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Abstract

Islamic banking has been characterised by high credit risk exposure as receivables take
higher portion of the banks' assels which are only held till maturity as discounting is not
allowed. The high level of exposure may affect their performance m relation 1o conventional
banks. However. there is dearth of research on the comparative analysis of credit risk
exposure of Islamic and conventional banks in Nigeria. This studwtherefore investigated the
level of credit risk of Islamic banks in comparison with that of conventional deposit money
banks in Nigeria. Data were collected from anmmual reports of the selected banks and
analvsed via Wilcoxon Signed Ranks Test. Ti he study found that Islamic banks had
significantly lower loss provision ratio than conventional banks (y= 2.99<4.89, p=0.001).
Non performing financing was also found to be significantly lower for Islamic banks than
conventional banks (y= 4.99<5.27;, p=0.220). However, Islamic banks had higher but
insignificant level of cost to loan asset (1= 16.67<11 72 p=0.530). Based on these findings,
the study conciuded that Islamic banks have lower level of credit risk exposure than their
conventional counter-parts in Nigeria. The study thus recommended moderate provision for
loss financing to reduce cost and enhance profitability. i

Keywords: Conventional banks. Credit risk, Islamic banking, Nigena, Profitability

Introduction

Banking, regardless of its moNalities, is all about credit creation through which profits are
made for banking firms and shareholders’ wealth are promoted. It 1s also this process that
fosters financial intermediation through wlhich funds are mobilized by banking institutions
alnd then channeled as lending for productive activities within the economy. Theoretical
literature establishes certaimn costs attributable to financial mtermediation of ban]'(s indicatin

that banks are not f:harity organization but profit-making entities. Such profits coz.ne ma}orl%
from c;edll creation activities regardless of whether their operational modalities a .
conventional or Islamic. While conventional banks make their profits on lending ‘:’la int ; T‘i
charges,_lslamic banks earn theirs on profit sharing basis. However, how custoﬁners elesd
to repaying their debts under the various lending or financing aJTaI;gemenls ma derlespg'n

the quantity or level of profit on a banking transaction. This is accurate since z‘editeli-;n:l]::
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main product of financiai intermediation, and credit risk always follows. Reducing credit nsk
can directly affect tlie value and performance of financial intermediaries and erode banks'
capital bases (Michael & Enang, 2022). In other words, both conventional and Islamic
banking activities are now plagued by credit risk. Credit risk 1s the inability of a client to pay
his financial commitments to the banks when they become due.

Even though both Islamic and conventional banking both involve credit risk, the two banking
types handle risk in different ways. Compared to their traditional counterparts, Islamic banks
appear to be more exposed to credit risk. A greater percentage of Islamic banks' assets, for
example, are receivables, which they are only permitted to maintain until matunty because
Shariah prohibits discounting (Li, 2016). When a counterparty defaults, the problem is
exacerbated because banks are not allowed to penalize defaulters or charge any accrued
interest (Jimoh, et al, 2022). Consequently, in contrast to conventional banking, Islamic
banks face challenges in measuring and analysing credit risk due to the distinct structure and
contractual framework of Islamic financing (Susamto, Octavio, & Wardani, 2020).

It should be noted that no consensus has been reach on Islamic banking having higher credit
risk than conventional banking. In fact, some researchers noted that credit nisk 1s lower for
Islamic banks. According to Chamberlain, Hidayat and Khokhar (2020), conventional banks
exhibit higher credit risk when compared with their Islamic counterparts. The lower degree of
exposure may be attributed to the borrowers' (customers') religiosity, which may motivate
them to keep their end of any agreement made under Islamic financing contracts (Susamto, ef
al., 2020). Notwithstanding the conflicting stands on the level of credit risk exposure, 1t 1s
important to ascertain the level of risk exposure of Islamic banking model relative to
conventional banking for the purpose of banking market competition. This is particularly
necessary for Islamic banks in countries like Nigerian where Islamic banking market 1s still

evolving.

In Nigeria, Credit risk 1s a key issue that has contributed to bank underperformance and
failure in recent past. Failure of banks in emerging market economies like Nigeria resulted
majorly from improper lending practices as well as lack of expertise to adequately assess
credit risk (Ogbulu & Eze, 2016). The poor performance and eventual failure of some of
these banks were indicated by poor loan quality, ligh credit nsk and high non-performing
loans, among others (Kolapo, Ayeni, & Oke, 2012). For Islamic banks. Adewale and Elena
(2019) identified some reasons for credit risk exposure to mclude lack 6f valuable securities,
absence of good titles to properties and lack of proper financial documentation. Although
Tjaiya et al (2021) stated that high credit nisk 1s associated with Islamic banking across Africa,
primarily from Murabaha financing, empirical evidence specific to Nigerna is still lacking.

Sequel to the conflicting reports of past empircal researches, this study deemed it fit to
contribute to literature by reaisl:ssing the levels of credit nsk between the banking model.
Apart from the conflicting repdrt of past empirical studies, a dearth of research still exists n
Nigeria on comparison of credit risk levels of Islamic and conventional banks. This becomes
necessary to establish competitive position of the evolving Islamic banks in the Nigerian
banking market. This study was therefore conducted to empinically investigate the level of
credit nisk of Islamic banks and compare the credit risk level with that of conventional

deposit money banks in Nigeria.
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Literature Review
Concept of Credit Risk

Credit nisk is the likelihood that a bank trading partner (borrower or partner) won't be able 1o
fulfil Wis financial commitments ag per the terms set forth with the bank (Helmy, 2012). Li
and Zou (2014) defied credit risk as the possibility that counterpartics in loan transactions and
derivatives will default, and will not be able pay back the principal and interest on timely
basis. Credit risk may also be described as the danger of loss resulting from a debtor's failure
to make payments on a loan or other line of credit (principal, interest or both). The risk is also
known as counterparty risk. As such, credit risk is the possibility that a counterparty or loan
borrower will not fulfill its responsibilities i line with the terms that were agreed upon
(Kwabena, 2014).

Several reasons have been highlighted for credif 1isk exposures in banks. Bankruptey. fraud
and legal 1ssues as well as technical defaults were mentioned by Van Gestel and Baesens
(2008) as some of the causes of borrower’s mability to repay his loan as agreed. That is, a
debtor (borrower) may refuse or not be able to settle his loan if he 1s under financial stress or
on the verge of filing for bankruptey. Also, n the event of fraud or a legal 1ssue, such a debtor
may choose not to fulfill its debt service obligations. Another point identified 15 technical

defaults which might be caused by information system defects (Kwabena, 2014 Van Gestel
& Baesens, 2008).

Credit Risk in Islamic and Conventional Banking .

One of the main 1ssues that financial stitutions, the banking mdustry, deal with 1s credit risk
(Ahmed, Nizam & Ahsan, 2023). The biggest and most visible source of credit risk in the
majority of banks is loans. However, a bank's operations contain additional sources of credit
risk. They cover both on-and off-balance sheet activity as well as those recorded in the
banking and trade books. In addition to loans, banks are increasingly exposed to counterparty
or credit risk in a variety of financial products. These consist of trade finance, foreign
exchange transactions, bankers' acceptances, swaps, bonds, stocks, options, and financial
futures. They also involve the settlement of transactions (Kwabena, 2014).

According to Jimoh, et al., (2022), Islamic banking exposes to a variety of credit risks based
on the kind of contract (funding) mvolved. When a consumer does not pay for the
manufactured goods as agreed upon, the bank 1s exposed to credit risk of Istisna (Jimoh, et al,
2022). It occurs in the murabahah and musharakah profit-sharing contracts when the business
owner declines or neglects to send the bank's portion of the profits (Al-Wesabi & Ahmad,
2013). The credit risk associated with Murabaha arises from the buyer's inability to pay the
seller when the items are delivered or from his failure to fulfill his instalment payments as per
the agreement with the bank moumediene, 2011). Another way by which credit risk comes
up in Murabaha transactions is when buyers decline to accept delivery of the item they have
purchased, even after the bank has potentially paid for the products' supply (Ijaiya et al,
2021). This kind of defaults in meeting obligations by customers occurs mostly in non-

binding Murabaha when the goods do not meet the customers’ specifications (Ighal &
Mirakhor, 2011).
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Credit risk and Bank Performance

The pnmary source of revenue for banks is the creation of credit. The lender and the
borrower are both exposed to significant risk in this procedure. The business of the bank
could be seriously jeopardized if a trading partner fails to meet its contractual commitments
on lse or at any later point. Conversely, depositors are put at risk of bankruptcy when a
bank with a high credit risk files for bankruplcy. According to Ekinci and Poyraz (2019),
‘credit risk is commonly characterized as the most significant risk that impacts a bank's
performance. The bank's performance and profitability are both impacted by the large
percentage of non-performing loans ou its balance sheet. Beyond the aforementioned hazards,
banks are especially vulnerable to credit risk. Consequently, the existence and expansion of

financial nstitutions now depend heavily on efficient credit risk management (Afriyie &
Akotey, 2012).

Banks may experience symptomatic distress due to the fact that certain customers’ qualities
and their business environment carry a high perceived risk. For this reason, bank authorities
and regulators take the issue of credit risk in bank lending activities very seriously. In other
words, bank regulators place much emphasis on risk management particularly credit nisk
(Kayode et al, 2015). Credit risk is expected to be effectively managed as poor management
tends to affects bank performance negatively. Ineffective credit risk management causes
nonperforming loans (NPLs) to mount up, which has turned into a major issue for the
Nigerian banking sector. Non-Performing Loans (NPLs) have a direct impact on bank

performance since they decrease bank liquidity, restrict loan growth, and impede the
expansion of the real sector (Kayode et al, 2015). :

Measuring Credit Risk

The mam goal for measuring credit risk is to be able to quantify the possible losses from
credit operations. That 1s an estimate of credit risk made because it is nearly impossible to
determine the exact quantity of losses from such exposure (Spuchlakova, Valaskova &
Adamko, 2015). Researchers have identified two distinct approaches for measuring credit
nisk. These are default mode approach and market-to-market approach (Spuchl'dkova, et al. |
2015). In the default mode approach. the amount of assets on balance sheets that are subject
to credit risk are displayed. The whole loan amount plus any accumulated mterest and fees
are represented as the credit risk or potential loss when the loan was granted to the customer
(Kollar, 2014). Tlus mught be remedied 1f high-quality collateral was available. The bank
does not create reserves or make adjustments to the loans while employing this strategy. The
reserves will only begin to accumulate as a warning of potential credit loss in the event that
the client breaches the conditions of the loan arrangement (Gavlakova & Kliestik, 201 4).

The market-to-market approach to measuring credit nisk employs continuous models. It is
distinguished by the fact that,\n contrast to discrete models. which function on a system of

only two possibilities for the client's situation (failure or success), the debtor can obtain a
variety of values (Kollar, 2014).

Credit risk has been measured with different ratios in empirical studies on conventional and
Islamic banking systems. Loan loss provision, non-performing loan, loan and advances are
commonly used to measure credit risk in past researches on credit risk in conventional banks
(Michael & Enang, 2022; Hamza, 2017). Non-performmg financing ratio and financing
Impairment Provision ratio have also been used 1n relation to Islamic banks (Lyarya, et al,
2021). The measures seem to be the same for both conventional and Islamic banks as the
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observed difference was only n the nomenclature. Loans in conventional banking i regarded

as financing n Islamic banking due to the fact that Islamic banks mostly, mance customers
need rather than giving loan to the customers.

Theory of Anticipated Income

This study was situated within the framework of anticipated income theory. According to
Mohammad, Prajanti and Setyadharma (2020), the theory of anticipated income was
proposed by Prochanow (1944) on the basis of credit extension terms of commercial banks.
According to the theory, the bank plans the term loan's liquidation from the borrower's
anticipated income, regardless of the type and characteristics of the borrower's business. Jibrl
(2021) views the theory as a cash flow approach to lending which supported a term loan of
duration greater than one year but less than five years. This implies that banks rely on the
recovery of their loan portfolios as a source of liquidity; as a result, instances of loan default

can be effectively managed to lower loan loss reserves and improve bank performance (Jibril,
2021).

The theory expatiated further that banks should be able to offer extended long-term credit as
long as loan principal repayments and interest can be anticipated. Based on the anticipated
come, scheduled payments made according to a defined time frame. Also, regular cash flow
from the customer's payback schedule will help the bank satisfy its hquidity requirements.
One of the weaknesses of the anticipated income theory is 1ts assumption that all loans may
be billed at the planned period without considering the potential of a debtor defaulting on
credit owing to internal or external circumstances (Mohammad, et al., 2020). The foundation
of the theory of anticipation of income is the low loan application volume to banks, which
leads to excess liquidity and low bank profitability, particularly during periods of economic
weakness. This notion pushes banks to extend long-term loans more aggressively. One of the
most notable features of the anticipated income theory is its future-oriented approach to bank
loan and advance granting (Kolapo, Ayeni, & Oke, 2012).

Fapetu, Seyingbo and Owoeye (2017) stated that the theory satisfies three goals of
profitability, safety, and liqudity and that makes 1t preferable to the shiftability and the
commercial bill theories. It was further argued that the theory is significant since 1t provides a
means of evaluating a borrower's creditworthiness. This is because it supplies the banks with
standards for assessing a borrower's likelihood of making timely loan repayments (Fapetu, et
al, 2017). This means that anticipated theory also provides a framework for identifying and
managing credit risk in banks. The anticipated income theory was therefore selected for this
study because it provides guide to banks m making sufficient loan provisions to prevent
potential loss.

Empirical Review \

Empirical literature indicates that mixed reports have been given regarding the comparative
analysis of credit risk levels between Islamic and conventional banks. Some researchers
reported that Islamic banks exhibited higher credit risk, some found higher exposure for
conventional banks while some others found no significant difference m the level of credit
risk between the two banking models. Some of the empirical findings of past researchers are
presented in this section.

Kabir, Worthington and Gupta (2015) evaluated the credit risk of 156 conventional banks and
37 Islamic banks across 13 countries between 2000 and 2012. Market-based credit nsk
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measure was used within the framework of Merton’s distance-to-default (DD) model. For
comparison purposes, accounting information-based Z-score and nonperforming loa{l (NPL)
ratio were computed. Results of analysis for distance-to-default model indicated significantly
lower credit for Islamic banks than for conventional banks. C onversely, the results of the ZT
score and NPL ratio analysis showed that Islamic banks have much higher credit risk. Ferhi
and Chkoundali (2015) assessed credit nisk of the Islamic and conventional banks ip 28
countries for periods from 1999 to 2010. A sample of 99 Islamic banks and 110 conventional
banks were taken for the study. The study employed the generalized method of moments
(GMM) estimate the level of risk i the two banking systems. Tt was found and reported that
the selected conventional banks exhibited higher credit risk than the Islamic ones.

Ferhi (2018) evaluated the credit risk of Islamic and conventional banks in 14 countries of the
Middle East and North Africa region. 58 Islamic banks and 89 conventional banks were
selected for period from 2005 to 2015 period were selected. Generalized method of moments
GMM) was used measure the difference in the credit risk levels between the selected Islamic
banks and conventional banks. The findings demonstrated that the Islamic banks had a lower
credit risk than the conventional ones. In contrary, Lassoued (2018) made a country-level
comparative analysis of credit risk for Islamic and conventional banks in Malaysia. The study
selected 22 conventional banks and 17 islamic banks covering 2005 to 2015. Using the
generalized least squares (GLS) approach to data analysis, it was found that Islamic banks
recorded higher degree of credit risk than their conventional counterparts in Malaysia.

Alkhawaja and Gormilg (2019) studied credit risk in Islamic and Conventional banks in
Turkey from 2008 to 2017. Panel data were collected and fixed effect model was estumated
with Regression technique. The study used non-performng loan ratio to proxy credit risk. It
was reported that loan loss provision had positive effect on non-performing loan ratio for
both Islamic banks and conventional banks. Different results were however found for the
effect of Net Interest Margin. capital adequacy, Loan to Deposits ratio, and Loans to Assels
ratio. The study concluded that Islamic banks and conventional banks differ m the level of
credit risks with many measures except for loan loss provision and loan to assets ratios.
Susamto. Octavio and Wardan (2020) investigated the levels of the credit 1isk of Islamic and
conventional banks in a comparative study of Indonesian banks. The study selected a sample
of 11 Islamic banks and 95 conventional banks for period between 2003 and 2018. Dynamic
panel regression of GMM estimators were estimated. The study concluded that no major
difference could be found in the level of the credit risk between Islamic and conventional

banks.
/

On credit risk management, Akram and Khalil ur Rahman (2018) compared the credit nsk
management of Islamic banks and conventional banks i Pakistan between 2004 and 2016.
Data were collected from annual financial reports of the five conventional banks and four
Islamic banks were selected for the study. Multiple regression, correlation and descriptive
analyses were conducted and the study found that Islamic banks performed better than their
conventional counterparts in terms of credit risk management.

From the above empirical review, 1t 1s clearly evidenced that no consensus has been reach on
which of the banking models- Islamic or conventional, has higher exposure to credit risk.
Higher level of credit 1isk was found was Islamic banks by researchers like Kabir et al (2015)
when the risk was measured with non-performing loan ratio. The same result was later found
with Islamic banks having higher level of credit nisk, by Lassoued (2018). Conversely, Kabir
et al (2015 reported that conventional banks’ credit nsk was higher when the Merton’s
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distance-to-default (DD) model was applied Also, Ferhi and Chkoundali (2015), Ferhi
(2018) found that conventional banks exhibit higher eredit risk exposure than Islamie banks.
However, results from Alkhawaja and Gornils (2019) and Susamto, et al (2020) showed that
no significant difference could be found between the two banking models in terms of credit

nisk exposure. In terms of risk management, Akram and Khahl ur Rahman (2018) reported
that Islamic banks manage their credit risk better than their conventional banks.

Materials and Methods

The study made a comparative analysis of credit sk exposure between Islamic and
conventional banks in Nigeria. The study was restricted to the listed banks that have national
authorisation for banking business. As a result, 9 conventional banks and 1 Islamic bank were
selected for the study. The conventional deposit money banks were Access Bank, FCMB,
Fidelity Bank. First Bank, Guaranty Trust Bank, Stanbic Bank, Sterling Bank, Unity Bank
and Zenith Bank. Jaiz Bank was selected as the only listed Islamic bank with national license
as at the time of this research. Data were collected from annual reports of the selected banks
for 12 years period from 2012 to 2023. For each variable, data were averaged for the
conventional banks for the purpose of comparison with those of the selected non-mteres
financial institution (Islamic bank). The data were analysed using both descriptive and
inferential statistics. The descriptive analysis was done via analysis of summary statistics of
mean, minimum, maximum and standard deviation, while wilcoxon signed ranks test was
conducted for inferential analysis. The study had earlier conducted normality and levene test
of homogeneity to check for compliance of the data set with pm"amelric assumptions. The
apparent violation of these assumptions led to the selection of wilcoxon signed ranks test for
the study.

Results and Discussion

Table 1: Descriptive Statistics

Variables Obs. Minimuin Maximuin Mean Std. Deviation

Bank ID N Conv Islamuic Conv Islamic Conv Islanuc Conv. Islamic
Banks Banks Banks Banks Banks Banks Banks Banks

LPTL 12 228 0.35 1560  9.05 4.89 2.99 3.63 2.25
NPLR 12 273 1.23 1522 1087 527 4.49 3.56 3.10
CTLA 12 6.5! 386 3831 6123 1172 1667 8.70 16.76

Source: Author’s computation (2024)

Table 1 presents summary statistics of credit risk variables for conventional and Islamic
banks in Nigeria. The observation (N) of 12 mdicates that the data were obtamned for the
banks over a period of 12 years. According to the Table, loss provision to fotal loan (LPTL)
shows a mean value of 4.89 for conventional banks and 2.99 for Islamic banks. This means
that loan loss provision was found on average. to be about 5% of the fotal loan for
conventional banks. In the case of Islamic banks, the loss provision was found to be
approximately 3% of the banks’ total financing. The mmimum ratios of LPTL for the models
of banking were recorded as 2.28 and 0.35 respectively. That 1s, the least LPTL for
conventional banks was about 2.28% while that of Islamic banks was found to be around
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0.35% for the period under investj
LPTL both conventional and Isla
statistics results on loss provisi
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gation. Similarly, Table 1 shows the maximum value for
nic banks as 15.60 and 9.05 respectively. The descriptive

on to total loan as measure of credit sk showed that
conventional banks made hi

. gher provision for loan losses than Islamic banks during the
periods of the study. This indicates higher credit risk exposure on the part of conventional
banks.

Another measure of credit risk used in this study
Table 1, NPLR of conventional banks showed an
that non-performing loan/financing takes
loan/financing of conventional and Islamic

1s non-performing loan ratio (NPLR). From
average ratio of 5.27 and 4.49 which means
approximately 53% and 4.5% of the total
banks respectively. NPLR also indicates that
conventional banks had higher exposure to credit nisk than their Islamic counter-parts. The
result was buttressed by the minimum and maximum values of NPLR for the two banking
models, as reported in the Table. In the Table 1, conventional banks had minimum NPLR of
2.73 whereas the ratio was 1.23 for Islamic banks. Also, conventional banks recorded higher
maximum value of NPLR (15.22%) than their Islamic counterparts (10.87%).

Finally, cost to loan asset (CTLA) was used to m

assumed that operating cost tends to influence loan pricing decision of the banks. Banks may

react to icrease in operating cost by increasing the interest on loan. In the same vein, Islamic

banks with high operating cost tend to cover for the cost with increased profit margin on their
cost-plus financings. However. arbitrary increase in interest rate or profit margin may result

in higher default rate. Thus, operating cost as percentage of loan gsset was used to measure
credit risk in this study. According to Table 1, CTLA has mean values of 11 72 and 16.67 for
conventional and Islamic banks respectively. In other words, conventional banks have lower
operating cost to loan asset ratio than Islamic banks. This means that the credit exposure of
Islamic banks might have been induced by higher operating cost. Similar result was found for
CTLA of the banks in terms of their maximum ratios. The Table shows that conventional
banks had a maximum of 38.31% while that of Islamic banks was 61.23%

¥o. Conversely, lower
minimum and maximum values of CTLA were reported for Islamic banks during the period

under investigation. Conventional banks had a minimum CTLA ratio of 6.57% and this was
high than the ratio of 3.86% recorded for Islamic banks for the same study period.

easure credit risk exposure of the banks. It is

Table 2: Tests of Normality -

Kolmogorov-Smimov? Shapiro-Wilk
Statistic df Sig. Statistic Df Sig.
LPTL 269 ! 24 .000 .735 24 000
NPLR 215 24 .006 826 24 .001
CTLA .280 24 .000 705 24 000

a. Lilliefors Significance Correction
Source: Author’s computation (2024)

Kolmogorov-Smimov and Shapiro-Wilk tests of normality were conducted and the results
were reported in Table 2. Nommality is a major assumption of parametric tests which
hypothesized that the sample was drawn from normal population. That is. the sample data
were normally distributed. Using Kolmogorov-Smimov and Shapiro-Wilk tests, the null
hypothesis that the sampled data do not significantly different from normal distribution will
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b vefevtod 11 the pevilie e Jews 003 Aveording o Table 2, KolmogoroveSutimoy test of
pormality showed that (he pevatues of all the oredit ynte vadablos, LRTL (0.000), NPLR
(0 006) pad CUEA (0.000) were e thinn 005 uig it level Also, the ‘Tiuble showed thal
e Sapo-WiIK test rowult buttressed thit of (e Kolmogorov-Smitmov witliall pevalies less
han 0.05 The nll hvpothesin wi therelore pejected and 1w conlitmed (hat the datn were
ot nonnally  distibuted Based on the rewult, the normnlity  wesumplion Wik violated
inienting it parametie teste analyais conld not be done sty

Uable A Fent of Howmogenelty of Varlanees

| evene Statislie dil di2 Sip
LT | Koo | 22 02
NIMLR 7028 | 22 008
CULA (AT | 22 010

Soutee: Author's computation (2024)

Fable 3 prosents Levene (est's pesult which was used to cheek homogeneity of vanance.
Homogeneity ol vananee 1% another assumption of  patametne (ests which holds that
vartanees are equal for all observed groups The assumption s violated it the p=value of
levene's test is less than 0,05, That i, af e vesult iy significant, 1t means (he varinees are
leterogeneous. In such a case, paramelric tests cannol be used forsdata analysis. From Table
3 pesults of levene's fest showed that the p-values of the credit risk variables were less than
005, Therelore, the assumphion ol equal varinees was rejected

Based on the results of normahty and homogeneity of vartanees fesls displayed m Tables 2
and 3 above, it is obvious that parametric test could not be apphed to analyse the significance
of the dillerences in eredit nisk level estabhished i with deserptive statisties. The study
(herefore resorted to non-parametre test Wilcoxon Signed Ranks which1s a non-parametric
equivalent of paired-sample t-testwvas eployed and the result was presented in Table 4.

Table 4: Wilcoxon .‘\‘lguml Ranks Test Statistles®

Varaible P11 NPLR CTLA
7 27,3550 <9410 - 628°
001 022 530

Asymp. Sig, (2-tarled)

1. Wilcoxon Signed Ranks Test

b. Based on negative tanks,

¢. Based on positive ranks.
Source: Autlior’s computation (2020

Results of Wilcoxon Signed Ranks Test was presented i Table 4 to analyse the sigmficance
of the differences in credil risk levels between the two banking models. Negative ranks mean
that conventional banks have higher level of credit risk exposure that Islanue banks while
positive ranks indicate higher risk exposure for Islamic banks.
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According to Table 4, LPTL was found to be based on the negative ranking. This means that
conventional banks have higher LPTL than Islamic banks. The result was found to be
significant with Z statistic of -7.255 and p-value of 0.01 which less than 0.05 level of
significance. This bmplies that, in terms of loss provision to total loan, credit risk exposure of
conventional banks is significantly higher than that of Islamic banks. Similarly, NPLR
recorded negative ranks indicating that non-performing loan ratio was ‘higher for
conventional banks. This also implies that conventional banks exhibited higher credit risk
exposuie during the period under investigation. Wilcoxon test showed that the higher NPLR
repoited for conventional banks was significant at 0.05 level of significance with Z-statistic
and p-value of -4.941 and 0.022 respectively.

Conversely, cost to loan asset (CTLA) ratio was found to have positive ranking which means
that CTLA ratio was lower for conventional banks than Islamic banks. However, the result
was not significant with p-value (0.530) greater than 0.05 level of significance. This implies
that the observed difference cost to loan asset as a factor contributing to higher credit risk was
not statistically significance. Z-value of 0.628 also testifies fo the insignificance of the
difference.

Discussing the findings of descriptive and inferential analyses, 1t was revealed that
conventional banks had higher loss provision ratio than Islamic banks m Nigeria. Tlus
indicates the higher level of credit risk exposure of conventional banks relative to their
Islamic counterparts. Higher loan loss provision shows attempt 1o mitigate higher nsk
exposure. The finding was mn tandem with Ozili and Outa (2017) that loan loss provision 1s
mainly used by banks as a credit risk management tool to mitigate expected losses on bank
loan. Comparatively, Ferhi (2018) had earlier reported similar findings that conventional
banks were exposed to higher level of credit risk than Islamic banks in North Africa. In
contrary, Lassoued (2018) reported that Islamic banks recorded higher degree of credit nsk
than their conventional counterparts i Malaysia.

In terms of non-performing loan ratio as a measure of credit risk, the study found higher non-
performing loan with conventional banks. A high non-performing loan ratio is an indication
of higher credit risk with high probability of failure in collection of unpaid loan balances.
This finding is consistent with Alkhawaja and Gormiis (2019), Ferhi and Chkoundali (2015)
and Kabi et al. (2015) which found that conventional banks had higher non-performing loans
than Islamic banks.

This study however revealed that Islamic banks had higher ratio of cost to loan asset than
conventional banks. It implies Islamic banks may react to increase in operating cost by
increasing profit margin on their cost-plus financings. Since it is assumed that high operating
cost can mfluence loan p1'icirg decision of the banks, high cost to loan asset ratio could be an
indication of high credit risk exposure for Islamic banks. The difference i cost to loan asset
ratio between the two banks was however found to be statistically insignificant. The
insignificant report could be linked with the finding of Susamto et al (2020) that no
significant difference could be found between the two banking models in terms of credit risk
exposure.

Summarily, the lower level of credit risk established for Islamic banks relative fo

conventional banks in Nigeria, tends to boost their performance as the banks will be able to
lower their loss provision while focusing on customers repayment of their obligations as
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Conclusion and Recommendations

faetor contributing bank to fnilure m
perative (o evaluate the level of eredil
in Nigena, This s (o nseertam (he

Since Credit nisk has been adentified as o majol
amerging warket econonues ke Nigeria, it hecame m
nsk exposure me conventional and Islamne banks
pettormance of the banks w the area of credit sk management as (hey compete i the n!.-n'kr.'r
for tiancial wtermediation. The study therelore made o comparative analysis ut\lu:m
PLOVISION, Don performing ferlities and cost o loan asset, befween [slamic and conventional
Lanks 1 Nigenia. The study tound that Islanue banks exhibited sigmificantly lower loss

provision and non-pertornung metlities than conventional banks, However, cost 1o loan nsset
antly lower for conventional banks m Nigena Based on these
ot level of credit nisk exposure than
nded a moderate level of
banks and improve their

was found to be wsigmlic
findings. the study coneluded that Islanue banks have low
thetr conventional connter-patts wm Nigena. The study thus recomme
provision for loss financimg so as to reduce the operatimg cost of the
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