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Abstract

This study analyzes the impact of income diversification on the profitability of banks and
makes the comparison between Islamic and Conventional banks in case of Pakistani
banking sector. The sample consists of five full fledged Islamic banks and five high net
worth conventional banks. Unbalanced panel data set is used for the period of 2003-2014.
The key focus of this study was to observe the effects of non-financing income in order to
enhnace bank’s profitability, further to examine how this effect varies between islamic
and conventional banks. Our findings suggest that although non-financing income
improves the profitability of banks but greater income divetsification negatively impacts
the profitability and also on risk adjusted performance of banks. The study explore that
Islamic banks are more focused towards its core banking activities (deposit making) thus
less diversified on non-financing activities in contrast 1o conventional banks. Our
findings recommend that while diversifying income sources banks must recognize cost

benefit analysis to reduce their cost while generating more revenues.

Key words: Islamic banks, Conventional banks, non-financing income, profitability
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Chapter 1

INTRODUCTION

Over the years, banking industry in all over the world has experienced major changes in
their banking setup due to technological innovations, deregulation and increased
competition among different banking strategies. This has led banks to expand their
business operations from traditional source of income i.e, (deposit and loan making) to
non-traditional sources (service charges, fee income, trading revenue, other types of non-
financing income) in order to diversify into new stream lines of business to enhance their
profitability. Holzhauser et al., (2010) argues that income diversification ihcrease bank
value and profitability by shifting into fee base activities and technological progress. So
far, The Pakistani banking industry is élso practicing these type of strategies to enhance

their profitability.

Islamic banking is a growing industry in Pakistan and has a shorter history than
conventional banks operating in Pakistan, as they are new in this banking structure, thus
they have to compete with giants present in the banking industry. Therefore, islamic
banks need to adopt different strategies such as to diversify their income resources in
order to reduce their operating risk level and to enhance their profitability. Shifting
revenue strategies towards non-financing income activities, would reduce income
volatility and positively impacts bank’s risk-adjusted performance provided the optimal
income diversification. Mainly islamic banks are more focused on deposit/loan financing

and less diversified in terms of non-financing income activities as they are more exposed
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to real estate financing compare to their conventional counterparts. The reason that
islamic banks are reluctant to diversify their income resources could be that they might
have moral hazards which may increase concentration in their loan portfolio. This
exposure is likely to emerge from “too big to fail” dogma where larger banks are
presumed to be safer than smaller banks and therefore, they might continue to grow
without diversifying their risks by investing in few profitable sectors. Another reason is
that they suppose by diversifying their income resources operating and information costs

would be higher and profitability would decrease.

Diversification is usually believed to have a positive impact by reducing the risk. For
example, Chiorazzo (2008); Elsas (2010); Sanya and Wolfe (2011) found the positive
relationship between risk- returns and non-financing income activities which in turn
provided banks with incbme stability. However, several studies revealed that income
diversification can adversely affect the impact the financial performance of banks
DeYoung and Ronald (2004); Gischer and Jiittner (2003) found a negative relationship
between non-financing income and the profitability of the U.S banks. They concluded
that income diversi_ty would bring negative effect on the financial performance of banks,
due to the volatility in earnings endangered by diversification. DeYoung and Rice (2004)
find that less reliance of banks on fee based activities exhibits privileged management
quality, and more attention towards consumer based activities. Further, charging high fee
income/service charges worsen the bank’s risk-return relation and increased variability in

the profitability.

In a nutshell, there is controversy on how the diversification affects profitability. The

empirical evidences exist on both positive and negative effects of income diversification
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on the financial performance of banks. Therefore, the key focus of this study is to observe
whether a greater dependence on non financing income impacts on earnings quality and if
so, how this may vary between islamic and conventional banks. Bank Commission,
service charges, fee income, income from trading activities and other income comprise
non-financing income. For conventional banks, this term is identified as non-interest
income, but in case of islamic banks the receipt and payment of interest is not allowed so

this term is known as non-financing income.

We will explore the relationship between income diversification and the profitability of
banks and shall analyze how income diversification has affected the islamic banking as
well as conventional banking industry in case of Pakistan. In case if the impact of
diversification is positive this will provide a guigéline to islamic banking industry to

proceed further in order to diversify their income resources.
1.1 Research Gap

As far as, we can ascertain that there has been no study to analyze the impact of income
diversification on the financial performance of islamic vs conventional banks in case of
Pakistan. Earlier work on these banking system focused on production technology
(Yudistra, 2004), asset quality (Beck et al., 2010), stability (Wagner, 2010) and loan
default rates. Moreover, this study is somewhat different with other studies in different
ways. As, most of the studies on income diversification are related to developed
economies Chiorazoo et al., (2008) ; Gurbuz et al., (2013) but fewer are with reference to
under developed economies like Pakistan Haque and Hassan (2001) ; Abbas et.al, (2013).

Theses gaps in the existing literature are the main motivation for conducting this study.




SN R T Sttt v e Buregres  cgn I

T

1.2 Objectives of the study
The key objective of this study is to compare the effect of income diversification on the
profitability of dual banking system in Pakistan, The study also aims to examine whether
the greater dependence on non-financing activities would enhance the profitability of

banks or not. Further, to analyze the various income sources that affect their profitability.

1.3 Significance of the study

So far, islamic banks are reluctant to diversify their income resources Chang (2012)
because of the risk of increased operating and information cost. However the increased
competition between islamic and conventional banks necessitate for islamic banks to
explore new options for themselves in order to enhance their profitability. Further, there

. . . - % . « . . .
is a need to explore the relationship between income diversification and the financial

performance, so that informed decision could be made about diversification.

1.4 Organization of the study
The study is organized in five chapters as follows. Chapter one provides general
introduction of the study followed by the objectives of the study and significance of the
study. Chapter two reviews the theoretical background related to the study. Chapter three
reviews the empirical literature and then attempt to link it to the current study. Chapter
four discusses the methodological issues of the study, while chapter five discusses the
analysis of the empirical results and the final chapter, chapter six, summarizes the main

findings of the study and provides suggestions and policy recommendations.
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Chapter 2

THEORATICAL BACKGROUND

This chapter starts with the concept of income diversity and than presents the theories

that relate the income diversification with the financial performance of Banks.
2.1 The concept of income Diversification

Financial institutions in recent years have experienced major changes in technological
advancement and competitiveness for the enhancement of profitability. This enforces
banks to explore different available alternatives to diversify into new business lines.
Albertazzi and Gambacorta (2006) mention that\{‘he decline in ﬁhancing revenues, forced
banks to generate income from fee income and “ot"f-balance sheet’’ items. The concept of
income diversification follows the concept of portfolio theory, which states that
individuals can reduce their firm risk by diversifying their portfolios. Further, the
increased competition among financial sector lead banks to diversify in income sources in

order to increase economies of scale, to reduce volatile income and the ability to enhance

their productivity.

The main purpose for diversification is to reduce the risk of loss faced by the financial
institution or banks. In general, a bank consider cost and benefit analysis of the different
available alternative while making investment decisions. The portfolio asset collection is
one of the most important decision banks make, because these assets account for upto

4

90% earnings of the banks (Nafula, 2003).
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There is a long history of debates about the cost and benefits of income diversification in
banking literature. The proponents of income diversity argues that diversification
stabilize operating income tends to increase stream of profits (Uzhegova, 2010).
However, according to the opponents of income diversification income diversity
increased an agency cost, organizational complexity which makes it more difficult for top
management to observe/monitor the behavior of other divisions / branches Kotrozo and
Choi (2006). The cost associated with these complexities would offset the benefits of
diversification, thus diversification although increased profitability upto an optimal level
beyond which it begins to decline and ultimately affects the financial performance of

banks.
2.2 Theory on Relationship between diversification and profitability

2.2.1 Modern Portfolio theory and risk diversification

Markowitz (1952) portfolio theory presented an approach to measure the risk of
securities that give the maximum amount of return with the lowest possible risk. The
measure of risk is considered as volatility, which is the movement of securities value
around the mean. However, the intuition is that the more diversified one’s portfolio is, the

lower the total variance and total risk of portfolio.

This theory implies that investor’s wants well diversified portfolio of investments in
multiple asset classes to reduce the risk of loss and better expected returns. In particular,
modern portfolio theory forms the foundation of asset allocation strategies while making
investment decision where, an investor can reduce their risk simply by diversifying into

combination of investments which are positively correlated. Further, this theory also
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applied on banking industry to check the impact of asset and plays an important role in
bank’s profitability (Nzongang and Atemnkeng, 2006). This portfolio diversification
approach implies the desired portfolio composition for banks and feasible decisions taken

by the bank management.

According to modern portfolio theory, banks can reduce their risk by diversifying their
assets into geographic areas and also diversification into different sources of income.
This approach has been applied by extensive literature on bank diversification to analyze
its performance Lin et al., (2005); Goddard et al, (2008); Stiroh and Rumble (2006a) and
Sanya and Wolfe (2011)}‘.Where Stiroh and Ruble (2006a) examine the link between
diversification of income sources of financial holding companies on risk adjusted
performance. Using modern portfolio theory, he finds that“diversification of income
sources into two separate assets (financing income, non-financing income) would yield

higher returns to the expected portfolio of the company.

Kwan (1998) used this theory to analyze the effect of income diversification on risk and
return on US bank holding companies and found a gains from income diversification by
shifting from financing to non-financing activities. For instance, bank that are facing
decline in interest margins may decide to opt for other non-financing activities to reverse

their declining performance and enhance their capability to manage it with low cost.

In practice, conventional banks do not put all their cash in one earning asset rather they
diversify them. In doing this, conventional banks tend to achieve their objective of
making profit from their investments. The portfolio theory of investment seems

appropriate to counter the problem of investment risk that banks face.
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Chapter 3

REVIEW OF LITERATURE

This chapter reviews the literature on bank income diversification by examining its
effects on profitability of dual banking system. Diversification in income sources in any
bank is preferred, because charging service fees, net trading profits on foreign exchange
reserves and other income generating activities as theses sources brings profitability in

the business.
3.1 Proponents for findings diversification benefits

Afzal and Mirza (2012) concluded that\there is a positive link between income
diversification and profitability, more diversified Panks has strong capability to mobilize
their funds and have high credit portfolio than their smaller counterparts. Stiroh and
Rumble (2005) illustrate that diversification improves the financial performance of the
US financial holding companies. They considered it possible that marginal increase in
non interest based activities reduce risk and earnings volatility. However, they suggest

that the more concentration on the components of non financing activities may reduced

their revenues.

Berger et al., (2010) found the linkage of diversification on foreign ownership and
illustrated that the banks with foreign ownership inclined to face less risk of loss of
profits and increased in cost when they diversify as they posses monitoring and
delivering of administrative and managerial expertise at the top management level with

better or more network of diversification. Chiorazzo, et al., (2008) recommended that size
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of the banks plays an important role between diversification of income and the financial
performance of Italian banks. Income diversity brings an increasing returns for large
banks compare to small banks because large banks have more economies of scale,
expertise and new technologies as well such as online services or mobile banking which
enables them to sell their products and services efficiently. Hayden et al., (2007) studied
the diversification effects on the profitability of 983 German banks between the period of
1996-2002 on diversification segments like different industries, broader economic sectors
and also on geographic regions. They possessed bank’s return changes according to risk
level as higher diversification leads to lower return and brings higher risk level almost for
all of the banks. Rama“s'asti et al., (2004) used accounting data for Indian banks over the

period 1997-2003. He found the positive association of income diversity to stabilize the
~

b

operating income for Indian banks.

Lin et al., (2005) studied on Taiwan banking industry, by using the sample of 35 Taiwan
banks for the period 1993 to 2001. He found that diversification is‘ able to reduce
operating cost while generating revenues. Bebczuk and Galindo (2008) used monthly
accounting of 930 Argentinean non-banking firms for the period of 1999-2004 by
examining the effect of ipcome diversification on returns of the banks. They discovered
that increased concentration on trading income as a component of income diversity could

increase assets returns and lowers the default risk of loans.

Elsas et al., (2010) analyzed the effects of diversification on income sources on the
profitability of banks by examining the data of 380 sample banks covering the period of

1996-2008. Their findings suggests that income diversity increase the profitability of
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banks and reduces default risk even after high service charges and high fee on loans,

there shareholder value seems unaffected and does not reduce.
3.2 Opponents for findings diversification benefits

In contrast to previous studies, there are number of studies who failed to find a benefit of
income diversification on the financial performance of banks/financial institutes. A
seminal study by DeYoung and Ronald (2001) concluded that banks risk does not
decrease via diversification. By using data on 472 United States commercial banks for the
period 1989-2001 to check the effect of non-interest income on the financial performance

of sample banks, as measured by fee-based activities on banks volatile earnings.

Stiroh (2004) reviewed US banking indu!stry from 1970-2001 examine the effect of non
interest income on the diversification of banks. He also concludes that diversity in
income sources increase bank’s risk. Lepetit et al., (2008) collected data on 734 banks in
lfl European countries to check the effect of income diversity on the bank profitability;
he also confirmed that increased concentration in income diversification presents a higher
risk for the banks than those banks who are mainly supply loans. Goddard et al., (2008)
explores that diversification strategies are not appropriate for small US credit union as
they are small so their operations are at for low level and thus lacking the abilities and
expertise to diversify their income sources. They suggested to small credit union that they
should follow their own maxim to provide simple savings and loan vehicles to their

customers.

Esho et al., (2005) stated the negative relation of income diversity on the profitability of

credit unions. According to them high diversification in credit unions brings lower risk

10
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and return which in turn negatively affect the financial performance of theses unions.
Credit unions earn high share of income in form of interest on residential loans and earn
less amount of revenue in interest on personal loans thus having low sign of risk and
return. Geyfman and Yeager (2009) examine the effects of universal banking on the risk
of banks and financial holding companies for the period of 1990 to 2007. They found a
negative association of revenue diversification strategies on the profitability of bank

holding companies.
3.3 Mixed effect of Income diversification on the profitability

Some studies do not find an effect on diversification on the profitability such as,
Mercieca et al., (2007) illustrated no direct association“of revenue diversification on the
profitability of banks by taking the sample of 755 small European banks from 1997-2003.
They examine the positive association of bank size with revenue diversity while an
inverse relation of non financing income on the financial performance of banks.
According to them small banks have less economies of scale and they lack the expertise
and experience of managing this diversification process because it entails high
information and monitoring cost so they need more expertise in this process but small

banks can improve their performance.

Landskorner et al., (2005) examine data on Israeli banks from 1992-2001 and found a
positive relationship between return on capital and asset collection. According to them
diversification in any business activities needs more capital and business portfolio. Well
diversified optimal portfolio brings more gains of diversification for any business entity.

Delpachitra and Lester (2013) diversification in fee based generating activities on loans

11
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and advances reduces the profitability of banks and did not improve their performance.
They did not find any benefit of revenue diversity on the profitability of 9 Australian
banks and also recommended that an increasing exposure on non interest income could
lead to increase in the risk of default on loans and advances which in turn negatively
affect their financial performance. They suggested that if banks should be more focused
on their interest bearing activities for revenue diversity which generate more revenue for

them rather than increasing their exposure to non interest income.

Vallascas et al., (2012) observe the effect of global financial crisis of 2007 covering the
small sample of Italian i)anking industry for the period of 2006-2008. Diversification
improves the resilience of banks during periods of financial distress. According to their
findings institutes/banks that diversified their income sources in low business stream
faced declining financial performance during this financial crisis. While institutes that
diversified income sources within broader business lines remained unaffected. Their
conclusion states that bank should diversify their income sources and adopt new business
stream lines but within a limited extent. Pennathur et al., (2012 ) studied the impact of
diversification on prc;ﬁtability and also on risk by examining private and foreign Indian
banks over the period of 2001-2009.Public sector banks charge low fee based activities
while foreign banks charge high fee .Their findings indicates that those Banks which are
more focusing on traditional banking activities ,are not interested in diversifying their

new revenue sources.

Molyneux and Yip (2013) applied the effect of income diversification on the profitability
of conventional and also on islamic banks covering the period from 1997-2009 by

obtaining an accounting data on 68 conventional and 42 islamic banks of UAE. Islamic

12
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banks are more inclined towards traditional banking system which was accepting deposits
and making rather than charging fee on services and fee on loan financing as their
conventional counterparts do. So, islamic banks are prone to volatile earnings given their
low income diversity source. They concluded that conventional banks get more
profitability by implementing income diversification strategies. Valverde and Fernandez
(2007) mention that income diversification improves bank’s revenue and also
profitability to gain market power in the business. They also confirm that income
diversity is positively associated with the financial performance foe banks as it entails

their revenue eamnings by charging fee on deposits and loans.

3.4 Determinants of income diversification

e

Prior empirical studies suggest the key measures of income diversification on the effect
of profitability of a firm or banks. This includes non-financing income with its

components i,e fee based income, trading income and other bank.
3.4.1 Effect of Non financing income as a component for diversification

Nguyen (2015) applied panel regression model and Hausman test to check the robustness
on 32 Vietnam banks their findings presents significant relation of between banks
profitability and non-financing-income thus suggested that banks with high income other
than financing income eéntails lower risk. However, Li and Zhang (2010) studied the
impact of non financing income on the diversification by using a sample of 15 Chinese
commercial banks between 1986-2008.They that found a negative relation between
diversifying in fee income activities to generate revenues. He suggests that this

diversification strategy brings volatility in bank customer relationship as rather than

13
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paying more fee to the banks, the customer may switch to another bank. Baele et al.,
(2007) researched on the implication of income diversification on the financial
performance of 17 European banks over the period of 1989 — 2004 by using a market
based measure of return.. They investigated that non financing income activities increase

systematic risk.

Demsetz and Strahan (1997),analyzed the effect of size and diversification on 150
publically traded bank holding companies covering the period of 1993-1986 by
examining weekly bank holding stock returns he explores that diversification in income
sources increase operatiéns risk depends on their degree to absorb it. Elton (2003)
recommended that non financing income activities has negative relation in diversification
of income sources enhance our pl;oﬁtability by ré’ducing banks risk. Similarly, Hsieh et
al., (2013) considered the effect of non financing income based activities in Asian banks
from 1995-2009 ,by examining the role of non interest generating activities on bank’s
profitability and banking risk for 967 banks. They explored that non financing reduce
bank risk but do not increase profitability. This impact is different between high, low and
middle income countries. In high income countries fee generating activities raise risk and

decrease their profitability and bank’s gets partially benefit in middle and low income

countries by improving financial performance through reduction in risk.

Smith et al,. (2003) studied the effect of income diversification on the financial
performance of fifteen countries which covers 2655 financial institutions by the time
period of 1994-1998. More reliance on diversity in income generating activities bring
volatility in earnings by increasing risk of operations and risk of defaults and also risk of

losing its clients. Kohler (2014) analyzed the negative effect of non fin acing income on

14




the profitability of retail vs investment oriented banks of Germany for the period of 2002-
2012. Investment oriented banks become more risky if they charge high fee based
activities while retail oriented banks includes savings and cooperatives are beneficial by
charging high income generating activities. They suggest that of effect non financing
income on bank’s position and its stability depends on their overall business models and

strategies to run these operations.
3.4.1.2 Effect of Fee based income as component for diversification

Busch and Kick (2009) examine income diversification in the German banking industry
sample covering the peric:)d from 1995 and 2007.They analyzed inverse relationship of
fee income with profitability. Similarly, Hsieh et al., (2013) examine a large sample of 29
Asia pacific countries which includes 2372 banks covering the period between 1995-
2009.They also found an inversé relation of net commission revenue and trading
revenues (components of non-financing income) on the profitability of banks. They
analyzed that it is not necessary that if banks increase their commission and charging
high service fee on deposits and loans will improve their profitability but it may offset

trading and investment activities.

Campa and Kedia (2002) investigated the effect of diversification on the profitability of
8,815 ﬁrm’s‘betwe‘en the years of 1978-1996.They suggested that decision to diversify
income resources depends on the external factors (market risk) that changes firm
environment and affects firm values. They instigate a negative relationship exists income
diversity and firm’s value although benefits of diversification are high than its cost but

they still found an insignificant relationship between them.

15
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Aslam et al., (2008) studied the effect of diversification by taking to account of non
interest income on the Pakistan’s public, private and foreign banks branches for the
period 2006-2012. They indicates an insignificant relationship exists on the decreasing
quality of loans when banks charged more fee on these loans while non interest income
showed a significant relationship with growth in the business segments thus increase

profitability for them.

The extent literature examines the effect of income diversity on profitability mainly
focuses on U.S and European countries by showing a mixed result of income
diversification. Following the strategy of income diversification to increase revenue

although increase earnings but it is associated with variations in income. However,

variations can be reduce by charging low fee on loans compare to other banks.
\'1

b

3.5 Gap in Literature

Most of the literafure examines diversification in loan portfolio, diversification in
geographic areas, and diversification in different asset portfolios. Liang and Rhoades
(1988) studied the effect of geographical diversification in the banking .industry by
employing data on 5509 U.S banking organization for the period of 1976-1985.His
findings suggest that geographic diversification reduces the risk measure and variation in
return on assets. For asset diversification Elsas (2010) suggest that asset diversification
improves the bank’s profitability by employing data on nine developed countries over the
period 1996-2008, further Acharya et al., (2006) by using data on 105 Italian banks for
the period 1993-1999 reveals that asset diversification increase bank risk by non-

performing and doubtful loans.
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However, less literature is available on bank income diversification. Among these studies
we can find the mixed effect of income diversification on the profitability of banks. As,
some studies in empirical literature shows positive contribution of income diversification
on the profitability of banking system, while some other studies in the literature do not
find any significant relatioﬁship or find the negative effects of income diversification on
bank performance. Present study will contribute into existing literature by finding out the
impact of income diversification on the profitability of dual banking system in case of

Pakistan.

17




e J

et e it cabes el a5k & A attte Tt S T i ST R ST R

Chapter 4

DATA AND METHODOLOGY

This chapter is divided into two sections. The first section looks at the nature of data,

while the second section throws a light on econometric methodology to be used in this

chapter.

4.1 Data

This study is based on an unbalanced panel data set to check the effect of income
diversity on the financial performance of islamic and conventional banks operated in

Pakistan. The main source of data collection is a quarterly balance sheet and income

N

~

statement of sample banks over the périod 0f 2003-2014. Our sample consists of five full
fledged islamic banks and five high net worth conventional banks. The data set is a
detailed breakdown of operating income and its components and also components of non-
financing income into fee based, trading and other non-financing income. Fee based
income includes bank commissions from opening of letters of credit, handling of
collection items and sale of demand drafts, service charges etc.. Trading income is the
income generated from trading government securities, the sale of investment and from
foreign exchange. We excluded banks that were merged during our sample time period,
subsidiéries of foreign banks, and standalone branches of islamic banks operating by

conventional banks.
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4.2 Variables Deséription

4.2.1 Bank profitability measures

The profitability of a bank or business is an important variable to be measured, as it
represents the overall growth of any business segment. It is considered as an important
variable to run any business activity to enhance their efficiency and profitability. The

main dependent variables used in our study are return on assets (ROA) and return on

equity (ROE).

Return on Asset (ROA)M

Return on assets refers to the profitability of the banks over its total assets, which is

.

measured by deducting profit and loss after taxation over total assets.
ROA = Net income/Total assets
Higher ratio indicates that bank is more efficient to earn returns from its assets.

Return on Equity (ROE)

Return on equity (ROE) is the ratio of profit and loss after taxation by its shareholder’s

equity.

ROE = Net income/Shareholder’s equity

The higher ratio indicates that bank efficiency in generating revenues by utilizing

shareholder’s investments.
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(2006), Chiorazoo et al., (2008), Behr et al., (2007) and Elsas et al., (2008) into the
detailed breakdown of net operating revenue into net and non financing income. Net
financing income includes total financing revenues minus financing expenses, while non
financing income includes service, fee related income, income earned through exports
and also other non financing activities which are gains on investments held by banks.
islamic banks earn their non financing revenue by investing in commodity based assets

and équities.
Non-Financing Income (NFI)

NFI is a fee income that banks earn to increase profits from activities other than their core
business activities (deposit and loan making). It is the sum of fee-based income, trading
income, and other non—hq?.ncing incom;: measured by total operating income. According
to DeYoung and Ronald (2851), Lepetit et al. (2008a), the increase involvement of banks
in non-financing activities positively effects the growth of the banks. The high ratio of

NFI indicates that banks are involved in other fee based activities to improve their

profitability rather than focusing on deposit and loan making.
NFI = Non — financing income /Operating incomne
Operating income is the addition of net and not financing income of a bank.
Further, we disintegrate NFI into three components into FEE, TRD and Other income.

Fee based Income (FEE)

Fee based income is the sum of bank commissions (opening of letters of credit, sale of

demand drafts, telegraphic transfers), Service charges (handling of loans and transactions
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the studies in income diversification literature Sanya and Wolfe (2011); Chiorazzo et al.

(2008); Stiroh (2004b).

Loans (TLTQA) is the ratio of total loans to total assets. It indicates that how much
percentage of banks assets are financed by loans. This variable measures the significance
of loan assets in the entire asset portfolio and used as a proxy for the effects of lending
business strategy on risk-adjusted bank performance Sanya and Wolfe (2011); Stiroh

(2004b). The lower ratio shows the more utilization of banks own assets.

GDP is the log of the real gross domestic product. This variable considered as an

important determinant for the profitability of bank to examine the effect of

macroeconomic fluctuations on the overall performance of banking sector. The study of
N

Kunt and Huizinga (1998) suggest a positive effect of GDP on the performance of banks.

A high score indicates the better performance of banks.

4.3 Model Specification |

" To examine the impact of income diversity on the financial performance of banks. We

will estimate three models followed by the research paper of (Meslier et al., 2014). In the
first model we will measure impact of income diversification on the profitability
measure, in the second model we will disintegrate non-financing income into three
variables i.e, FEE, TRD and OI, while in the third model we will check the combincd

effect of both diversification measure on the dependent variables as follows,
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Model 1
V. =, + 8, FOCUS1, + B NFI, 4+ 6Z, +¢, 4.1

Where Y;, is the proﬁtability/ risk measure of return on asset, return on equity, risk-
adjusted return on asset,and risk-adjusted return on equity, theses all are our dependent
variables for both models, B, is the impact of diversification , FOCUS1,, is the measure
of diversification based on the breakdown of total operating income in two components
(interest and non-interest income) , B, is the direct effect of shift fror interest to non-
interest activities ,NFL, is the share of non-financing income, 6Z;, is the vector of

control variables for both models (assets, loans, equity, gdp ), &, is the error term for the

b
\

bank. .

Model 2

¥ = a; + §,FOCUS2,, + B,FEE, + 8, TRD, + B,0L,, + 6Z,, + 5, (4.2)
Where, ROA,, , ROE;,, RAROA,, RARO;?;E are the profitability and risk adjusted

measures FOCUS2,, is income diversification measure based on the disintegration of NFI

into TRD;,, FEE;, and 0l other income. 8Z,, is control variables vector
Model 3
¥ie = o+ ByFOCUSY, + B, FOCUS2; + f3NFIy + B FEEy, + BsTRD;y , BsOL;¢ + 62+ 5, (4.3)

Model 3 is to check the combined effect of both models on dependent variables. Where

FOCUS1,,, FOCUSZ,, proxies used for the income diversity measures. Other variables
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are NFL,, FEE;, share of fee based income, TRID; 4 share of trading income ,0[other
non-interest income to operating income. While 8Z;, is to check the presence of control

variables in the model.

4.4 Econometric Methodology

The methodology comprises of redundancy check followed by unit root testing and co-
integration techniques.

4.4.1 Redundancy test

In order to simplify the model (1), (2) and (3) to get the parsimonious model, redundancy
test is applied. Redundancy test is a kind of exclusion test for all lags of respective
variable. For example, if we apply redundancy test to variable X, the test will check
exclusion restriction on X and its lags. If X and its lags are jointly insignificant, the

variable would be excluded for model. We use loose significance level of 10% for R-test.
4.4.2 Unit root test

We applied Augmented Dickey Fuller (ADF) unit root test to test the stationary of data.
In this approach, we particularly used (ADF) test (1979) to check the stationarity of
variables included in our model. Akaike Information Criterion was used to determine the

appropriate lag length, and all the series were tested with option intercept but no trend.

4.4.3 Co integration Test

The result of unit root test is to determine whether or not to apply co integration test to

the underlying model. By following the assumption that if two or more variables in a
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model including the dependent variable appear to have unit root or the number of
variables having unit root less than two or if dependent variable is not unit root. Than the
variable which is having unit root could be used in regression after differencing. We plan
to use Engel-Granger co integration test if need, otherwise we plan to usé OLS with

appropriate transformation (differencing) of data where needed.

4.4.4 Estimated Regression Results

We will run ordinary least square method to find out the estimated regression results for

our models. In this approach the equations are estimated at first level difference.
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Chapter 5

RESULTS AND DISCUSSION

This chapter presents the data analysis to compare the effect of income diversity on the
profitability of islamic and conventional banks. The chapter separated into three parts.
First part summarizes the redundancy results of thé variables; the second section
discusses the results of the variables by following the approach of Augmented Dickey
Fuller (ADF) unit root test to check the stationary of the variables. In the third section, we
will discuss estimated regression results by applying Ordinary least square (OLS)

method.

5.1 Redundancy test Results

The redundancy results shows the redundancy of independent variables on the dependent
variables. The significant value greater than 10% significance level shows that those
variables are not effective measures of profitability, so we will exclude those variables
from our model . Table 5.1 to 5.3 presents results of the redimdancy test for models. The
F- stat represents the Wald test statistics for exclusion of respective variables and the p-

value is the value of hypothesis that variable is redundant.

For Model 1:

Table 5.1 presents the redundancy results obtained for model 1.The upper panel shows he
redundancy test results for combined effects of all islamic banks, where the independent

variable NFTI is non-redundant for dependent variables ROA and RAROA while for othér

28







risk measure of RAROA and RAROE. However, this variable satisfies the condition of

redundant variables, so we will keep this useful variable in our model.

The bottom panel presents the redundancy test results for all conventional banks, where
the variable NFI is significant for ROA and RAROE, while for other two dependent
variables are redundant and non-significant at p-value greater than 10%. However, this
variable is satisfying the redundant variables condition so, we will not exclude this
variable from our model. The control variable LNG is redundant for all dependent
variables. This clearly indicates that this variable is not useful for our model, so we will
ignore this variable. The variable TLTOA is non-redundant for most of the dependent
variables except ROE, but we will keep this variable in our model. Similarly, as like
LNG, the variable AST is also redundant for all dependent variables in our model. This
indicates that this variable is not useful for the model, so we will exclude it. The variable
EQT is non-redundant for all the dependent variables suggest that this is a useful variable

for our model by showing significant results for all dependent variables.

For Model 2:

In table 5.2 the results of redundancy test of top panel shows the overall results for all
islamic banks. The variable FEE in top panel is non-redundant for ROA, ROE and
RAROE, while for RAROA it is redundant at p-value greater than 10% significance
level. Similar results can be seen in row 2, where variable OI is non-redundant for all
variables except RAROA, indicating the inclusion of this variable in our model. The
variable TRD is redundant for all dependent variables even at loose significant level of

10%. This clearly indicates the exclusion of this variable from the model. Row 4 and 7 of
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top panel, where variables TLTOA and EQT shows the non-redundant results for the

model, so we will keep them in our model. However, for other two control variables in

} row 3, and 6 redundant results can be seen so we would exclude them from our model.
| Table 5.2: Redundancy test results
L Variables ROA ROE RAROA RAROE 1
I; { Festat P-value F-stat P-value F-stat P-value Fstat Povalue ‘
f FEE Yy 0.00* 0.94 0.01* 0.05 0.82 0.82 0.05% |
| o1 7.58 0.01* 3.65 0.05* 0.72 04 3.12 0.04*
| é TRD 0.78 0.38 1.56 0.21 0.13 0.72 0.64 0.42
E TLTOA 6.73 0.01* 1.77 0.03* 1.37 0.24 0.12 0.73
_E LNG 0.75 039 1.12 0.29 0.04 0.85 0.20 0.65
= AST 1.07 0.3 1.73 0.39 2.85 0.09* 0.44 0.51
EQT 0.73 0.00* 1.91 0.02* 0.40 0.03* 0.80 0.37
;f F-stat  Povalue  F-stat  P-value  F-stat  P-value  F-stat  P-value |
FEE 3.03 0.05* 1.81 0.18 0.23 0.64 0.06  0.08%*
g Ol 0.67 0,42 0.36 0.55 0.04* 0.77 2.02 0.16 !
§ TRD 0.18 0.67 0.32 0.57 113 0.29 2.84 0.09
S TLTOA 0.97 0.10* 0.16 0.69 27.56  0.00* 1342 0.00*
;\ % LNG 3.59 0.12 2.38 0.13 2.26 0.13 0.96 0.33
E AST 1.09 0.3 1.97 0.16 17.14 0.11 1.83 0.18
© EQT 1.59 0.08%* 0.39 0.00* 0.71 0.4 1656 0.00*

*significance at 5% level, **significance at 10% level

The bottom panel represents the results for conventional banks, where the variables in
row 1, 2, 4 and 7 non-redundant results can be seen at significant value less than 10%
level. These results shows the importance of all four variables in our model, so we will
keep them as it is in our model. However, for other variables, the results inrow 3, 5 and 6
are redundant and not useful for our model, so we will exclude them while estimating our

model.
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'8 presents the non-redundant results, while the variables in row 6 and 7 shows redundant

results, so we will exclude them from our model.

For conventional banks, in bottom panel the redundancy results for NFI shows redundant
results, thus having no effect on the model. The variables in row 2 and 3 of bottom panel
are having non-redundant and significant results for this model so we are unable to ignore
them. The variable TRD is redundant for conventional banks, thus we will not include it
in our model. For control variables, the variable TLTOA in row 5 and EQT in row §
shows non-redundant results, this rejects the exclusion of these variables from our model.
While the variables LNG and AST in row 6 and 7 presents the redundant results, so we

will ignore them form this model in order to get the simplified model.
5.2 Results of ADF Test

After excluding redundant variables from model 1 which were our control variables LNG
and AST. The simplified model for equation is as follows, where we will further apply
ADF unit root test to check the stationarity of all the variables in order to avoid pseudo

results for our regression model. Results are reported from table 5.4 to 5.6.
Simplified model for equation 1
yl’t = (Ii + ﬁIFOCUSit + ﬁzl\rFIft + tst,-F- Eft (5.1)

The right panel in table 5.5 shows the unit root test results for islamic banks and the left
panel shows the unit root results of conventional. We see that among the dependent
variables, i.e. ROA, ROE, RAROA and RAROE, all of the variables are stationary at

level as the p-value of corresponding t-adf are less than 5%. On the other hand the
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Simplified Meodel for Equation 2

After excluding the redundant variables TRD and control variables AST and LNG from

the model. We will apply unit root test on our simplified model as follows ;
i = a;p + §FOCUS2, + B,FEE, + ROl + 67y + £ (5.2)

Table 5.5 presents the unit results for islamic banks and conventional banks. The unit root
results for independent variables presents the mixed results of (1) and I(0). This suggests
that co integration is not a useful test to apply here. So far we will take first level
difference of these variables to estimate the regression results. For conventional banks,
the dependent variables shows mixed results of non-stationary at their level of
significance, same results can be seen for independent variables, which are FEE, OI,
TLTOA, EQT and FOC2 proxy for income diversification. This clearly indicates that
ordinary least square are the useful test to run the regression rather than estimating co

integration results.
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Simplified Model For Equation 3

Similarly for this equation, the variables NFI, TRD and control variables AST and LNG

are to be excluded from the model as follows;
Vi = @i+ By FOCUSY;  + B FOCUS2; , + BLFEE;  + By TRD;, + B 01 + 52.},: + & (5.3)

Table 5.6 shows the combined effect of model one and model two of income diversity on
the profitabilityof banks. The left panel unit root test results , we see that among the
dependent variables, i.e. ROA, ROE, RAROA and RAROE, all of the variables are
stationary at level as the p-value of corresponding t-adf are less than 5%. On the other
hand the independent variables which include TLTOA, EQT , FOC1, FOC2, are unit root
for different banks at significant value larger than 5%, however other variables are
stationary at their significant level. This means that it would not be reasonable to apply co
integration because there is a mix of I (1) and I(0) variables present in the model.
Therefore, for the consistent estimates, we will use first difference of the variables which

are found to be unit root to estimate the model.
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The coefficients of EQT has positive and insignificant effect at 1% difference level of
significance, suggesting that an increase in bank capitalization translates lower profits.
However, the coefficients shows significant results for MBL (0.00) and DIB (0.03) at p-
value less than 5%, which translates their low capitalization for profitability. As results of
islamic banks similar results can be seen for conventional banks where the coefficients of
Equity has overall positive and insignificant trend for ROA, which states that bank
capitalization although improve the profitability of banks. Further, the coefficient is
positive for HBL and significant at p-value (0.00) less than 5%, which translates their
high capitalization for profitability. The coefficients of FOCI, which is the proxy used
for income diversification (breakdown of non financing income+ net financing income
over total operating income) is overall positive and insignificant for islamic banks, which
indicates that these banks does not consider income diversification to enhance

profitability.

For conventional banks, the coefficient of FOCI is positive and non-significant or HBL
and UBL at their level of difference at p-value greater than 10% level of significance.
However, the coefficients for ABL (0.04), ~ASBL (0.01), MCB (0.01) and UBL (0.00) are
significant at their levels in relation to profitability measure. This indicates that
conventional banks consider income diversiﬁcafion as an important variable to improve

the profitability of banks, by employing low operating cost to generate more revenue.

5.3.1.2 Estimated Regression results of return on equity

Table 5.7 (B) shows the results of return on equity. The top panel stdrts with the

coefficient of non-financing income in relation to ROE , which shows overall negative
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insignificant. However for ABL its coefficient is significant at p-value (0.01) means that
ABL is enhancing towards loan based activities with having lower assets. Overall, the
coefficient of EQT is positive but non-significant results in relation to return on equity,
indicates that holding more equity is useless until and less to expand it on different
business activities. Similarly, the coefficient associated with equity for conventional
banks is positive and non-significant, except HBL which has significance at p-value
(0.02). This indicates that they are having more capital to diversify than of those who has

less available resources of income diversity.

The coefficient of FOCI in relation to ROE has positive and insignificant results for
BBL (0.01), MBL (0.09) and BRJ (0.39) against p-value more than 10%.Further,the
coefficient is negative for BIL (-0.07) and DIB (-0.04). By this we mean that, islamic
banks are reluctant to diversify their income sources into different streams of business
lines. The coefficient of income diversity measure i.e. FOC1 for conventional banks is
negative and insignificant for ASBL (-0.01), MCB (-0.08) and UBL (-0.05) against large
_level of significance, this indicates a weak correlation exists between ROE and FOCI,
means that that more diversification in income sources with low managerial skills and no
innovation in new technology negatively affects the profitability of banks. However, the
coefficient of ABL is positive (0.74) at p-value (0.00), which shows the efficiency of
ABL’s management and staff to expand into different available alternative to enhance

their productivity with minimum operating cost.
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5.3.1.3 Regression findings of risk adjusted return on asset

Table 5.7(C) Estimates the regression results of RAROA. The regression results of
islamic banks in upper panel shows that the coefficients of NFI is overall positive and
non-significant for all banks except the coefficient of BRJ which is significant at p-value
(0.05). By this we mean that, increased operating cost on NFI lowers the chances to
diversify in these activities, while risk-adjusting profitability. In comparison, the
coefficient of NFI for conventional banks of NFI are negative for HBL (-0.02) and ASBL
(-0.12), indicates that their negative relation against risk performance. While for other
banks it is positive and significant for MCB at p-value (0.00) and ASBL (0.04), mentions

that increased involvement in NFI enhance risk profile for these banks.

Table 5.7(C): Regression results of risk adjusted return on asset
Islamic Banks Conventional Banks

{BBL MBL  BIL  BRJ ™ DIB ABL ASBL HBL MCB UBL

B R

Coefficient Coeff  .004 1231 -3.75 000 000 004 008 005 -0.03 0.01
P-value 0.19 052 0.00* 073 0.89 0.00* 0.00* 0.01* 038 0.57
NFI Coeff 0.0 -387 104 002 000 003 -012 -002 035 000
P-value 0.18 081 056 005* 076 0.82 0.04* 063 0.00* 096

TLTOA Coeff 000 -007 006 000 000 000 000 000 0.00 000
P-value 077 079 0.04* 019 092 001* 043 008 071 0.00*
EQT Coeff 000 000 002 000 000 000 -001 000 000 005

P-value .58 0.91 0.52 041 067 0.75 0.35 .37 033  0.02*

FOC1 Coeff 0.00 -1471 340 001 000 0.5 0.06 009 031 0.00

P-value 058 068 008 024 098 0.11 0.18 027 0.03* 0.05*

" *indicates significance at 5% level, ___Indicates 1st difference of variables

Overall the coefficients of TLTOA are positive and insignificant for IBs at their levels.

This states that lending would increase risk adjusted profitability thus in turn lowers the
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profitability of banks. Thus banks should increase their own assets rather than taking
loans to increase their profitability except BIL which is significant at p-value less than
5%. For conventional banks, the coefficient of variable TLTOA is overall positive and
significant for ABL at p-value (0.01) and UBL at value (0.00) which is highly
significant, means that these two banks are diversifying their sources into lending based

activities to increase risk-adjusted profits.

The coefficient of EQT shows no significant relation with risk-adjusted profitability at
1" level of difference, suggesting that bank capitalization is not an important control
variable while adjusting profitability against RAROA. For conventional banks, the
coefficient of is positive but not beneficial to improve risk profile for the banks. Only
UBL has significant result at 1* difference level against p-value (0.02), which reveals
their involvement to generate revenues by increased diversification activities. Overall,
the coefficient of FOCI1 has positive and non-significant results for islamic banks,
implying more operating cost and technological cost is required for income
diversification to generate revenues which in turn negatively affects their performance as
can be seen in case of MBL where coefficient is negative (-14.17) and also highly
insignificant (0.68). So, while diversification banks has to follow cost-benefit analysis
and their stream of profits to improve their performance. For conventional banks, the
coefficient of FOC1 (proxy measure income diversification) overall has better results for
MCB at significance value (0.03) and UBL (0.05) with positive coefficients for all the
banks, indicating that diversification improve performance while adjusting risk profile by

curtailing lower operating cost.
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5.3.1.4 Regression findings of risk adjusted return on equity

Table 5.7(D) represents the results of RAROE. The coefficient of NFI in top panel shows

the regression results for BBL which has negative coefficient (-0.26) against insignificant

value (0.39), while for other islamic banks it is positive and insignificant. For

conventional banks the coefficient of fee income is negative for HBL (-0.53), ASBL (-

0.11) , UBL (-0.47) while the coefficient is positive for MCB(3.57) at significant value

(0.00). In case of conventional banks, we observe significant relation between NFI and

RAROE only for MCB, indicating their reliance on non financing income for risk-

adjustment profitability.

Table 5.7(D): Regression results of risk adjusted return on equity

Islamic Banks Conventional Banks

TBEL  MBL BIL™ BRJ DIB™ ABL ASBL HBL MCB™ UBL’

Coefficient Coeff | 0.18 -2.54 483 -002 0.00 :_2_@_2 ’A 6.11 1.10  -0.62 046 V
P-value 021 014 096 067 095 019 055 001* 001* 028
NFI Coeff -0.26 3.05 1494 006 -002 2136 -0.11 -0.53 357 -047
P-value 039 004* 035 044 080 034 052 062 0.00* 042
TLTOA Coeff 000 -001 173 000 000 067 000 -001 000 001
P-value 037 074 048 087 09 079 045 007 064 0.00*
EQT Coeff 000 036 072 000 000 1488 004 000 001 0.5
P-value 020 000* 076 032 0.16 0.00* 033 097 018 001*
FOC1 Coeff 000 0.61 -156 0.03 001 376 008 215 021 153
P-value 0.63 084 022 047 077 056 040 065 035 0.01*

*indicates significance at 5% level, __Indicates 1st difference of variables

p—

Overall the coefficient of control variable, TLTOA is insignificant and positive for both

types of banks, however the coefficient of UBL (0.01) has significance at p value (0.00).

The overall result suggest that banks may involve in lending based activities while
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diversification when they are in shortage of assets. Further, if banks increase their
involvement more in lending activities, this would adversely impact their profitability
while adjusting risk measure. The coefficient of EQT to total assets is overall positive for
both types of banks, as in case of islamic banks, MBL has significant position to handle
variations in its results by adjusting profitability. For convetional banks, ABL (0.00) and
UBL (0.01) has significant regression results to adjust their performance when risk is
involved in it. For islamic banks, we observe that increased income diversity have no
significant influence on risk-adjusted profitability. However, for conventional banks,
income diversification has overall no significant effect on risk adjusted return, except
UBL which is significant at p-value (0.01) suggesting that diversification increases the

returns for banks when they are capable to handle risk associated with returns.
For Model 2 :
The estimated regression results of model 2 are as follows;

5.3.2.1 Estimated regression results of return on asset

Table 5.8 (A) in below table represents the results of return on assets, where he

coefficient of fee based income in right panel is positive for BIL (0.03) at p-value (0.03)
and also for BRJ where coefficient is (0.04) against p-value (0.00), suggesting that fee
based activities generate revenues for the banks, but more dependence on these activities

would reduce their profitability.

For conventional banks, the coefficient of fee income has overall positive and significant
results for ASBL (0.03) at p-value (0.04), UBL (0.11) significant at (0.02), for ABL its
coefficient is negative (-0.22) with p-value (0.02). This clarifies that these banks are
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inclined towards charging more fee based income activities to improve their profitability.
For other independent variable which is OI, its coefficient is negative and insignificant
for most of the islamic banks, however the negative coefficient for MBL (-0.28) has
significance at value (0.04). These indicate that OI has weak cormelation with
profitability, implying that it is remain constant rather than generating revenues.
However, MBL has significant results (0.04) at p-value less than 5% level. The
coefficient of OI has non-significant results for all conventional banks, state that this is

not an important variable, while determining profitability.

Table 5.8(A): Estimated regression results of return on asset .
Islamic Banks Conventional Banks

"BBL MBL BIL BRJ Dib ABL ASBL HBL MCB UBL]

Coefficient Coeff  -0.02 003 -0.02 000 000 004 -001 003 004 -0.05
P-value 038 0.00* 000* 076 078 000* 029 038 065 043
FEE Coeff 001 003. 003 004 001 -022 003 003 021 011
P-value 0.87 008 0.03* 000* 062 002* 004* 051 023 0.02*

OI Coeff  -0.01 -028 003 -0.05 -0.04 -0.01 011 002 002 004
pvalue 081 004* 050 034 080 09 025 085 093 048
TLTOA Coeff 000 000 000 953 000 000 000 000 000 0.00
P-value 012 076 076 020 079 095 035 016 099 067
EQT Coeff 000 000 000 000 0.00 000 000 000 000 000
P-value 047 000* 054 098 0.08 082 036 000* 087 005

FOC2 Coeffl 004 004 002 -001 001 -004 0.02 -0.04 -002 006

P-value 0.12 0.00* 0.01* 040 067 026 0.18 0.43 0.77 0.48

*indicates significance at 5% level,___Indicates 1st difference of variables

The control variable, TLTOA is overall not considered as an appropriate variable for
ROA by having no impact on it, this show that banks are involved in loan based activities

to enhance their financial performance. Moreover, lending may reduce profits with risk
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activities for islamic banks is not supportive as they are small in asset size so diversifying

beyond the optimal level would adversely affect the earnings of the banks.

For conventional banks, the coefficient of FEE based income has overall no significant

impact on performance of banks as its coefficients are negative for ABL (-2.10) and

MCB (-1.31) at their 1* difference level, however, for other banks its coefficients are

positive but non-significant, for conventional banks exploring alternative for investment

in fee income does not improve their profitability.

Table 5.8(B): Estimated regression results of return on equity

Coefficient Coeff

P-value

FEE Coeff
P-value

(9) 1 Coeff
P-value

TLTOA Coeff
P-value

EQT Coeff
k P-value

FOC2 Coeff
P-value

Islamic Banks

Conventional Banks

yBBL MBI, BIl.” BRJ” DIB~ ABL ASBL HBL MCB
006 024 003 007 000 043 003 036 OIS
0.73 0.00* 0.03* 0.15 0.98 0.03* 0.77 0.38 0.82
-0.26 0.22 0.18 -0.37 -0.01 -2.10 0.39 0.34 -1.31
0.58 0.12 0.09 0.00* 094 0.21 0.62 0.59 0.35
-0.01 -3.66 0.10 -0.54 -0.41 179 -0.20 0.36 0.53
095 0.01* 080 008 077 026 0.89 0.77 0.79
0.00 000 000 000 000 000 000 000 0.00
0.09 0.72 0.77 0.73 0.72  0.02* 0.90 0.16 0.56
0.00 000 000 000 000 000 000 003 000
0.45 0.21 070 071 030 0.16 0.94 0.03* 0.95
029 -026 0.4 -005 003 -083 -001 -047 005
0.21 0.00* 0.03* 026 084 016 095 042 095

UBL *

-0.62

*indicates significance at 5% level,___Indicates Ist difference of variables

The coefficient of OI has negative results for BBL (-0.01), MBL (-3.66), BRI (-0.54)

and DIB (-0.41) thus only significant for MBL with negative coefficient at p-value (0.01),

which is highly significant for this bank. The result of the other banks indicates that

banks are generating income only to meet its operating activities rather than to diversify
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their income resources. For conventional banks, the coefficient of Ol is also non-
significant at their level, meaning that it is not considered as an important variable while
determining earnings of the banks. The coefficient of variable TLTOA is overall positive
against an insignificant impact on return on equity for islamic banks, which means that
banks are generating revenues by its own rather than diversifying in lending activities.
For conventional banks, the coefficient of TLTOA is overall positive for all banks but
non-significant except the coefficient of ABL which is positive (0.00) and significant at
value (0.02), suggesting that ABL is considering to expand their financing activities into

lending activities to enhance their financial performance.

The coefficients associated with EQT for islamic banks are overall positive, but having
non significant results on ROE, means that banks are not expanding to enhance their
profitability. For conventional banks, the coefficient of EQT is overall positive and
significant only for HBL (0.03) and UBL (0.05) at their significance level, while for other
banks its significance value is too high, which means that these banks are holding more
equity capital as capital or reserve requirement rather than expanding it on different
businless activities. FOC2 is the proxy of income diversity measure, its coefficients
presents overall mixed results for Islamic banks as negative for MBL (-0.26) with
significant p-value (0.00) and he coefficient for BIL is positive (0.14) at p-value (0.03),
while for BRJ it is negative and insignificant. These findings explores that Islamic banks
are small in asset size, low profitable and less diversified. Further, if they involved
themselves to increase income diversity which in turn would bring higher cost
overshadowed by benefits of diversification. In contrast, the coefficient of FOC2, has

overall non-significant impact in relation to return on equity, as the results indicates that
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its coefficients are non-positive for HBL (-0.47),ABL (-0.83) and for ASBL (-0.01),
while for other banks the results are also not beneficial with higher significance level. So,
the overall results suggest that ROE for conventional banks are not beneficial and

concentrated within a strict policy/regulatory requirements.

5.3.2.3 Estimated regression results of risk adjusted return on asset

Table 5.8 (C) shows the results of RAROA which is the measure of risk adjusted profits.
The coefficient of FEE in the overall regression results for islamic banks in right panel

shows the mixed results for all banks. The coefficient in the regression for MBL and BRJ

a

negative, but significant for BRJ at p-value (0.00). For BIL it is also significant at p-value™
(0.00) which is highly significant for this bank. These results show the capability to

handle risk associated with charging high fee on banking activity for the banks.

Table 5.8(C): Estimated regression results of risk adjusted return on asset
Islamic Banks Conventional Banks

‘ e N
i BBL MBL BIL  gpy pg  ABL ASBL _HBL . MCB

Coefficient Coeff -0.01 15.96 -2.46 0.05 0.00 0.02 0.08 0.09 0.20 0.00
P-value 0.93 0.44 0.08 0.00* 0.77 0.46 0.02% 0.40 0.02* 0.99

FEE Coeff 0.13 10.00 -0.08 0.00 0.I5 -0.09 0.20 0.22 0.06
P-value  0.42 0.00* 0.00* 0.59 048 0.66 0.26 0.21 0.86

01 Coeff 0.00 -5.26 -0.09 -0.01 -0.16 0.07 -0.59  -0.59 0.01
P-value  0.96 0.57 0.07 0.81 0.43 0.85 0.05* 0.01* 0.86

-4.41
0.92
25.66
0.57
TLTOA  Coeff 000 006 003 000 000 000 000 000 000 000
0.80
0.00
0.83

P-value  0.66 0.29 0.12 095 0.02* 0.63 0.43 0.90 0.59

EQT Coefl 0.00 0.00 000 000 000 -001 000 000 000
P-value  0.55 091 037 081 057 052 019 021 027

FOC2 Coeff  -0.04 -1869 -129 -0.04 000 006 066 -0.07 058 001

P-value  0.53 0.56 0.40 0.00* 070 Q.23 0.3 0.20 0.0t*  0.15

*indicates significance at 5% level,___Indicates 1st difference of variables
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OI which is the pat of other'non-ﬁnancing income (not related to loan granting and
deposit taking) has negative effect on RAROA for BIL, BRJ and DIB with negative
coefficients at insignificant. This suggests that most of the banks are not efficient to
handle the variations involved in returns by diversifying income sources on other income
activities. TLTOA has also weak relationship in adjusting profits while having risk
associated with its returns, diversifying their loans portfolios would increase risk. High
income diversification activities would increase the variability of income sources, thus
negatively impact bank’s risk adjustment performance. The coefficient of EQT has no
impact on RAROA, increased share of equity is not a stable measure for this dependent
variable by having more variations in its results, islamic banks registered low-risk
adjusted earnings. Overall the coefficients of FOC2 is non-positive for almost all the
banks except coefficient of DIB (0.00) which is positive with larger p-value (0.70).
However, the coefficient of FOC2 is only significant for BRJ (0.00) with negative value
(-0.04). So far, no statistically significant results can be observed for Islamic banks to

improve risk-adjusted earnings.

The results of conventional banks are presented in the right panel, where the coefficients
of FEE has overall insignificant and positive impact on risk-adjusted performance.
However, the regression results of FEE is negative for ASBL are negative (-0.09) and
insignificant indicates that although fee income enhance their earnings but high
concentration on these activities would detoriate their risk-return profile. The coefficient
associated with Ol are non-positive at their significance level, as negative coefficient
results can be seen for HBL (-0.59) with significant p-value (0.05), ABL (-0.16) with p-

value (0.43) and MCB (-0.59) against p-value (0.01). These results proves that other
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For model 3:

The estimated regression results of model 3 reports results from table 5.9(A) to table 5.9

(D) as follows;
5.3.3.1 Estimated regression results of return on asset

Table 5.9(A) shows the estimated results of return on asset. The coefficient of Fee
income in the left panel has a positive relationship between profits in islamic banks which
shows tha\ft fee inconie is an important variable of diversification which improves ROA
excepts BBL where coefficient is (0.01) having p value (0.86) shows an insignificant

impact on dependent variable.

Table 5.9(A): Estimated regression results of return on asset

Islamic Banks Conventional Banks
TBBL MBL™ BIL BRJ™ DIB ABL ASBL™ HMBL MCB  UBL'

N o A —— e ———— o

i

=)
ad
<
—
S
4
o
2

Coefficient Coeff -0.02 003 -0.01 -001 -0.01 004 0.00 0.03

P-value 043 001* 047 057 0.05* 0.05* 050 0.19 023 031
FEE Coeff 0.01 003 002 003 -003 -0.14 0.00 003 049 016
P-value 0.86 0.05* 005 027 0.03* 0.14 0.94 069 0.04* 0.17

b=
(=l
\V8]
t
[=
[=1
[==]
<
<
(=3}

01 Coeff 01 -026 -001 -020 003 -005 -0.02
P-value 083 004* 084 034 065 054 083

|
:
|

=)
2
o
5
)
=)
[F%]

|
l.
l.

TLTOA Coeff 000 0.00 000 000 000 0.00 000 0.00 0.00 0.00
P-value 0.3 090 054 0.80 0.04* 074 032 017 099 051
EQT Coeff 000 000 000 000 -404 000 000 000 000 0.01
P-value 047 000* 060 023 063 007 052 000* 081 0.05*
FOC1 Coeff 0.00 0.01 -001 -001 000 -003 001 0.6 005 -0.03
P-value 090 0.58 0.05* 021 070 0.04* 0.1 0.05* 023 044
FOC2 Coeff 004 -004 001 002 002 -001 000 -004 :017 010
P-value 019 0.00* 025 031 003* 05 081 043 025 031

*indicates significance at 5% level,___ Indicates 1st difference of variables
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While in case of conventional banks only in case of MCB its coefficient is negative but
significant while in others it shows no impact on ROA. This shows that conventional
banks are less efficient in order to diversify in fee based activities. The coefficient of
other income (OI) in the regression of BBL by is negative (-0.01) with p-value (0.86).
This means that OI is not a significant determinant of ROA. The coefficient of OI is
insignificant for both banks with p-value larger than 10% for every bank except for
MBL where OI is negative (-0.26) but significant at (0.04) .This implies that in case of
all banks "except MBL other income does not play an important role for determining
ROA. For our control variables ,overall we find that TLTOA ,measured by the total
loans to total assets has no significant impact on ROA as.results shows insignificant of
relationship with dependent variable but it is significant only in BRJ having positive
coefficient in the regression (0.00) with p value (0.04). TLTOA is not considered as an

important independent variable for determining ROA.

The variable EQT has mixed effect on profits. We examine a negative relationship
betwéen ROA and Equity on both banks. With the exception of equity on MBL
coefficient (0.00) having same p value (0.00), HBL by taking first difference of both
banks dependent and independent variable (eqt) to check its significance on ROA which
is positive and significant. Negative results indicate that an increase in bank capitalization
brings lower profits. FOC1 is based on disintegration of operating. income on non-
financing income and financing income where low value indicates bank is more
diversified. The coefficient of FOC1 is insignificant for islamic and conventional banks
but with p-value larger than 10% for every bank only BIL shows significant (0.04) but

negative impact (-0.01) and in case of conventional bank by taking first difference of
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significant for HBL at value (0.03) and for UBL at value (0.05), suggests that it is more
appropriate determinant for conventional banks in contrast with Islamic banks while
measuring profitability. The coefficient of FOCI is overall negative for BIL (-0.07), DIB
(-0.08) and BRJ (-0.01) and non-significant for all islamic banks. For conventional
banks, the coefficient is negative and insignificant for most of the banks, as regression
results suggest that only ABL with negative coefficient (-0.59) has significant at p-value
(0.01), so this suggest that FOCI is not in favor of income diversification for both types
of banks. Tl}g coefficients associated with FOC2 are overall positive and non-significant
for Islamic banks. However with negative coefficient of MBL (-0.26) significant result
can be seen at p-value (0.01),similarly in contrast to islamic banks, the coefficients of
FOC?2 for them are non-significant and positive for ABL (0.06), ASBL (0.46) and UBL
(1.37), for rest of two banks its coefficients are although positive but insignificant. This
clarifies that islamic banks are to stabilize themselves by following roe as an dependent

variable. -
5.3.3.3 Estimated regression results for risk adjusted return on asset

Table 5.9 (C) shows the results of RAROA which is the risk measure of profitability. The
left panel represent the estimated regression results for islamic banks, where coefficient
of FEE has negative and non significant effect on risk adjusted profitability for.' MBL and
BRJ with the exception of BIL (0.00) and BRJ (0.05) by having mgm%icant results,
explores that fee income although improves the profitability but more reliance on them
would adversely affect the financial performance of the banks as can be seen for MBL
(-12.05) and BRJ (—0.03); For conventional banks, where coefficient of Fee is negative
and insignificant for all banks, except UBL where its coefficient is also negative (-0.19)
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where the coefficients of FOC2 are negative and insignificant for ABL, HBL and MCB,
although significant for MCB (0.04) and UBL (0.02) which shows that these banks are
diversifying their sources of income in contrast to other banks. And consider this
diversification measure more appropriate than FOC1 income diversity measure.
However, other banks are reluctant to diversify their resources because of technological

cost and management skills to generate high returns.
5.3.3.4 Estimated regression results for risk adjusted return on equity

Table 5.9 (D) shows the results of risk adjusted return on equity. The coefficient of fee
income is non positive and insignificant for BBL (-0.36), MBL (-2.62) and BRJ (-0.14)
and for BIL the coefficients are positive (69.34), DIB (0.14) against significance values
more than 10%. This clarifies that islamic banks are facing volatility in returns while
opting for diversification in fee income activities. Similarly, the coefficients of fee
income for conventional banks are positive and insignificant for most of the banks,
except UBL where p-value significant at (0.01) . This shows that diversification in fee
income does not improve risk profiles for both types of banks. The coefficients of OI in
top panel are insignificant and negative for BBL (-0.39) , MBL (-53.11) and DIB (-0.35)
with higher significance values , except BIL where coefficient is positive (36.39) at p-
value (0.00). So, OI is not considered as an important variable of NFI for all Islamic
banks. In contrast to conventional banks which are more experienced and profitable the
coefficient of OI is also non-positive in bottom panel for HBL (-12.39), MCB (-2.99),

UBL (-3.95) with significant value at (0.00).
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Table 5.9(D): Estimated regression results for RAROE

Islamic Banks Conventional Banks
[BBL MBL BIL BRJ DIB ABL ASBL HBL MCB UBLE

Coefficient Coeff 0.05 0.8 -1474 000 -0.08 -659  0.07 1.40 2.39 3.89
P-value (.88 032 097 051 047 0.78 055 0.03* o0.01*

FEE Coeff -0.36

6930 -0.14 0.14 11.25 1.06 4.29 -0.26 5.73
P-value (.59 0.69 032 048 .80  0.60 027 091 0.01*
0] | Coeff -0.39

P-value 0.23
TLTOA Coeff 0.00 -0.15  0.00 0.00 .56  -0.01  -0.01 0.00 -0.01

-0.02*

-2.62

0.52

53.11 3639 061 -035 5434 -0.01 -12.39 299 -3.95

0.20

0.02
P-value 041 033 094 063 087 084 040 039 077 0.00*

0.36

0.00*

-1.58

0.63

6.99

0.01*

0.00 049 0.34 19 1.00 0.10 0.16  0.00*

EQT Coeff  0.00
P-value 031

0.52 0.00 000 1052 0.08 003 0.0l 0.13
76 0.55 35 0.05* 041 0.66 0.17  0.02*

FOC1 Coeff 0.00
P-value 0.63

569 0.07 -0.01 1525 -0.22 0.23 027 257
057 017 085 0.79 0.53 .96 0.44  0.00*

FOC2 Coeff 0.14 9162 -0.14 0.10 5456 0.70 -0.67 -3.23 525

0.52 026 047 0.59 0.28 0.84 0.02* 0.01*

P-value .73

*indicates significance at 5% level,___Indicates 1st difference of variables

This suggest that Ol is not an important variable to consider for diversification for both
types-of banks as it inversely affects the profitability of banks. For our control variable,
TLTOA the coefficients for islamic banks are overall positive and non-significant, means
that banks are involved in lending activities to increase their efficiency and productivity,
but increased reliance on lending activities could lead to reduction in profitability can be
seen as negative coefficient of BiL (-0.15) against p-value (0.94) which is highly

insignificant. For conventional banks, the coefficients of TLTOA has overall negative

results for HBL (-0.01), ASBL (-0.01) and UBL (-0.01) with significant value (0.00),

while for other two banks its coefficients are positive. This suggests that increased
involvement in lending based activities although increased profits for the banks, but

greater reliarice on these would reduce their profits. For control variable, EQT the
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coefficients are positive and insignificant for most of the islamic banks at 1** difference
level, only significant results can be seen for MBL at p-value (0.00). For conventional
banks, the coefficient of EQT is overall positive and insignificant for most of the banks,
however significant results can be seen for ABL at p-value (0.05) and UBL (0.02). The
results of both types of banks suggest that increased capital reserve requirements forces
banks to not to diversify more in business activities rather to hold more reserves on their

vaults to meet liquidity requirements.

The coefficient of FOCI1 for islamic banks are insignificant and negative for MBL
(-1.58), DIB (-0.01) at p-values more than significance level. Similarly, the coefficients
of FOCI1 for conventional banks is positive for most of the banks but they are also
insignificant as islamic banks, except UBL which is opting for income diversification.
So, the coefficient results for both types of banks indicates that FOC1 is not an
appropriate measure of income diversity for them. The other proxy used for income
diversification is FOC2, where the coefficients are positive and non-significant to
enhance risk-adjusted performance for islamic banks. Only MBL has significance at p-
value (0.01) in order to diversify, while for others it is not effective. In contrast, the
coefficients of FOC2 for conventional banks are insignificant negative for HBL (-0.67),
while significant for MCB at level (0.02) with negative coefficient (-3.23) and also for

UBL where the coefficient is (-5.25) at p-value (0.01).

The overall, results of this model indicates that income diversification has negative or no
effect on risk-adjusted earnings for both types of banks in order to enhance their

profitability.
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6.4 Policy Recommendation

The study finds a positive non-significant relationship between income diversity and the
profitability of dual banking system hence suggest that diversification toward fee-based
financial products and services, would reduce banks’ income volatility and enhance the
returns on a risk adjusted basis. It also improves the solvency position of banks up to
some optimal point of income diversification dependent upon the operating landscape of
bank’s earning and further recommends that over reliance on these activities would

reduce their profitability.

For islamic banks, they can also expand/ shift their revenue strategies into non-financing
income generation activities in search of higher earnings which in-turn reduces the
idiosyntric risk associated with earnings. The study further recommends that in order to
improve the profitability of both banking system there is a need for the management to

initiate measures that will increase the overall profitability for them.

For income diversification banks need to additionally invest in human resources and
technology, which in turn entails high cost to the banks and in return high earnings
volatility. So, banks should carefully estimate cost benefit analysis before considering

diversification strategy as revenue generation.
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