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Abstract 
Risks in banking have to be managed properly to ensure that banks can sustain in the financial 
industry. This paper examines the credit risk with the factors that influence risk in Islamic and 
conventional banking. This study highlights the relationship between credit risk and factors that 
affect the risks in both banking systems. The data have collected from financial statements of 
respective banks for a period of 9 years, starting from 2008 to 2016 and panel data analysis was 
used in this study. The findings of this study show that management efficiency and leverage 
indicate the lower efficiency and the higher debt that shows higher credit risk in both banking 
systems. Findings from this research contribute in enriching and enhance literature on risk 
management of Islamic and conventional banks. The problem of credit risk regarding regulatory 
requirement will decrease and this will give banks to increase their profitability and improve their 
financial performance. 
Keywords: Credit Risk, Islamic Bank, Conventional Bank, Risk Management 
 
Introduction 

Risk management has become more important after the economic and financial crisis that 
invades United States when Lehman Brothers Holdings, Inc filed for bankruptcy on 15 September 
2008. Failure of risk management is one of the causes of this crisis. As a continuous process, risk 
management depends directly on the internal and external environment in banks. Effective risk 
management is a very important for the organization, including financial institutions. Financial 
institutions cannot operate properly without an effective system. In fact, financial institutions 
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required an effective risk management system in order to develop a strong and stable 
infrastructure of financial institutions. Banking and financial institution also affected because the 
global financial crisis in the year 2007-2008 (Vaaler & McNamara, 2004). The effect of these 
economic conditions of most countries decreases and have destroyed several banking 
institutions that have survived in the market to undermine public opinion against the banking 
system is considered stable. Islamic and conventional banks also faced this problem, but when 
compared with conventional banking, Islamic banking still can survive from this crisis with only a 
minimal impact. Theoretically in previous research suggest that Islamic banking is more risky than 
conventional bank in some other aspect, but there is still a lack of empirical research about this 
study.  According to Khan and Ahmed (2001) related to risk management, explained that Islamic 
financial institutions are faced with a number of risks that are different from conventional 
financial institutions. This shows that both banks have a serious risk problem in risk management.  
 

Credit risk is a very important risk in banking system. It is normally defined as the 
probability of a borrower in default a loan commitment in the banking system. Credit risk involves 
the inability or failure of one party to meet its obligations as agreed upon signing the contract 
(Al-Saati, 2003). According to Bhatti and Misman (2010) credit risk exists in all products that the 
bank offered to the customers and each bank have a different risk depend the way they manage 
the risk. Credit risk is one of the main risks that seriously affect bank when financial crisis in 1997 
happened. Studies conducted by Rekha and Kotreshwar (2005) show that credit risks were 
accounted for 70% of the total risk in the bank and 30% for market risk and operational risk. 
Managers of commercial banks realize that credit risk is the risk of the most common problems 
in the banking business (Carey & Stulz, 2005). While Khan and Ahmed (2001) explain credit risk 
is the most important source of banking instability is widespread and widely capital than bank 
insolvency. Basel Accord, the International Bankers Association also noted that the largest source 
of risk in the banking problem is credit risk which is the risk that caused by human carelessness. 
This study examines the relationship between credit risk and the factors that affect risks in both 
banking systems.                                                                                                                                                                         
This paper is divided into six sections. This paper begins with an introduction and followed by 
section 2 entails review of related literature based on this study. Section 3 highlights the 
methodology and section 4 present the analysis the result of the paper. Finally, section 5 
concluded the paper with the contribution of the study. 

 
Literature Review 

Credit risk is the potential loss due to the failure of the counter party lenders to meet its 
financial obligations and very important to banks as it is an integral part of the loan process. The 
purpose of credit risk is to ensure that the structures and processes of credit risk management 
can maintain and further improve the bank's risk assessment capabilities in key areas of credit 
within acceptable parameters. According to Hussain and Al-Ajmi (2012) credit risk is the most 
important risk in Islamic bank. The effectiveness of credit risk management is a very difficult 
component and need a comprehensive technique in the banking system. Hanif et. al (2012) found 
that credit risk management and solvency is a performance of Islamic banking is preferable than 
conventional bank. This show that credit risk is a factor of the performance of the banking system 
and it becomes more popular in financial analysis.  
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Study on impact of credit risk management on the financial performance of bank in Kenya for the 
period 2000-2006 by Musyoki and Kadubo (2012) were found that credit risk is an important 
predictor of bank performance while the success of bank performance depend on risk 
management to extent around 36%. They suggest putting more emphasis on risk management 
in order to minimize risk and maximize performance, the bank need to allocate more funds to 
default rate management.  

 
Financial crisis in 1997 clearly demonstrated the importance of credit risk in both types of 

bank and how it touches upon bank viability. Studies that compare between conventional and 
Islamic bank in regard to the effect of credit risk on each bank performance are Hassan and Bashir 
(2003), Ahmad and Ahmad (2004), Kahf (200), Vitria (2008) and Aldoseri (2012).  
 

According to Hassan and Bashir (2003), Islamic bank found their loans to be low in risk 
compare than conventional bank in their sample tent to have more loan loss reserve and bad 
loan relative to the total loan. The sample included 43 Islamic banks for 8 years in 1994-2001 
from 21 countries. Kahf (2005) argues that Islamic bank has qualitatively similar credit risk to 
conventional banks, but the processes of the calculation of the minimum equity requirement for 
credit risk should not be different from the methodologies proposed for conventional banks. This 
shows that both banks have a similar process in managing credit risk in banking.  
 

Ahmad and Ahmad (2004) examine the problem in credit risk faced by conventional and 
Islamic bank is a principle factor that influences the formation of credit risk in an operation of 
Islamic banks. The data extract from audited annual report, income statement and balance sheet 
of 6 anchor bank in Malaysia from 1996 to 2002. Finding from this study support the intuition 
with empirical evidence that there are significant differences between the means credit risk 
predictors of Islamic bank and conventional bank. The efficiency in managing the risky assets is 
crucial to minimize credit risk by strengthening internal control and minimizing adverse selection 
to increase efficiency credit risk within Islamic bank.  
  

Further, Vitria (2008) found that the significant factors related to credit risk in Islamic bank 
are management efficiency, leverage, loans to risky sectors, regulatory capital, risk weighted 
asset and growth in total asset. The study covered commercial bank in Indonesia with Islamic 
finance has lower credit risk, but have higher profit rate risk and liquidity risk.    
 

Aldoseri (2012) investigated that conventional and Islamic bank does not have significant 
differences in credit risk exposure. They found credit risk have a positive relationship with 
leverage in Islamic bank and loan to deposit ratio in conventional bank, but the size of Islamic 
bank has a negative relationship in Islamic banking and management efficiency in conventional 
bank. This show that credit risk in Islamic and conventional bank sis not serious rather than others 
risk in banking.  
 

Previous study done by Waemustafa and Sukri (2015) found that bank specific 
determinants of credit risk are uniquely influenced the credit risk formation in conventional and 
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Islamic banks. Their study found that risky sector financing and regulatory capital are significant 
to credit risk for Islamic banks but for conventional banks only loan loss provision, debt to equity 
ratio, size, regulatory capital are significant factors to credit risk. This shows that there is a 
difference between credit risk determinants between Islamic banks and conventional banks.  
 

Salim et al. (2016) used a proxy for credit risk is Non-performing loans (NPLs) and found 
that credit risk in Iranian banks generally exhibited efficiency improvements over time and their 
credit risk performance deteriorated considerably after the regulatory changes introduced in 
2005.  
 
Methodology 
Data  

Data from the income statement and balance sheet of 16 Islamic banks and 21 
conventional banks from 2008-2016 was used in this study.  
 
Credit Risk Model 

Credit risk models used in this study was based on a study made by Aldoseri (2012), 
Rahman (2010), Ahmad and Ahmad (2004), Madura et. al (1994) and Hassan (1993). The research 
model is as follows: 
 
CRit= β0 + β1 MGTit+ β2 LEVit + β3 RSECit + β4 REGCAPit + β5 LLPit + β6 FCOSTit  + β7 RWAit  +  β8 SIZEit+ 
β9 LDit+ εit 
 
Where, 

CR = Credit risk as measured by non performing loan to total loan of bank i in 
year t 

MGT = Management efficiency as measured by total earning asset divided by 
total assets of bank i in year t 

LEV = Leverage as measured by total liabilities divided by total asset bank i in 
year t 

RSEC = Risky factors loan (RSECT) to total loan bank i in year t 
RSCET          =     property loans (residential property loans + non-residential property    
                            loans + real estate loans + construction loans) + purchase of securities   
                            loans + consumption credit loans 
REGCAP = Regulatory capital as measured by tier 1 capital to total asset bank i in 

year t 
LLP = Loan loss provision to total asset bank i in year t 
FCOST = Funding cost as measured by sum of interest expenses and non interest 

expenses to total asset bank i in year t 
RWA = Risk weighted asset bank i in year t  
SIZE = Natural log of total asset bank i in year t 
LD = Proportion of loan to deposit bank i in year t 
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The credit risk variable is represented non-performing loans to total loan. (Aldoseri, 2012; 
Vitria, 2008; Ahmad & Arif, 2004; Corsetti et. al, 1998; Berger & DeYoung, 1997. From the 
literature, there are nine variables that determine credit risk in banking. The variable is 
management efficiency (MGT), Leverage (LEV), risky loan sector (RSEC), regulatory capital 
(REGCAP), loan loss Provision (LLP), funding costs (FCOST), risk weighted assets (RWA), natural 
log of total assets (SIZE) and the proportion of loan-deposit (LD). 
 
Hypotheses Development 

Based on the theoretical framework explained in the previous section, the following 
hypotheses have been developed:  
 
H0:  There is no significant relationship between credit risk and the factor that influence risk in 
Islamic and conventional bank. 
H1:  There is a significant relationship between credit risk and the factor that influence risk in 
Islamic and conventional bank. 
 
Empirical Result 

This section presents the descriptive analysis, regression model for credit risk and factor 
that affected risk.  GLS and regression panel data were used in this study. According to Gujarati 
(2003) GLS estimation will help to tackle the issue of non-normality distribution of the variable, 
which may be due to the presence of heteroscedasticity. Wooldridge (2002) explains that GLS 
turn out to be asymptotically more efficient than the OLS method. One way to take into account 
the individuality of each bank to cross sectional is by letting the intercept vary for each bank, but 
each bank still assume that the slope coefficients are constant across banks. The intercept in the 
regression model differs among individuals in the fixed effect model. The intercept differs among 
the banks because each bank has some specific characteristics of its own. According to Lobo and 
Yang (2001), pooling the cross sectional data over the sample period cannot produce a minimum 
standard error because the amount of observation increase relative to each bank’s observation 
and at the same time the number of firm dependent and time dependent intercept will be 
estimated.  Beaver et al. (1989) focus on the advantages of the fixed effect model. First, as far as 
the residual correlation are influenced by such fixed effect, the estimation can produce 
regression residuals with considerably lower inter-correlation, that a greater estimation 
efficiency and unbiased standard error. On the other hand, to the extent the intercepts will 
reflect the effects of correlated omitted variables, the slope coefficient of the explanatory 
variables is less exposed to bias from this source.  
 
Descriptive Statistic 

Table 1 presents the results of credit risk for descriptive statistics of the conventional 
banks. Credit risk (CR), which is derived by dividing non performing loan with total asset, has a 
means and a medium ratio of 0.49 and 0.58. This suggests that conventional banks have on 
average a credit risk ratio of 0.49. Management efficiency (MGT) is measured by earning asset to 
total asset has score mean of 0.43, median of 0.36 and standard deviation of 0.18. This shows 
that management efficiency has an average of 0.36 among the bank in the sample. This result 
also shows the means of leverage (LEV) is 0.89 and median of 0.91. Base on standard deviation, 
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there is a significant dispersion in leverage among banks. The mean and median of RSEC which is 
defined by the risky loan sector to total loan is 0.41. This show that RSEC ratio is on average is 
0.41 same with median. Descriptive statistic also discovered the standard deviation for RSEC is 
0.19. It indicates that there are banks with the positive risky loan sector in bank loan as well as 
those with negative risky. This result also reported that RECGAP as measured by Tier 1 capital to 
total asset score a mean of 0.11 and median of 0.09. The mean and median of Loan Loss Provision 
(LLP) measured by Loan Loss Provision to Total Asset is 0. The ratio of average funding cost 
(FCOST), which is measured from sum of interest expenses and non interest expenses divided by 
total asset is 0.03 with a median of 0.03 and standard deviation is 0.008. The result also shows 
that risk weighted asset (RWA) have mean and median ratios of 6.95 and 7.36. The descriptive 
statistic of bank SIZE suggests that bank on average have 7.39 with a median of 7.61 and the 
standard deviation is 0.67. Proportion of loan to deposit (LD) has score mean of 0.66 and median 
of 0.71 meanwhile the standard deviation is 0.35. This shows that the proportion of loan is a 
significant dispersion among the bank.   
 

Table 1: Descriptive statistic for the Conventional bank 

Variable Mean Median Standard 
Deviation 

CR 0.4851 0.5774 0.2222 
MGT 0.4312 0.3593 0.1794 
LEV 0.8883 0.9079 0.0569 
RSEC 0.4142 0.4100 0.1891 
RECGAP 0.1106 0.0884 0.0570 
LLP 0.0022 0.0020 0.0018 
FCOST 0.0327 0.0332 0.0086 
RWA 6.9530 7.3624 1.3917 
SIZE 7.3933 7.6055 0.6733 
LD 0.6554 0.7103 0.3504 

  
Table 2 presents the result of descriptive statistics on credit risk for Islamic bank. Credit 

risk (CR), which is derived by dividing non performing loan with total asset, has a means and a 
medium ratio of 0.55 and 0.58.  This suggests that Islamic bank has on average a credit risk ratio 
of 0.55. Management efficiency (MGT) is measured by earning asset to total asset has score mean 
of 0.45, median of 0.42 and standard deviation of 0.17. This shows that management efficiency 
has an average of 0.45 among the bank in the sample. This result also shows the means of 
leverage (LEV) is 0.90 and median of 0.92. Base on standard deviation, there is a significant 
dispersion in leverage among banks is 0.11. The mean and median of RSEC which is defined by 
the risky loan sector to total loan is 0.53 and 0.51. This show that RSEC ratio is on average is 0.53 
with a median of 0.51. Descriptive statistic also discovered the standard deviation for RSEC is 
0.29. It indicates that there are banks with the positive risky loan sector in bank loan as well as 
those with negative risky. This result also reported that RECGAP as measured by Tier 1 capital to 
total asset score a mean of 0.08 and median of 0.07. The mean of Loan Loss Provision (LLP) 
measured by Loan Loss Provision to Total Asset is 0.006 and the median is 0.004. This show that 
average of Loan Loss Provision is 0.006 with a standard deviation of 0.009. The ratio of average 
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funding cost (FCOST), which is measured from sum of interest expenses and non interest 
expenses divided by total asset is 0.02 and median also 0.02 with standard deviation is 0.01. The 
result also shows that mean and median for the risk weighted asset (RWA) is 6.72 and 6.87 with 
standard deviation is 0.85. The descriptive statistic of bank size (SIZE) suggests that bank on 
average have 7.15 with a median of 7.08 and the standard deviation is 1.03. Proportion of loan 
(LD) to deposit has scored a mean of 0.89 and median of 0.79 while the standard deviation is 
0.73. This shows that the proportion of loan is a significant dispersion among the bank.  These 
finding shows that the sample data are not normally distributed based on the result of descriptive 
statistic. 
 

Table 2: Descriptive statistic for the Islamic bank 

Variable Mean Median Standard 
Deviation 

CR 0.5488 0.5764 0.1498 
MGT 0.4501 0.4155 0.1738 
LEV 0.9032 0.9248 0.1107 
RSEC 0.5333 0.5106 0.2860 
REGCAP 0.0823 0.0731 0.0411 
LLP 0.0064 0.0045 0.0092 
FCOST 0.0175 0.0166 0.0115 
RWA 6.7196 6.8655 0.8544 
SIZE 7.1525 7.0768 1.0297 
LD 0.8891 0.7881 0.7322 

 
Figure 1 shows the different between the mean of credit risk for Islamic and conventional 

banks in Malaysia. When comparing their NPL, at year 2008 both banks have a same mean but 
starting 2009 Islamic banks have increased their NPL until 2010. Conventional banks decrease the 
NPL and go up again in 2010. In 2011 NPL for Islamic banks decreases and it's going up at 2012 
but NPL for conventional banks are static since 2010 until 2012. This indicates that Islamic banks 
have a high credit risk compare to Conventional banks. The bank will make a financial decision 
based on risk analysis and if the credit risk have problem to manage this show that the bank 
should have a good credit risk management to make sure they can sustain in the industry.   
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Figure 1: Credit risk between Islamic and conventional bank using NPL 

 
Tests of Multicollinearity 

Pearson’s correlation uses to test multicollinearity for the equation. Table 3 shows the 
Pearson’s correlation result for the Conventional banks. All variables in conventional banks are 
significant in explaining the relationships with credit risk except the variable REGCAP are not 
significant. The results also show that MGT and LD are strongly correlated with CR with a 
correlation value of -0.8946 and 0.8648 respectively. In fact, this variety is alternately analyzed 
in the regression estimation because of the VIF results show that the entire variable is not more 
than 10. The result of VIF plays an important role in the case of consistent findings. Banks respond 
positively with credit risk variable. While LEV, RSEC, LLP, FCOST, RWA, SIZE and LD have positive 
sign, but MGT and REGCAP have negatively significant related to credit risk. MGT and LD are 
strongly correlated with CR with a value of -0.8946 and 0.8648. Table 4 shows the Pearson’s 
correlation result for Islamic banks. The significant variables in Islamic banks are MGT, LEV, RWA 
and LD, while variable RSEC, REGCAP, LLP, FCOST and SIZE are not significant. The result also 
shows the variable MGT and LEV are strongly correlated with CR with a value of 0.8839.  This 
variable still is used in regression estimation because of VIF result shows the value is not more 
than 10. Overall, none of the variable shows a serious multicollinearity problem in the model. 
This proves that all variables are very important element of credit risk in conventional and Islamic 
banks. 
 
Regression Analysis  
The result of the GLS estimation of credit risk model is presented in Table 5, in the conventional 
and Islamic banks. Six variables such as MGT, LEV, RSEC, FCOST, SIZE and LD are significantly 
related to credit risk for conventional banks. Management efficiency (MGT) is negatively 
significant related to credit risk. This result shows that bank with lower efficiency in managing 
earning asset will give the higher risk in the banking system. This result supports the past findings 
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from Vitra (2008). Leverage (LEV) is negatively significant related to credit risk and same with 
finding from Ahmad and Ahmad (2004) and Berger and DeYoung (1997). The regression result 
shows that risky loan sector (RSEC) has a negative and significant sign for conventional banks.  
This result shows bank with a lower financing, extended to risky sectors will face a high credit 
risk. A result from Ahmad and Ahmad (2004), Waemustafa and Sukri (2015) and Vitria (2008) has 
a positive relationship between risky sectors and credit risk in banking system that contrary to 
this result. However, according to Sundararajan and Errico (2002) Islamic banks have no legal 
means to control the client who manage the financed through mudaraba contract because they 
have a freedom to do and make their own decision. Because of this reason bank have to be more 
cautious in giving loans to customers, especially in risky sectors that can impact to credit risk 
exposure. The funding cost (FCOST) is positively significant with a credit risk in conventional 
banks. This indicates that conventional banks have high overhead in controlling and monitoring 
of problem loan with credit risk. The past finding from Ahmad and Arif (2004) and Ahmad and 
Ahmad (2004) found that FCOST are not significantly related to credit risk for both banking 
systems. Result of risk weighted asset (RWA) is not significant with credit risk in conventional 
banks. But Berger & DeYoung (1997), Ahmad (2003), Ahmad and Ahmad (2004) and Vitria (2008) 
found that Risk Weighted Asset (RWA) has a positive relationship with credit risk in conventional 
and Islamic bank. This evidence shows that higher proportion of risky assets to total asset tend 
to have higher credit risk. Bank size (SIZE) for conventional bank has a positive sign and significant 
related to credit risk. This indicates that bank with larger bank size are higher to expose a credit 
risk. This result is consistent with Aldoseri (2012), Berger & DeYoung  (1997), Park (1997) and 
Shrieves and Dahl (1992) found that bank size has a positive relationship with credit risk. Result 
for Loan to deposit (LD) is positive and significant for conventional banks with credit risk. This 
positive sign support by Ahmad and Ariff (2007) which are show that ratio of credit risk is high of 
an amount of deposit in earning asset. The larger bank loan in portfolio will give a higher 
probability of loan default. This research will use the loan to deposit (LD) measured by Proportion 
of loan to deposit has significant positive to determinant of credit risk in banking system. 
(Aldoseri, 2012; Ahmad and Ariff, 2007; Ariff, 1988).  

 
Islamic Banks have five variables that significantly related to credit risk which is MGT, 

RSEC, RWA, SIZE and LD. MGT, RSEC and SIZE have a negatively significant with credit risk. RWA 
and LD have a positively significant related with credit risk. This shows that Islamic banks also 
faced a credit risk and all variable that tested in this paper are have a strong correlated at 1%, 5% 
and 10% significant level. MGT has a negative correlation and same result with past finding from 
Vitria (2008). Ahmad and Ahmad (2004), and Vitria (2008) has a positive relation between risky 
loan sectors and credit risk in banking system and result from this research have a negative 
relationship at 5% significance level. Risk weighted asset (RWA) has a positive relationship with 
an Islamic bank at 1% significance level. This shows that RWA are very strongly related to credit 
risk. For Islamic banks, SIZE has a negatively significant related with credit risk. This shows that 
bank with small asset is higher to expose to credit risk. Proportion of loan to deposit has 
significant positive with credit risk in Islamic banks and this shows that larger bank loan in 
portfolio will give a higher probability of loan and bank will face a credit risk.  
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Table 3: Pearson Correlation for Conventional bank  
Correlation for Conventional bank  

 CR MGT LEV RSEC REGCAP LLP FCOST RWA SIZE LD 

CR 1.0000          
MGT -0.8946* 1.0000         
LEV 0.4284* -0.4966* 1.0000        

RSEC 0.2887* -0.1828** 0.0588 1.0000       
REGCAP -0.4030 0.1104 -0.5391* -0.2564* 1.0000      

LLP 0.4516* -0.3790* 0.1995** 0.1848 -0.1958** 1.0000     
FCOST 0.3855* -0.3387* 0.4034* 0.1586 -0.2678* 0.4793* 1.0000    
RWA 0.2707** -0.3051* 0.2911* 0.0798 -0.1149 0.1761 0.1798 1.0000   
SIZE 0.5065* -0.5806* 0.7993* 0.2629* -0.5485* 0.1348 0.3313* 0.3560* 1.0000  
LD 0.8648* -0.7742* 0.2113* 0.0986 0.0065 0.4133* 0.2594* 0.1710 0.2369 1.0000 

Note: *Correlation is significant at 0.05 level (2-tailed) 
          **Correlation is significant at 0.01 level (2 tailed) 
 
Table 4: Pearson Correlation for Islamic bank  

 CR MGT LEV RSEC REGCAP LLP FCOST RWA SIZE LD 

CR 1.0000          
MGT -0.4751* 1.0000         
LEV 0.4087* 0.2523 1.0000        

RSEC 0.0973 0.1832 0.2085 1.0000       
REGCAP 0.0387 0.0923 -0.1458 -0.0025 1.0000      

LLP 0.0928 -0.0237 -0.0479 0.1629 0.2823 1.0000     
FCOST -0.0469 0.1804 0.0545 -0.3089* 0.3167* 0.2051 1.0000    
RWA 0.5940* 0.0884 0.8839* 0.2399** 0.0385 0.0681 0.0769 1.0000   
SIZE 0.1618 0.3524* 0.6449* 0.1286 0.4061* -0.0113 0.1327 0.6701* 1.0000  
LD 0.3954* -0.1935 0.1589 0.2483** -0.0669 0.0027 -0.1407 0.2160 0.0429 1.0000 

Note: *Correlation is significant at 0.05 level (2-tailed) 
          **Correlation is significant at 0.01 level (2 tailed)
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In conclusion, there was a significant relation between credit risk and the factor that influence 

risk in Islamic and conventional bank. Thus, the null hypothesis of no significant association between 
credit risk and the factor that influence risk was rejected at a 5 percent significant level.  
 

Table 5: Result for Conventional and Islamic bank 

Variable Conventional Islamic 

Constant -0.6985 
(0.3761)* 

-0.2046 
(0.0357)*** 

MGT -0.2421 
(0.0418)*** 

-0.1306 
(0.0404)*** 

LEV -0.4282 
(0.1520)*** 

-0.8418 
(0.2645)*** 

RSEC  -0.0799 
(0.0337)** 

-0.0946 
(0.0389)** 

REGCAP -0.0605 
(0.0743) 

0.0787 
(0.3855) 

LLP 0.4639 
(1.7216) 

0.4841 
(0.5858) 

FCOST 0.7200 
(0.3960)* 

-0.1530 
(0.5516) 

RWA -0.0005 
(0.0019) 

0.2319 
(0.0378)*** 

SIZE 1.8115 
(0.4849)*** 

0.0073 
(0.0056) 

LD 0.1769 
(0.0438)*** 

0.0243 
(0.0057)*** 

N 189 144 
R2 0.9942 0.9541 

Adj. R2 0.9919 0.9341 
F 441.6390 47.6496 
P 0.0000 0.0000 

DW 1.9272 2.2100 

Note: 
Figure in parentheses is standard error value of the regression coefficient 
***, **, * denotes a significant level at 1%, 5% and 10% confidence level. 
 

Research Implication and Conclusion 
This paper attempts to fill the gap by examining the factors affecting credit risk in Islamic and 

conventional bank in Malaysia. The general objective of the study was to determine the factor 
affecting credit risk. The result shows that credit risk is an important factor for banking in managing 
risk. This paper used a regression model for examining the research question. This model shows that 
there is a significant positive relationship between funding cost, bank size, and loan to deposit with 
credit risk and negative significant relationship between management efficiency, leverage and risky 
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loan sector with credit risk in conventional banks. While in Islamic bank only risk weight asset and 
proportion of loan to deposit are significant positive relationship with credit risk and management 
efficiency, risky loan sector and bank size are negative relationship with credit risk. From the finding 
suggest the implementation of successful credit risk management system bank should focus on 
several policy implications. The risks are very difficult to judge and quantify based on the analysis 
particular situation. For this reason, bank should have a stringent regulatory requirement. With this 
policy, the problem of credit risk regarding the regulatory will decrease and loss will be complete or 
partial can and arise in a number of circumstances. In fact, the effectiveness of credit risk 
management is very important in the banking system and gives them to increase their profitability 
and improve bank financial performance. Establishment of a comprehensive credit risk management 
system in both banking systems should be a prerequisite as it contributes to the overall risk 
management system of the bank. These papers only focus on internal factors of bank risk and in 
future research this area should include the external factor that can affect bank risk. Hence, further 
exploration regarding this aspect should need urgently. 
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