. To achieve
the purpose of the study, the following tasks were carried out:

e Based on the purpose of the study which is to compare credit risk management practices between
conventional banks and Islamic banks in Lebanon, a comprehensive review of the latest available literature
on the comparison of credit risk management practices between conventional banks and Islamic banks in
Lebanon was conducted.

o Identify a set of actions or practices that will be most appropriate for this study.
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e Apilot survey was performed.
7.1 Sample Selection

The study sample consists of senior employees in credit management departments in both Islamic and
conventional banks in Lebanon, which work, operate, and analyze banking credit risk, consisting of (25) banks,
including 4 Islamic banks. The sample members were classified into two groups: the sample of Islamic banks
and the sample of conventional banks, with the aim of determining whether there are differences in the areas of
credit risk management between Islamic and conventional banks.

Since the researchers in this study were unable, for reasons of some banks, to reach all the population, therefore
were unable to select a representative sample of the actual number of banks adopting credit risk in Lebanon, they
decided to use a judgmental sample consisting of a large sample size 200.

7.2 Instrumentation

The researchers have used the questionnaire that has already been used by former researchers, Hussain and
Al-Ajmi (2012) and Hassan (2009). However, the questionnaire has been modified and adjusted to
commensurate with the nature of the study.

The researchers conducted a pilot tool to test the validity and reliability of the questionnaire in data collection for
the study purposes. By reviewing the literature, informal deliberations with seven selected professionals in this
area were assessed and discussed to improve content and ensure the validity of the questionnaire.

Reliability was tested using the 25 questionnaires that have been tested with randomly selected credit
departments staff in both Islamic and conventional banks and were not included in the final sample. The
reliability of the tool means that the tool is intended to obtain the same data when re-studying using the same
study tool on the same individuals under similar conditions (Sekaran & Bougie, 2013); the goal is to avoid a
biased answer. The rule suggests that 5% to 10% of the selected sample should represent the experimental test.
The trial test sample was within the recommendation. The most common measure of internal consistency
(reliability) is Crombach’s Alpha. The researchers used the Statistical Package for Social Sciences (SPSS)
program to test the reliability of the questionnaire. The results of the reliability test were produced and the
Crombach’s Alpha overall correlation coefficient of 0.829 indicates a high level of reliability of the questionnaire
data obtained.

Various groups from conventional as well as Islamic banks in Lebanon were asked to respond to attitude items
linked to credit risk management of Lebanese conventional and Islamic banks using Likert-five-point scale
format. The scale determines the degree of approval of the study sample members on each of the subjects of the
study tool and to convert them into quantitative data that can be measured statistically; whereby (1) means
strongly agree “SA”; (2) means agree “A”; (3) means neutral “N’; (4) means disagree “D”; and (5) means
strongly disagree “SD”.

To determine the degree of importance of each subject of the study instrument, a measure was adopted to
understand and identify the credit risk and analyze it, and in order to understand the bank’s policy capacity to
reduce these risks by dividing them into three levels, the score of the cutoff was calculated by dividing the
difference between the highest value of the scale (5) and the lowest value (1) at the three levels, i.e. the cutoff
level equals [(5-1)/3 = 1.33]. Thus, the three levels are as follows: (1-2.33) means a low degree of application,
(2.34-3.67) means a medium degree of application, and (3.68-5) means a high degree of application.

Two hundred and ninety (290) questionnaires were distributed to banks’ credit risk management departments and
senior employees who were randomly selected from conventional and Islamic banks. Only 212 questionnaires
were returned, which is approximately a 94% response, a rate that is regarded as highly accepted by researchers.

Due to missing data, the questionnaire revealed the need to neglect ten cases in the analysis, because some
respondents ignored some of the questions. Thus, we end up with 202 important questionnaires; however, we
have analyzed 200 questionnaires.

The questionnaire consists of three parts.
Part I: Introduction

Part 11: It consists of demographic data collected from the sample of the study and contains four closed-ended
questions: (1) age, (2) qualification, (3) career status, and (4) experience in banks.

Part I11: It contains three subjects concerning credit risk management in Lebanese conventional and Islamic
banks.
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A. First subject measures the understanding level of credit risk management with regards to the credit risk
management practices in the bank and consists of Q1 through Q4.

B. Second subject measures the level of practice of credit risk analysis adopted in the bank and consists of Q5
through Q12.

C. Third subject relates to the credit risk mitigation methods adopted in the bank and consists of Q13 through
Q19.

8. Findings and Analysis
8.1 Sample Demographics

This paragraph describes the general characteristics of the respondents in terms of age, qualifications, career
status, and the number of years of experience in the bank.

8.2 Age Groups

The results of Table 1 show that the majority of respondents were over the age of 36 years with most of them
(39%) were between 36 and 45 years old. The rest of respondents (17%) were between 26 and 35 years old.
There were only a few who were over 55 years old which is commensurate with the workforce of many banks.
This is due to the reorganization of staff arrangements, in which older employees are usually retired either
through the early retirement or through the voluntary retirement program.

Table 1. Age of respondents

Age 26-35 36-45 46-55 Above 55 Total
Frequent 34 78 56 32 200
Percent 17 39 28 16 100

8.3 Qualification

The results of Table 2 show that the percentage of holders of bachelor’s degree reached 62% and the percentage
of the master’s degree holders reached 74% while the percentage of holders of PHD degree is the lowest (1%).

Table 2. Qualification of respondents

Qualification Bachelor Degree Master’s Degree PHD Degree Total
Frequent 124 74 2 200
Percent 62 37 1 100

8.4 Career Status

The results of Table 3 show that the percentage of employees at the rank of head of the Department amounted to
only 6%, while the proportion of customer service officer amounted to 94%.

Table 3. Career status of the respondents

Career Status Head of Department Customer Service Officer Total
Frequent 12 188 200
Percent 6 94 100

8.5 Experience in The Banks

The results of Table 4 show that the percentage of those with experience ranging from 1 to 5 years is only 4%
while 96% of the respondents work in the banking sectors for more than 5 years.

Table 4. Respondents’ experience in the banks

Experience 1-5 years 6-10 years Above 10 years Total
Frequent 8 94 98 200
Percent 4 47 49 100
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8.6 Interpretation

This paragraph provides the detailed statistical treatments for the questionnaires according to the questions of
each subject of the three subjects (as stated in part Il of questionnaire) that concerned with credit risk
management in Lebanese conventional and Islamic banks as follows:

A. How well do you understand and manage credit risk in Lebanese banks?

Table 5 shows the arithmetical averages and the standard deviations of the field of understanding level and
awareness of credit risk in order to calculate their importance and to rank them according to the arithmetical
averages.

Table 5. Trends of the study sample on the level of understanding of credit risk management

Question Mean Std Dev Ranking Level
1. There is a common understanding of credit risk management across the bank. 3.30 0.63 2 average
2. Credit risk management is important to the Bank’s performance and success 3.82 0.62 1 high
3. Accountability for credit risk management is clearly set out and understood throughout the bank.  2.51 0.83 4 average
4. Responsibility for credit risk management is clearly set out and understood throughout the bank. 328  0.71 3 average
5. The Bank uses complex credit risk management techniques 2.34 0.77 5 low
General Trend 3.06 0.45 - average

The above table shows that the trends of the study sample are of medium importance to the questions related to
the level of understanding and awareness of the banks. Islamic and traditional credit risk ranged from (2.34-3.82)
where the results indicate that the trends of the sample of the study is positive for all questions of the
questionnaire because their arithmetic mean is greater than the default arithmetic mean (3), with the exception of
question number (3) and question number (5).

This means that the members of the study sample agreed with the rest of the questions that measure the variable

of understanding and awareness of credit risk. In reviewing the order of the questions, it was found that the

question that states, “credit risk management is important to the bank’s performance and success”, came first

with an average of 3.82 and a standard deviation 0.62, while the question that states “there is a common

understanding of credit risk management across the bank” was ranked second with an average of 3.30 and a

standard deviation of 0.63, while the question stating “the Bank uses complex credit risk management techniques”
in the last place with an average of 2.34 and a standard deviation of 0.77 compared to the general arithmetic

mean.

Accordingly, the overall results indicate that there is a moderate level of understanding and awareness of Islamic
banks and conventional banks of credit risk. The general arithmetic average is 3.06 and the standard deviation
was low at 0.45. This indicates convergence of opinion, in understanding and awareness of credit risk in
Lebanese banks.

B. What is the extent of the practice of credit risk assessment and analysis in Lebanese banks?

Table 6 shows the arithmetical averages and the standard deviations of the practice of credit risk analysis from
the point of view of the study sample members working in the credit departments of the Lebanese banks in order
to calculate their importance which ranked according to the arithmetical averages.

Table 6. Trends of the study sample on the level of practice of credit risk analysis

Question Mean Std Dev Ranking Level
6. This bank assesses the likelihood of occurring credit risks. 3.56 0.85 1 high
7. Executive management regularly reviews the performance of banks in managing their average
credit risks. 3.34 0.67
8. Traditionally bank uses a specific analysis when it evaluates loan application. 3.34 0.50 2 average
9. When the bank evaluates a loan application, it analyses the collateral, or security put up average
for a loan. 3.12 0.87
10. When the bank evaluates a loan application, analyses the borrower’s capacity. 3.1 0.80 5 average
11. This Bank analyzes creditworthiness prior to the transaction. 3.08 0.92 6 average
12. When a bank evaluates a loan application, it analyses the character of the potential average
borrower. 2.86 0.85 7
General Trend 3.20 0.49 - average
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The above table shows that the trends of the study’s sample are of medium importance to the questions related to
the level of the practice of credit risk. Assessment and analysis in Islamic and conventional banks ranged from
(2.36-3.56) where the results indicate that the trends of the sample of the study is positive for all questions of the
questionnaire because their arithmetic mean is greater than the default arithmetic mean (3), with the exception of
question number (12).

This means that the members of the study sample agreed with the rest of the questions that measure the variable
of practice of credit risk assessment and analysis. In reviewing the order of the questions, it was found that the
questions that states “This bank assesses the likelihood of occurring credit risks ranked first with an average of
3.56 and a standard deviation of 0.85. The question, which states that “Traditionally bank uses a specific analysis
when it evaluates loan application” ranked second with an average of 3.34 and a standard deviation 0.50, and last
came the question, which states that “When a bank evaluates a loan application, it analyses the character of the
potential borrower”, with an average of 2.86 and a standard deviation of 0.85.

Generally speaking, the overall results indicate that there is an average level of practice of Islamic banks and
conventional banks in credit risk analysis, where the general arithmetic average is 3.20 and the standard
deviation was low at 0.49. This indicates the convergence of opinions, in credit departments in Lebanese banks
about this variable.

C. To what extent are credit risk mitigation methods used in Lebanese bank

Table 7 shows the arithmetic averages and the standard deviations of credit risk mitigation methods from the
point of view of the study sample members. In order to calculate their importance, we ranked them according to
the arithmetical averages.

Table 7. Trends in the sample of the study on credit risk mitigation methods

Question Mean StdDev  Ranking Level
13. This Bank generally applies Basel 11 to credit management. 3.55 0.92 1 high
14. The Bank emphasizes the recruitment of qualified personnel in credit management. 3.34 0.66 2 average
15. This bank’s credit risks are assessed by using quantitative analysis methods. 2.88 0.65 4 average
16. The credit department provides staff with a guide on risk management. 3.19 0.93 3 average
17. The Credit management is documenting procedures and operations. 2.79 0.65 6 average
18. This bank’s credit risks are assessed by using qualitative analysis methods. 2.86 0.60 5 average
19. The Credit management encourages training programs in credit risk management. 2.74 0.70 7 average
General Trend 3.05 0.52 - average

The above table shows that the trends of the sample of the study are of medium importance to the questions
related to the level of risk mitigation. Technigues in Islamic and conventional banks ranged from (2.74-3.55).
Where the results indicate that the trends of individuals in the study sample are positive towards some questions
because their arithmetic mean is greater than the default arithmetic mean (3), and negative for some of the others,
which means that the trend of the sample members of the study is between the approval and not.

In general, the overall results indicate that by reviewing the order of questions, it was found that the question of
“This Bank generally applies Basel Il to credit management” was ranked first with an average of 3.55 and a
standard deviation of 0.92. While the question that “The Bank emphasizes the recruitment of qualified personnel
in credit management” was ranked second with an average of 3.34 and a standard deviation of 0.66. Finally, the
question “The Credit management encourages training programs in credit risk management” was ranked with an
average of 2.74 and a standard deviation of 0.70.

There is an average level of use of Islamic banks and conventional banks for credit risk mitigation. The general
average of 3.05 and the standard deviation was low of 0.52. This indicates the convergence of opinions and the
absence of large dispersion in the responses of the study sample members in credit departments in Lebanese
banks about this variable.

8.7 Test the Hypotheses of the Study

For comparison between Islamic banks and conventional banks in credit risk management, the T-test was used
for independent samples (Independent Sample T-Test). The rule of the decision, and acceptance of the hypothesis
(HO) for the test, is to reject the null hypothesis and accept the alternative hypothesis (H1) if the calculated
T-values are greater than the T-value of the scale at a level of 5% (Malhotra, 2003).
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8.7.1 First Hypothesis Test

This hypothesis states that “There are no significant differences in understanding and awareness of credit risk
between Islamic banks and conventional banks.” To test this hypothesis, T was tested for independent samples
(Independent Sample T-Test) and Table 8 shows the results of this test.

Table 8. Results of test analysis (T) to find differences in the level of awareness of credit risk

Mean T-Calculated T-Value Sig level 0.05 Statistical Decision
Islamic Banks 3.22 2.499 2.001 0.011 Reject (HO)
Conventional Banks 2.84

It is clear from the previous table that the value of (T) calculated is 2.499 while the value of the T-scale is (2.001).
By comparing the values reached in the test of this hypothesis shows that the calculated value is greater than the
value of the T-Scale, so we reject the null hypothesis (HO), which states that “there are significant differences at
the level of significance (0.05) between Islamic banks and conventional banks in the level of understanding and
awareness of credit risk”. This is confirmed by the level of significance of (0.011) which is lower than 0.05.
The table also shows that the differences were in favor of Islamic banks with an average of 3.22, while the
average for conventional banks is (2.84). That is, Islamic banks are more aware of credit risk than conventional
banks. In the sense that Islamic banks are more understanding, aware and cautious in their approach than
conventional banks.

8.7.2 Second Hypothesis Test

This hypothesis states that “There are no significant differences in credit risk assessment and analysis between
Islamic banks and conventional banks.” To test this hypothesis, T was tested for independent samples
(Independent Sample T-Test) and Table 9 shows the results of this test.

Table 9. Results of test analysis (T) to find differences in the level of credit risk analysis

Mean T-Calculated T-Value Sig level (0.05) Statistical Decision
Islamic Banks 3.43 3.461 2.001 0.001 Reject (HO)
Conventional Banks 2.88

It is obvious from the table (9) that the value of (T) calculated is 3.461 while the value of the T-scale is (2.001).
By comparing the values reached in the test of this hypothesis shows that the calculated value is greater than the
value of the T-Scale, so we reject the null hypothesis (HO0), which states that “There are no statistically
significant differences at the level of significance (0.05) in credit risk assessment and analysis between Islamic
banks and conventional banks.” This is confirmed by the level of significance of (0.001) which is lower than
0.05. The table also shows that the differences were in favor of Islamic banks with an average of 3.43, while the
average for conventional banks is 2.88. That is, Islamic banks are more aware of credit risk than conventional
banks. In the sense that Islamic banks are more understanding, aware and cautious in their approach than
conventional banks. Islamic banks are more efficient in assessing and analyzing credit risk than conventional
banks.

8.7.3 Third Hypothesis Test

This hypothesis states that “There are no significant differences in the level of use of credit risk mitigation
methods between Islamic banks and conventional banks.” To test this hypothesis, T was tested for independent
samples (Independent Sample T-Test) and Table 10 shows the results of this test.

Table 10. The results of the T-test analysis to find differences in the level of use of credit risk mitigation methods

Mean T-Calculated T-Value Sig level (0.05) Statistical Decision
Islamic Banks 3.19 2.720 2.001 0.008 Reject (HO)
Conventional Banks 2.78

It is clear from the previous table that the value of (T) calculated is 2.720 while the value of the T-scale is (2.001).
By comparing the values reached in the test of this hypothesis shows that the calculated value is greater than the
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value of the T-Scale, so we reject the null hypothesis (HO), which states that “There are no statistically
significant differences at the level of significance (0.05) in the level of use of credit risk mitigation methods
between Islamic banks and conventional banks.” This is confirmed by the level of significance of (0.008) which
is lower than 0.05. The table also shows that the differences were in favor of Islamic banks with an average of
3.19, while the average for conventional banks is 2.78. In other words, Islamic banks are more used to credit risk
mitigation than traditional banks.

9. Conclusions and Recommendations
9.1 Conclusions

The objective of this study is to compare conventional and Islamic banks in various aspects of credit risk
management processes. The study uses 200 questionnaires collected from 21 traditional banks and 4 Islamic
banks in Lebanon.The results found that differences in the various issues of credit management between Islamic
and conventional banks. Knowing that credit Risk is the most common risk that Islamic banks face, given that
their operations dominated by debt-like transactions; Credit risk in Islamic banks is present in all types of
debt-like transactions (i.e., murabaha, salam, istisna and ijara). In addition, profit and loss sharing (PLS)
financing is beset with moral-hazard problems. Thus, Islamic financial institutions cannot profit from penalties
imposed on debtors that have fallen into arrears and credit risk cannot be mitigated by the use of credit
derivatives. Conventional banks on the other hand can charge interest as a condition for extending the maturity
of the loan and credit derivatives are much widely available to conventional banks than to their Islamic
competitors. For these reasons, Islamic banks are more understanding, awareness, and cautious in their approach
than traditional banks. Islamic banks are more efficient in assessing and analyzing credit risk than conventional
banks. All in all, Islamic banks are more used to credit risk mitigation than traditional banks.

9.2 Recommendations

The study recommended the need to create an appropriate environment to manage these risks in banks,
especially traditional ones; by directing the boards to stimulate credit policy and strategy and senior management
to implement it. Furthermore, the banks need to ensure the integrity of the process of providing and granting
credit through the establishment of clear criteria for granting credit. Maintaining appropriate credit management
for the credit portfolio in the light of measurement and monitoring and ensuring adequate risk control, is
necessary.

To improve the quality of assets of conventional and Islamic banks, credit must be assessed objectively before
and after it is granted, in addition to careful monitoring of client’s accounts and regular monitoring of the
borrower’s project. Thus, banks should give due importance to properly applying credit monitoring and control
mechanisms, and banks should also provide technical and advisory services to borrowers whenever required.
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