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Kuwait, Saudi Arabia, Malaysia, Turkey, Bahrain, Qatar, Bangladesh, Egypt, United

Arab Emirates, Indonesia, Sudan etc.

Islamic banking Industry has made instrumental and significant contributions. The
banking sector has impacted positively the economy of many Muslim countries.
Therefore, this contribution attracted and compelled many investors and bankers to
see that it is not just an ordinary phenomenon. Over the passage of time, many
countries like Maldives, Tanzania, Uganda, Oman etc., have launched different new
projects relevant to the Islamic finance and banking. This step is boosting and
encouraging the bankers and financial institutions of other countries to take step
forward and offer some more products and services according to the needs and

demands of the customers, followed by the jurisdiction of the Shariah.

Dynamic and stable financial industry contributes positively to the global financial
system. State Bank of Pakistan (SBP) is playing an instrumental role in the promotion
of Islamic banking which is in accordance to the rules of Shariah. The SBP promotes
Islamic banking in three different ways: (i) Conventional banks that already exist with
standalone Islamic branches (ii) Conventional banks having subsidiary of Islamic
banks (iii) Full-fledged Isla mic banks (Review of Islamic Banking sector, 2003-
2007). The SBP have also made a strategic plan for the further improvement in

economic development by promoting Islamic banks.

The performance of Islamic banks and their competitive banks can be analyzed
through different methods. Profitability, analysis of risk, role of efficiency and power
of liquidity can be used to differentiate the features of banks mainly based on the
Shariah’s rules (Khediri et al.,, 2015). However, several studies empirically have

shown that analysts of finance use accounting ratios in order to measure the






























Ernst & Young (2013) in their IB’s competitiveness report worldwide has shown the
rate of growth of assets of Islamic banks. They stated that assets grew 17% (average
rate of growth) between the years 2008-2012. The competitive report of Ernst and
Young (2016) reported that assets of commercial banking and Islamic retail continue
their growth at 16% in the years 2014-2015. Participation banks have share of
approximately 34% in the Gulf countries. The report stated that QISMUT countries
(Qatar; Indonesia; Saudi Arabia; Malaysia; UAE; Turkey) are holding 80% assets of

Islamic banking.

Pakistan, Jordan, Bangladesh, Turkey and Jordan are witnessing significant growth,
The rate of growth in these countries shows improvement by the strategies of
regulatory bodies and government agencies. The central bank of Pakistan aims to
increase the share of domestic market of Islamic banking to 20% by 2018, from 9.8%
in 2014. In 2014, the share of participation market of Turkey is 5.7% and government
aims to increase it to 15% by 2023. Jordan and Bahrain have domestic share of IBs

11.7% and 12.7% by 2014 respectively.
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Chapter 3

Literature Review

3.1 Introduction

Many empirical studies have been carried out in order to compare conventional banks
and emerging Islamic banks with the aim to find the fundamental differences in their
feature e.g., Igbal (2001), Naqvi (1982), Rosly and Bakar (2003), Hassan and Bashir
(2003), Cihak and Hesse (2008), and Ariss (2010). The literature also finds the impact
of Islamic banking during several tough periods when banking of conventional sector
could not deliver the expected outcomes. While on different note, in the turmoil
period Islamic banks by following their principle of prohibition of interest rate and
PLS made their mark and competed with conventional banks. Several studies have
highlighted the profitability aspect of the banking sector. However, the performance is
not only confined to profitability. Therefore, different researches e.g., Bashir (1983),
Arrif (1998), Rosly and Bakar (2003), Olson and Zoubi (2008), Johnes et al. (2009),
Venkatesh (2010), Muda et al. (2013) have shed light on the risks, liquidity, and
efficiency in both banking types. Some other studies have highlighted the factors or

features which play important role for the better execution of the banking sector.

3.2 Growth and Emergence of Islamic Banks

Khan (1987) explained in his study that conventional banks failed during financial
crisis. Islamic banks strengthen the position of the banking system. Their study
suggested that failure could also be removed by following the theoretical model of
IBs. Conventional banks on other side could not live up to the expectations demanded

by them. Investment funds were usually separated from the deposit funds in Islamic

15



banking and 100% reserve was applied on the latter. On the other side, moderate
views were given by Shamshad Akhar and he claimed that IBs showed stability and
resilience at the time of crisis but they were not totally immune but somehow damage

was minor against the huge losses of conventional banks.

Islamic banking is helpful in various ways, they provide stability and set the
level of performances really high Turen (1995). BIB (Islamic Bank of Bahrain) was
used in that study as an example. That study was conducted by using financial ratios
and result indicated that BIB provided or offered return which is basically higher than
conventional banks. Naqvi (1982) and Qureshi (1984) claimed in their studies that
financing which is based on equity can maximize the exposure of IBs to risk. But on
the other hand Islamic scholars are of the opinion that removal of interest rate can be
very beneficial for the stability of Islamic banking in the long run. Pervez (1990),
Zarqa (1983), Kahf (1982) and Chapra (1985) also were of the opinion that principle

of sharing profit and loss is fruitful for stability of this industry in the long run.

The study of Bashir (1999) compared bank performances in Sudan using the
data from annual reports of banks. The performance of Islamic banks was attributed to
the size of the bank, the larger the size of the banks, the more profit they generate in
Sudan. However for leverage, higher size of the bank also had higher level of leverage
and there is a decrease in operating risks. In short, performance of the banks can be
affected by the scale of the functions and operations. Zeitun (2012) argued in his
study which was performed in the region of GCC carrying the data of the period 2002

to 2009 that size of the institutions matters only for Islamic banks not for CBs.

Islamic institutions were established in numerous parts of the world and they

not only covered Islamic countries but also some western countries Igbal (2001). The
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(2014) selected the banks of Turkey for their empirical research. Turkey is considered
a model in banking that is interest free for the world. And performance of IBs is
compared against CBs there for the years 2001-09 by using technique logistic
regression, Islamic banks are termed as participation banks and they are better in

holding liquidity, asset quality and earnings with respect to performance.

While comparing flexibility of banks, Hassan and Bashir (2003) described that
Islamic banks have the more flexibility of becoming or gaining the level of
shareholder as well as firm’s creditor going by their charter. Services that are based
on investment banking are also beneficial and have advantage for Islamic banks. So,
in this way, Islamic banks are gaining popularity and growth of local economies is
satisfactory and even at the international level they expansion is significant and
satisfactory. Conventional banks were affected from the crisis at big scale whereas
IBs were insulated financial crisis. (Yilmaz, 2009; Willison, 2009). So, after this
success, functions of Islamic finance had a great appeal for the western world’s
investors and now tables have turned on the other side.

Despite of the fact that the state of Bahrain is small, it is very instrumental
financial centre in the region of gulf. Interest free banks and interest based banks were
examined for the period 1991-2001 (post period of Gulf war) in the study of Samad
(2004). There are no big significant differences in terms of profitability of the banks
and liquidity. But in terms of credit performance of the banking sector, differences
were found. The empirical results stated that IBs were superior to the conventional
banks in terms of the credit performance by applying t-test. There was a less credit
risk exposure for IBs. On the other hand, conventional banks were exposed to that
kind of risk. In spite of the fact that IBs were newcomers, they quite made their

presence felt in the arena of banking sector.
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Igbal and Molyneux (2005) examined the return on deposits and their
sustainability in CBs and IBs. In case of Malaysia, authorities were aiming to run
Islamic banks along with conventional banks and as a result the competition was
intensified between them. But the competition got more intense after the launch of
IBS (i.e., Islamic Banking Scheme) and this step was initiated by the Malaysian
government which later helped in the product’s growth of Islamic banking. This
further lead to the expansion of Islamic products with the participation of
conventional banks as well. Islamic banks had 10.20% of total deposits of Malaysia
by the end of year 2002. The effect of this immense growth was seen in the later years
as well.

Dusuki and Abdullah (2007) studied the success of IBs through different
ways. They elaborated the role of the good reputation and quality of services that is
offered by Islamic banks to their customers in Malaysia. By using the technique of
questionnaires, customers’ views about the service quality and their priority for
products designed using the rules of Islamic finance. But other factors are also likely
to be considered for the further success of IBs like social responsibility, price of
product etc. Wilson (1995) mentioned in his study that with the rate of growth Islamic
banking is moving forward, it is not only about the religious principles but also now it
is a vast business which is spreading throughout the world but opening doors for
many others.

The expansion of Islamic banks in conventional world was a vital step in the
growth of Islamic finance, the study of Sole (2007) highlighted this aspect. Despite
the growth of banking related to Islamic principles to many areas and regions of the
world, there are still many authorities who are unable to implement or introduce the

functionality principles of Islamic banks into the world of conventional banks. This
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paper highlighted those challenges which are coming into the way of Islamic finance.
There are insufficient instruments which can be used for the hedging purposes in
banks pursue the Islamic finance’s principles. So, this becomes difficult task for the
authorities to monitor such risks in the daily basis. There are hurdles in a way but still
Islamic economics is overcoming such problems and many conventional banks in the

later years have opened Islamic windows in the western world as well.

Hasan and Zaher (2008) mentioned the growth of Islamic finance and how
western world started adopting the methods and techniques of Islamic economics.
This research emphasized that challenges should be addresses in Islamic finance for
the further growth. Growth of Islamic banks mainly depends on the quality of their
services and innovative products which intrigued the customer to remain loyal to such
sector and adoption of new technologies becomes vital for such aspect. Islamic
finance has a capability to offer the alternative products at the level of microfinance.
Islamic banks are very instrumental for the development and progress of economic
system not only in Muslim countries but also in western countries. Islamic banks have
higher value of asset quality and their intermediation ratio is also high in terms of
their comparison with the banks that are conventional in nature (Beck, Merrouche,
and Kunt 2013). Islamic banks attract the attention of investors during the financial
crisis. Islamic banks were not affected like the conventional banks during the period
of crisis. Conventional banks failed the expectations whereas Islamic banks filled that
gap. Many products which were Shariah compliant got the attention of many people
who had strong religious beliefs. The segment of loyal customers with strong

religious beliefs really helped in the growth and expansion of Islamic banking.

Cihak and Hesse (2008) described the strength of IBs and CBs in various ways

by reviewing eighteen banking systems. The empirical findings showed that IBs were
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stronger as compared to small banks that were operating conventionally. However,
large CBs had an edge over the small Islamic banks. In terms of performance, small
IBs are ahead of large IBs, that was a major challenge and concern of management of
credit risk in Islamic banks. The research study of Samad and Hassan (1999)
evaluated the performance of IB in Malayasia. They analyzed the data of BIMB
(Bank-Islam-Malaysia-Berhad) with respect to risk, solvency, liquidity and
profitability for the time frame of 1984-1997. The ratios were used to determine the
results for evaluation by applying t-test. The results showed that profitability wise
Islamic banks did better and made their existence felt. Some of the higher returns
were even attributed to the risk factor, but in comparison to the other conventional
banks, this Islamic bank in terms of performance lagged behind. This bank

empirically said to be a less risky but it was more solvent.

Haque et al. (2009) shed light on the importance of the banking based on the set and
rules of Islamic finance. Islamic banks eventually started making waves and got the
required attention of the customers for its long run. The products of high quality were
offered by IBs. Despite of the fact that competition was high, Islamic banks were
expected to perform better in terms of services. They had to excel in all areas to keep
moving forward and by following the principles set by Shariah. This study reflected
major factors and points which showed the level of the satisfaction of the customers
and their perception. The combination of all these factors played a role in the positive
mindset of customers towards IBs. The study indicated that social and religious values
also have significant effect on customers. And by highlighting such issues more,

Islamic bank can go at far places in terms of their success and performance.

By analyzing the growth factor, Ariss (2010) highlighted the competitive

nature and environment of Islamic and conventional banks. The profitability on both
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sides was also investigated. This research study was performed for the period (2000-
06) by extracting the bank level data from thirteen countries. This study empirically
highlighted the results that in terms of capitalization, conventional banks are lagging
behind and IBs are ahead of CBs. Financing activities in IBs involve greater amount
of asset than CBs. But on the other side, some measures indicated that CBs are more
competitive than IBs. Findings of this study also stated the concern of the banks of
west and their involvement in the Islamic banking. The explanation revolved around
the performance of the GCC region which is making noises everywhere around the
world with their good performance in tough time when conventional banks couldn’t
perform better than them. So, investors are more interested to take part in Islamic
banking.

Boumediene (2010) further highlighted the importance of Islamic banking and
its importance in the future period. Credit risk exists in IBs and CBs, but the level of
presencc differs. Investments of Islamic banks involve the principle of PLS. This
gives strong and powerful securitization to the Islamic banks. The results empirically
showed that Islamic banks involved less risk of credit as compared to conventional
peers. Nienhaus(1983) in his study stated that during the eras of 60s and 70s, IBs were
operated on PLS principle. The advocate of that concept mentioned the interest free
Islamic banking was superior to interest based banking. For the purpose of increase in
profitability, IBs faced competition from CBs and by making business strategics

following Shariah rules. They had given tough competition to conventional banks.

The growth and satisfaction level of the products of IBs among customers in
Pakistan was examined by Ahmad, Rehman, and Saif (2010). According to the
results, majority had a satisfying view about the products of the new growing sector.

Findings of their study also declared that Islamic banking have a positive and good

22



relationship between customer satisfaction and quality of service compare to CBs
which is a very positive and diversifying change for the banking industry in Pakistan,
People are showing trust and acknowledging the offers of IBs because they are mirror
of their religious faith which is a big factor in the contribution and growth of IBs.

Kaouther et al. (2011) analyzed the characteristics of Islamic and conventionally
operated banks. The profitability and leverage of conventional and Islamic banks were
analyzed by three different methods including t-test, discriminant analysis and
regression (logistic regression). The study performed over the period 2004-08. These
aspects of banking sector were observed by the ratios. The researchers pointed out
many differences empirically between CBs and IBs on the leverage and profitability
front. This research mainly focused on structural side of the banks. This research
proved that ratios of leverage as well as profitability used in this study are helpful and
termed as good predictors which can are influential in order to discriminate between
the types of banks mentioned earlier. But in this period IBs are said to be less

profitable because the industry of IBs was still new.

Jaffar and Manarvi (2011) by using CAMEL technique compared different areas of
banks in Pakistan. They compared features of IBs which include quality of assets,
quality of management, the position of liquidity and earning position. These features
are differentiated from the banks operating conventionally using 5 Islamic and 5
conventional banks to measure the performance from the year 2005 to 2009. The
results were more inclined towards Islamic banks in terms of the position of liquidity
and adequate capital. However conventional banks were capable of more earnings and
they had better quality of management. These two types were competing with each
other and tried to outdo the performance of each other by playing at their strong point

and minimize their weaknesses.
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during crisis (2007-08) but IBs also suffered in terms of ratio of capital, average
equity’s return (ROE) and leverage as well. And CBs lacked behind in terms of
liquidity and average asset’s return (ROA). Their study was comprised for over four

years (2006-09) covering the region of GCC.

Sufian and Noor (2009) explored the area of banking sector by following the
rules of Islamic finance and comparing the performance in the region of MENA.
Efficiency is analyzed by using Analysis of data development technique in
approximately 16 countries from the time period 2001-2006. Findings indicate that
Islamic banks are not much efficient in exploiting and exploring the resources to the
fullest. Results showed that those banks are more efficient that have small ratio of
NPLs and they have little market share compare to enormous market shares of other
banks. This study found out that more efficient are the banks, more the rise in their

level profitability. Hence, they have significantly positive relationship.

Johnes et al. (2009) performed a research using ratios of finance to find the
results about the banking sector of GCC region during the period (2004-2007). The
results indicated that Islamic banks generate more profit and revenue than
conventional banks and have low cost efficiency. The level of efficiency is certainly
higher in conventional peers than IBs. Due to their good performance, the sector of
Islamic banks in the GCC has steady growth and greater opportunities for Islamic
banks. But still IBs have grabbed the attention of investors worldwide due to their
performance in the financial crisis that focuses on transparency and avoidance of
unwanted risk (Willson, 2009). Kasman and Carvallo (2005) highlighted the
important point in their study that due to the usage of high technology, competitive
environment has been intensified. This pressure proved to be a helpful procedure for

the growth of banking industry.
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Badreldin (2009) also emphasized on the modifications which are still needed
for the banks backed by Islamic finance. This research suggested Islamic finance
needs proper tools for proper measurement and these banks’ performance should be
evaluated time after time after taking required measurement for the betterment of the
banking system. For such purpose, accounting ratios are very significant for
comparison of the banks. This research then analyzed the performance by using the
ratios of profitability like ROE and found that bank’s financial health can be viewed

by the usage of financial ratios for reliability and accuracy.

Wasiuzzaman and Tarmizi (2010) emphasized on the indicators which mostly
impact and change the performance of the banks. They got the data from
approximately 16 banks. Indicators like capital, operational efficiency, asset’s quality,
liquidity etc., affect the profitability of IBs in Malaysia, these result were found out by
using the OLS regression method using accounting ratios. It is visible through the
research that profits generated by IBs are related positively to liquidity. While they
inverse relation with capital and quality of asset. This study did not really related size

of the bank with the profitability significantly.

Loghod (2010) threw light on the comparison of IBs and CBs in the region of
Gulf countries. In that region, dual (Islamic and conventional) banking system runs
simultaneously. This paper concentrated on comparing the financial performance of
both types of banking system covering the time period 2000-05. The results are
calculated by accounting ratios using the technique of Logit model. This research
profitability wise could not find out any significant result or difference, But found that
IBs have less or little exposure to the risk of liquidity. The reliance of conventional

banks is mainly on liabilities that are external compare to IBs. As system of Islamic
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banking-is growing in the region of Gulf countries, clients and customers are more

inclined to get the products which are offered to them by IBs.

The study of Akhtar et al. (2011) was performed in Bangladesh for the
purpose of comparing performance of banking institutions by using accounting ratios.
They retrieved data from annual reports of banks for the period (2009-2011) for their
research. Profitability throughvratios like ROE and ROA are investigated for IBs and
CBs, in spite of the fact that Bangladesh is Islamic country but still the business of
these banks in their initial phases and progress is under way. They provided the
results that Islamic banks ére not more profitable than conventional banks, because
still there is not much awareness for the Shariah compliant services and product in the
country but still Islamic banks are catching up the pace. Rehman (2012) argued that
conventional banks are more profitable because they invest without any restriction

whereas Islam prohibits certain businesses and Islamic banking operated accordingly.

Siraj and Pillai (2012) examined the banking sector by using six different
performance indicators in the Gulf countries for the period 2005 to 2010 using 6 IBs
and 6 CBs. Rather than differences, this study also focused on finding the similarities
in growth of the dual systems of banking (i.e., conventional as well as Islamic banks).
These indicators were operating expenses, total equity, operating income, assets and
profit. Analysis of this study showed that IBs are richer in equity than CBs. Banks
executing conventionally registered growth in several periods but during the crisis
period, the indicators of CBs were affected to great extent. Empirical results found
many similarities and also dissimilarities while making the comparison. IBs reported
ROA at higher terms but it does not follow the similar pattern between CBs and IBs
while on the different side, ROE finds the pattern which is similar. Also operating

income of conventional banks slowed down while IBs continued moving forward.
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Financial crisis were reviewed or studied in the light of profitability, quality of asset,
liquidity, efficiency and capitalization. According to the results, both types of banks
couldn’t be differentiated in terms of nonperforming loans and cash ratios which are
used for liquidity. This study also found out that during the crisis 2007-08, Islamic
banks literally outperformed conventional banks in terms of indicator which is ROA
(return to asset) in the MENA region. And this different could be the result of the
strategies which were used by the banks during those crises and due to better
efficiency’s cost of Islamic banks during 2009.

Another comparison was made over the period (2003-2010) in the study of
Khediri et al. (2015). They provided different aspects about profitability, efficiency
and risks in the banking sector of both types. Financial crisis provide a better view
about the financial situation of the banks as well. During those crises (2007-08),
Islamic banks maintained their momentum which was lacked by the conventional
banks. The rate of profitability, risks, and also level of efficiency differs in Islamic
banks compare to conventional banks. For the purpose of comparison, the study used
financial ratios in order to find significant results for comparing the performances of
banks and risk analysis also provide the better and clear picture of this financial
sector. This research states that banks in the GCC region are better in terms of

capitalization and profitability.

3.4 Summary

Islamic finance is in practice mainly in Muslim world but after the proving the ever
lasting impact, the methods of this banking sector became the centre of attention for
western world too but conventional banks could not do better or maintain their

performance. For the objective of comparison mostly researchers considered and
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Chapter 4

Data and Methodology

4.1 Introduction

For the purpose of accessing the performance of financial institutions, researchers
normally rely on the process of using ratios of finance (Olson and Zoubi, 2008).
Usage of financial ratios can capture many fundamental aspects of IBs and CB’s
features as well (Khediri et al., 2015). Conventional banks usually have followed
financial-accounting rules, established by board of International Accounting
Standards (Hussain et al., 2002). Islamic banks follow financial-accounting rules set
by The Accounting and Auditing Organization for Islamic Financial Institutions

(AAOIFI).

4.2 Parametric and Non-Parametric Techniques

For the discrimination of Islamic banks from banks operating conventionally,
parametric methods which include logistic regression and linear discriminant analysis
and non-parametric methods which include neural network are used. Based on the
empirical studies (Khediri et al., 2015), dummy variable is a dependent variable
which assigns 1 value for Islamic banks and conventional banks get the value 0.
These methods are very useful for assigning values to two different groups. These
methods differ from each other, for instance, 1% two techniques (LDA and logit
model) use variables in the model which are statistically significant. While, neural

model use the variables in hierarchical manner based on their importance.

34



4.2.1 Parametric Methods

There are many multivariate statistical techniques which analyze the data and
variables with categorical outcomes. Logit model and Linear-discriminant analysis are
widely used techniques. Logistic regression is useful in many ways. The purpose of
logit model is to search the best model which can describe the relationship of the
independent variables and outcome. Another parametric method which is a linear
discriminant analysis can be helpful to distinguish between the variables which are
useful for the differentiation between two types of banks (Islamic and conventional).
Logit model shows more flexibility compare to linear discriminant analysis. Linear
discriminant analysis performs the task based on the assumptions which include
normality of data, large sample size, variance and homogeneity of covariance-matrix
homogeneity. Due to the absence of one of the assumptions, LDA does not provide
proper results and logistic regression can easily take upper hand and outperform linear

discriminant analysis in such scenarios.

4.2.1.1 Linear-Discriminant Analysis

Linear-discriminant analysis (LDA) is a method of statistics which facilitates to find
the features of linear combination which helps to differentiate between two or more
than two classes of events. This approach is used widely for the purpose of
classification of samples of classes that are unknown (Fisher, 1936). Observations are
classified according to the set of variables called predictors. For the objective of
comparison between two categories of banks or institutions, LDA is used in other

studies as well (Spector and Leshno, 1996, and Rashid and Abbas, 2011).
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List of Conventional Banks is presented in the following table:

Table 4.2: List of Conventional Banks

No. Conventional Banks

1 Allied Bank

2 Askari Bank

3 Bank Al Habib

4 Bank Alfalah

5 Bank of Khyber

6 Habib Bank Limited

7 Soneri Bank

8 Faysal Bank

9 JS Bank

10 National Bank

11 Muslim Commercial Bank
12 Standard Chartered Bank
13 Summit Bank

14 Silk Bank

15 United Bank Limited

4.4 Variables

This study has adopted thirteen financial ratios based on the empirical literature (e.g.,

Pasiouras et al. 2009; Olson and Zoubi, 2008; Srairi 2013). There are basically five

classifications of these ratios in this research consist of profitability, liquidity,

insolvency risk, credit risk, and asset structure.
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Profitability —

o

Profitability is basically an ability to gain profit for any business. And ratios of

_’,’3\ profitability are also used to retrieve ability of a business to generate more earnings as
i
’ compared to relevant cost and expenses incurred during certain period. The ratios

used for this purpose in this study are;

e Return on Assets (ROA)

e Return on Equity (ROE)
Liquidity

Liquidity is a degree where security or an asset can be sold or bought quickly in

market without the effect on the price of an asset. Following ratios of liquidity are
g

-

-~ served for this purpose;

e Cash to Assets (CTA)

- e Cash to Deposits (CTD)
Efficiency

Efficiency signifies performance where amount of lowest inputs are used to get output
of greater amount. And efficiency is related to all kind of inputs while producing any
level of output which also includes energy and personal time. It can be measured by

the determination of following ratio;
e Operating Expenses to Total Assets (OEA)

Credit Risk

= Credit risk is a risk of losing principal amount or it can be a loss of financial reward

caused by the failure of borrower to unable to pay the role or otherwise fulfill a
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4.5 Hypotheses

Financial characteristics can be used to distinguish between conventional and Islamic
banks and our study focuses on this aspect. For this purpose, we have made
hypotheses. First hypothesis of the study states on the basis of previous empirical

works e.g. Hassoune, (2002); Olson and Zoubi (2008); Khediri et al. (2015).

In the light of the studies, our first hypothesis is about the profitability and it states
that IBs are more profitable than conventional banks. Islamic banks came into
existence later on; initially the focus was mainly on the business of conventional
banks. But after the emergence of Islamic banks, conventional banks were
outperformed by the Islamic banks. Hassoune (2002) explained that this can be
attributed to the reliance of Islamic banks on their funding and higher level of the
amounts of deposits that are non-profit bearing. There is also an argument about the
sentiments of Muslims because they have their loyalty for their religion and they
prefer Islamic banks for investing or deposits and they are even willing to take returns
which are low compare to returns of banks that are conventional. So, there is a less
volatility in the profitability of Islamic banks than conventional banks. Another study
by Abedifar et al., (2013) stated that factor of religious sentiments plays very
instrumental role for Muslims. Islamic banking is making its roots strong worldwide.
In Islamic countries, it is the top priority, because it allows Muslims to invest money
according to their beliefs which are religiously related to Islamic law and these are
basics of Islamic banking. So, these clients tend to pay more attention to Islamic
banks which considerable plays significant role in the profitability of Islamic banks.
But this study also argues that Islamic banks may affect factor of religiosity of their
clients, they may charger borrowers higher rate and for depositors they may give

lower rates. Different studies (Hasan and Bashir, 2003; Khediri, 2009) projected the
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positive relationship of profitability and capital of the banks. Hence, profitability of
IBs is likely to be higher than conventional banks. The proxies return on equity
(ROE) and return on assets (ROA) are used in this study are based on the previous
literature. (Igbal, 2001; Olson and Zoubi, 2008; Bourkhis and Nabi, 2013; Khediri et
al., (2015). So, based on the previous researches and studies, our hypothesis s formed

in the following way:
H1. IBs are profitable in comparison to conventional banks.

The 2™ hypothesis which is part of our study revolves around the liquidity of the
bank. In the business of banking sector, banks face many problems related to
liquidity. Even a little negative factor can be very harmful for the liquidity of the
banks. Banks at times face problems when people excessively withdraw from the
saving as well as current accounts. There are some liquidity ratios which measure the
bank’s ability to meet the obligations in the short term and these are called cash ratios.
Generally, higher ratios of liquidity depict less risk for the banks. In terms of Islamic
banking, the investments are limited to certain businesses which are halal or
permissible in Islamic law. For instance, Islamic banks are not allowed to enter into
the transactions which are against the rules of Islamic law, they have their own
limitations. Businesses of alcohol, clubs etc. are strongly prohibited in Islam. So,
investments of IBs are less diversified than conventional banks because conventional
do not run according to such rule and these things can be a big challenge for the
management of liquidity. Hence, Islamic banks take measures in terms of capital so
risk of liquidity can be minimized. Hasan and Dridi (2010) mentioned in their study
that management of liquidity can be a problem for IBs because to their restricted
opportunities of attracting investments. Empirical literature (Metwally, 1997; Olson

and Zoubi, 2008; Khediri et al., 2015) shows that despite of the fact that Islamic
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banks’ restricted capability of attracting new investments, the level of liquidity is
higher than conventional banks. The proxies which are used for liquidity are cash to
deposit ratio (CTD) and cash to asset ratio (CTA). These proxies were also used in the
studies (Metwally, 1997; Olson and Zoubi, 2008; Bourkhis and Nabi, 2013; Khediri et
al., 2015). Higher ratios are preferable for higher level of liquidity. So, our hypothesis

is formulated in the following way;
H2. IBs hold higher level of liquidity as compared to conventional banks.

Third hypothesis is about efficiency in the banking sector. Since the business of
Islamic banking is still growing and the size is still expanding but conventional banks
have more coverage in terms of size and business opportunities. Rosly and Bakar
(2003) show that Islamic banks are less efficient as compare to their conventional
counterparts. Another study of Yudistira (2003) proved with empirical work that in
terms of cost efficiency, Islamic banks are still behind than conventional banks.
Inefficiency of Islamic banks can be attributed to different factors. For instance,
economies of scale can be lacked for IBs and like we already mentioned, the size of
Islamic banks which is still small in comparison to conventional banks can also be a
factor. The efficiency proxy OEA (operating expenses to asset ratio) is used in the

previous literature as well (for instance, Olson and Zoubi, 2008).
H3. Conventional banks are more efficient than IBs.

Fourth hypothesis of this study focuses on risks of credit and insolvency. These risks
can really be harmful for any organization and banking sector. Credit risk can be
defined as a risk that counter party or even borrower will be unable to fulfill its
repayment’s obligations according to the conditions of the contract. So, in short,

inability of failure to return or repay the amount can cause losses for creditor, hence it
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Chapter S

Empirical Framework

5.1. Introduction

This chapter presents the results by using techniques; parametric models which
consists of logistic regression and LDA (linear discriminant analysis). It also includes
neural model which is part of non-parametric methods, as discussed in the previous
chapter. We provide descriptive analysis in Table 5.2. We also differentiate Islamic
banks from conventional banks through linear-discriminant analysis, logit model, and

neural model in this chapter.

5.2 Univariate Analysis

In Table 5.1, we present means of the financial ratios for CBs and IBs. The sample
consists of three parts. First part of the data set consists of the period 2005 to 2014
and second part consists of pre-crisis/crisis period (2005 to 2008). The last part
shows the means of period (2009 to 2014) which covers the after crisis period in the
financial sector. Following Table 5.1 provides univariate analysis. Different other
researches also adopted this procedure for the comparison between two or more types

of banks and firms (Olson and Zoubi, 2008; Khediri et al., 2015).
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Table 5.1: Univariate Analysis for Financial Ratios

RZ4

Overall period (2005-2014)

Variables CB 1B T-value P-value
ROA 1.68 -0.11 2.882%%* 0.004
ROE 10.87 2.89 3.028*** 0.003
CTA 9.51 12.17 -2.393 %>+ 0.020
CTD 14.01 17.65 -1.542 0.126
NPL 9.07 3.09 8.433%*+ 0.000
LTA 7.78 6.73 0.519 0.606
LTD 11.78 10.65 0.291 0.772
DTA 73.91 71.60 0.651 0.518
DTE 965.9 692.6 3.188** 0.020
ETA 11.30 16.95 -2.070** 0.043
OEA 1.19 3.14 -5.429%** 0.000
FAA 12.77 51.77 -2.376** 0.022
OBSIA 28.04 27.09 0.216 0.830

Note: Financial ratios’ means are reported in this table for both Islamic as well as
conventional banks, p-value is reported for the differences of ¢-test between the two groups of
different kind of banks in means. And the ¢-test is reported by using sample variances that are
equal for mean’s equality.

*Significance at the 10% level.

**Significance at the 5% level.

***Significance at the 1% level.
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5.2.1. Univariate Analysis of the overall period (2005-2014)

To investigate whether IBs and CBs can be differentiated on the basis of financial
characteristics, Table 5.1 shows univariate statistics of both forms of banks. Table 5.1
provides the outcome of t-test for mean’s equality by using thirteen accounting ratios
between IBs and CBs. The t-test is calculated by assuming unequal variances of
sample. Table 5.1 reports mean value of all explanatory variables, for different
periods. Overall, mean values of 8 ratios are different statistically between two kinds
of banks. The values of mean for ratios e.g,, return on assets (ROA), return on equity
(ROE), cash to assets (CTA), non-performing loans (NPL), operating expenses to
assets (OEA) are different statistically at the significant level of the 1% between IBs
and CBs. Furthermore, the means of remaining three ratios e.g., deposit to equity
(DTE), equity to assets (ETA) and fixed assets (FAA) are also different statistically at
the level of 5%. However, the ratios cash to deposit (CTD), loans to assets (LTA),
loans to deposits (LTD), deposit to assets (DTA), off balance sheet items (OBSIA) do
not provide any significant difference. Table 5.1 also presents t-values for thirteen
independent variables. The t-values for ratios CTA, CTD, ETA and OEA are negative

while rest of the ratios ROA, ROE, NPL, LTA, LTD, DTA, DTE, and OBSIA get

positive t-values.

For verifying the 1* hypothesis, the two profitability ratios ROE and ROA provide
mean values of 2.89% and -0.11% respectively. On the other hand, ROE for
conventional banks averages 10.89% and ROA for conventional banks averages
1.68%. The t-values are positive for ROA and ROE and they are 2.882 and 3.028
respectively. These differences are significant at the level of 1%. The mean values are
higher for conventional banks. Hence, these profitability ratios show that Islamic

banks in Pakistan are not yet profitable as compared to conventional peers. This result
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results at 1% significance level and these ratios averages 9.07% for conventional
banks and 3.09% for Islamic banks. On the other hand, in terms of insolvency,
average equity to assets ratio and deposits to equity for Islamic banks are 16.95% and
692.6%. While for conventional banks, they are 11.30% and 965.9%, respectively.
The significance level for these ratios is 5%. These results indicate that Islamic banks
are better capitalized than their competitive conventional banks. These results show
that Islamic banks are less risky than conventional banks and these results support our
4t hypothesis which says that Islamic banks are not risky when we compare them
with conventional peers, as it is also proved in the empirical study of Khediri et al.
(2015). Hence, the findings of this study indicate that IBs have lower insolvency risk

and credit risk as compared to conventional peers.

We also analyze the ratios of asset structure in our study and their impact differently
across conventional and Islamic banks. These ratios of asset structure are off balance
items to total assets (OBSIA) and fixed assets to total assets (FAA). The mean value
of FAA for IBs averages 51.77% and it averages 12.77% for conventional banks. It
shows that Islamic banks have more operating leverage as compared to the system of
conventional banks. This difference is significant at the level of 5%. The OBSIA ratio
has an average of 28.04% for CBs and 27.09% for IBs which predicts that IBs do not
have involvement in off balance sheet activities as compared to conventional banking

system. However, the difference is not statistically significant.
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5.2.2 Univariate Analysis of Pre crisis/crisis and Post crisis Analysis

We repeat the univariate analysis for different periods in order to check sensitivity of
results. The periods include pre-crisis, crisis (2005-2008) and post crisis (2009-2014),
in order to study the evolution of conventional and Islamic banking sector. For the
period of pre-crisis, ROA and ROE have average value of means -0.07% and 2.52%
for Islamic banks, 2.85% and 16.8% respectively for conventional banks. These
results also depict that the Islamic banks in terms of profitability are still lagging

behind in Pakistan.

In terms of liquidity, the ratio of CTA does not provide us significant results but the
ratio CTD averages 26.98% for Islamic banks and 16.82% for conventional banks.
This difference has significance at the 10% level. This indicates that Islamic banks
keep more cash, than their opponents banking sector. In terms of efficiency, DTA
averages 60.16% for Islamic banks and 74.87% for conventional banks at 5% level of
significance and DTE is 411.2% for Islamic banks and 910.4% for conventional banks

at the significance level of 1%. These findings show that Islamic banks have lower

level of credit risk.
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Table 5.2: Univariate Analysis for Pre-crisis/crisis and Post crisis period

Pre /Crisis period (2005-2?)08[ Post crisis period (2009-2014)

Variables CB 1B T-value P-value CB IB T-value P-value
!

ROA 2.85 -0.07 1.926* 0.059 092 <012 3.007%** 0.004
ROE 16.8 2.52 3.350*# 0.020 7.42 3.24 1.229 0.222
CTA 10.85 15.05 -1.542 1.145 §.82 11,73 -3.07i***  0.004
CTD 16.82 2698  -1.763* 0.093 12.46 14.7 -1.229 0.222
NPL 6.08 0.79 6.009*** 0.000 10.96 429 7.714%** 0.000
LTA 5.66 10.87 -0.989 0.342 9.13 5.39 1.942 0.59
LTD 8.91 14.01 -0.640 0.533 13.63 990  0.788 0.436
DTA 74.87 60.16  2.302** 0.039 74.16 8133  -3.666***  0.000
DTE 910.4 4112 3.686*** 0.00% 1009.8 8609  1.527 0.131
ETA 15.01 2412 -1.634 0.119 9.20 1497  0.506* 0.0.67
OEA 1.15 2.75 -2.401** 0.028 1.22 3.53 -5.3554+*  0.000
FAA 10.48 3240  -2.703* 0.059 14.29 63.55  -2.055** 0.049
OBSIA 3040 4402 -1337 0.198 26.94 2155 1.295 0.201

Note: Financial ratios’ means are reported in this table for both Islamic as well as
conventional banks, p-value is reported for the differences of r-test between the two groups of
different kind of banks in means. And the (-test is reported by using sample variances that are
equal for mean’s equality.

*Significance at the 10% level.

**Significance at the 5% level.

***Significance at the 1% level.
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If we observe the evolution of banking sector in post crisis period, ROA is -0.12% for
IBs and 0.92% CBs: These findings show that conventional banks are more profitable
than Islamic banks and these results are significant at 1% level. In post Qrisis period,
IBs are more liquid as compared to their competitor CBs. NPLs have higher ratio for
conventional banks as compared to Islamic banks and this ratio averages 10.96% for
conventional banks and 4.29% for Islamic banks at the significant level of 1%. On
the other hand, DTA ratio is higher in Islamic banks than conventional banks. In
Islamic banks, it averages 860.9% and for conventional banks, it averages 1009.8%,

This difference is significant at the level of 1%.

5.3 Analysis based on Linear-Discriminant Analysis

Following Table 5.3 represents the differences in the banking sector of Pakistan,
which consists of IBs and CBs that are working simultaneously. Table 5.3 provides
information about ratios which are significantly discriminating IBs and CBs. Firstly;
linear-discriminant analysis provided the results by investigating the data of the
overall period which is (2005-2014). We re-do the analysis for pre-crisis period, crisis

period and post crisis period.
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Table 5.3: Results of Linear Discriminant Analysis

Variables Overall Period Pre/Crisis Period Post Crisis Period
(2005-2014) (2007-2008) (2009-2014)

NPL -0.638*** -0.567**+* -0.655***
(0.000) (0.000) (0.000)

DTA -0.327%*+ 0.280%*+*
(0.000) (0.000)

OEA 0.521%** 0.498***
(0.000) (0.000)

FAA 0.700%** 0.893%++ 0.688***
(0.000) (0.000) (0.000)

Canonical Correlation 0.616 0.718 0.671

Wilks’ Lambda 0.621 0.651 0.550

Chi Square 89.172 25.723 69.401

P-value 0.000 0.000 0.000

Hit rate (%) 86.2% 87.3% 82.5%

No. Obs 192 72 120

Note: This table reports the results from linear discriminant analysis model. P-values are reported in

parentheses.

*** Significance at the 1% level of coefficient.



In the technique linear-discriminant analysis, we use thirteen ratios in the model, to
find best model with significant ratios that can differentiate IBs from CBs based on
their different financial characteristics. These thirteen ratios are return on equity
(ROE), return on assets (ROA), cash to deposits (CTD), cash to assets (CTA), non-
performing loans (NPL), loans to deposits (LTD), deposits to assets (DTA), loans to
assets (LTA), deposits to equity (DTE), equity to assets (ETA), fixed assets to total
assets (FAA), operating expenses to assets (OEA), and (off balance sheet items to
total assets (OBSIA) as mentioned in the previous chapter. However, out of thirteen
ratios, linear-discriminant analysis selected only four significant ratios as shows in
Table 5.3. The table shows that four ratios non-performing loans (NPL), operating
expenses to assets (OEA), deposits to assets (DTA), and fixed assets to total assets
(FAA) are the most significant in discriminating between Islamic and conventional
banks. Table 5.3 provides the additional information about canonical correlation, chi
square and the accuracy rate (hit rate) about the classification in the linear-

discriminant analysis.

The procedure of discriminant analysis present mainly significant variables and
remaining insignificant variables are excluded for further investigation as shown in
Table 5.3. The cut off value for Islamic and conventional banks is zero. The negative
coefficient on deposit to assets (DTA) shows that Islamic banks rely less on deposits
compare to their competitor conventional banks. The positive coefficient of FAA
shows that Islamic banks have more of fixed assets compare banks that are

conventional and they indicate that Islamic banks have high operating leverage.

The negative coefficient of non-performing loans (NPL) shows that conventional
banks face the risk of credit more than IBs. This result further strengthens the

statement of fourth hypothesis. The positive coefficient of operating expenses to

58



assets (OEA) shows that Islamic banks are less efficient which also supports our 3™
hypothesis. These results are significant at 1% level of significance. We observe that
ratios of liquidity and profitability are unable to provide the discrimination between
two types of banks. In this technique, it is shown that the ratio of FAA discriminates
the most with highest discriminant magnitude 0.700 followed by the ratio OEA and

DTA. NPL ratio is discriminating the least.

The model gained 86.2% prediction accuracy for overall period when it is used to
forecast differences on the underlying data. The value for canonical correlation is
0.616. Wilk’s Lambda (as reported in Table 5.3) evaluates the fitness of determinant
function. We get the value (0.621) of Wilk’s Lambda, which is significant at 99%
confidence level. Wilk’s Lambda refers potential practical applicability of the model.

The value of Chi square for the overall period is 8§9.172.

We re-estimate the model for different periods which include the periods of pre-crisis,
crisis, and post crisis. The discriminant analysis procedure shows that in the period of
pre-crisis and crisis (2005-2008), only two ratios can discriminate between two
different types of banks out of thirteen ratios. The significance level of these ratios is
1%. These two ratios are non-performing loans and fixed assets to total assets with
FAA ratio discriminating the most followed by NPL. Unlike the results for overall
period, the ratios OEA and DTA do not differentiate the banks in the period of pre-
crisis and crisis. We analyze that the results of FAA and NPL are similar to overall
period. These results indicate that Islamic banks have higher level of operating

leverage and they are less risky as compared to CBs.

In the post crisis period, four significant ratios were selected and remaining

insignificant ratios were excluded for more analysis out of thirteen ratios. The results
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are similar to overall results except for DTA ratio, which shows that Islamic banks
rely on deposits as well. The positive coefficient of OEA shows that Islamic banks are
less efficient. The ratio of NPL indicates that conventional banks are more risky. The
ratio of FAA depicts that operating leverage is high in Islamic banks. These results
are significant at 1% level. FAA ratio discriminate Islamic banks from the

conventional banks the most. NPL ratio discriminate the least.

The discriminant analysis evaluates the values of canonical correlation, Wilk’s
Lambda, and Chi square for pre-crisis, crisis and post crisis sub-periods. For pre-
crisis, and crisis period (2005-2014), the value of chi square is 25.723. Canonical
correlation provides the value 0.616; it shows the fitness of model. The applicability
is provided by Wilk’s Lambda which is 0.621. The prediction accuracy rate is 87.3%
for this sub-period (2009-2014). While post crisis sub-period shows the value of
canonical correlation (0.671). The overall Wilk’s Lambda is provided for this period
which is 0.550 at 99% confident level. The success rate of forecasting for post crisis

period is 82.5%.

Our results compliment the previous literature about the operating leverage, riskiness
and less efficiency in the studies of Cihak and Hesse (2008), Khediri et al. (2015),
Ghosh (2015). Khediri et al. (2015) show that Islamic banks can be discriminated
from the banks functioning conventionally by using classification models. These
classification models specifically show that Islamic banks can be differentiated in
terms of insolvency, credit risk and operating leverage. On the other hand, Islamic

banks cannot be differentiated in terms of liquidity and profitability.
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5.4 Analysis of Logistic Regression

Table 5.4 consists of financial ratios, which provides the information about the

performance of Islamic banks and also of conventional banks by running logistic

regression. Table 5.4 provides the results about the period which covers all the years

mentioned in this research (2005-14), crisis period and also the period before crisis

(2005-08) and the period past crisis (2009-14).

Table 5.4: Logit Model Results

Variables Overall Period Crisis Period Post-crisis period
(2005-2014) (2005-2008) (2009-2014)

FAA 0.389%*** 0.526%**
(0.000) (0.002)

NPL -4.148%** -6.601%* -4.499%**
(0.000) (0.03) (0.000)

OEA 5.005%** 7.194%*x* 8.407*%**
(0.000) 0.01) (0.002)

Constant -0.113 0.159 -1.476
(0.009) (0.114) (0.111)

Chi Square 97.880 39,572 94.848

P.value 0.000 0.000 0.000

R squared 0.399 0.423 0.546

Hit rate (%) 83.3% 84.7% 86.7%

No. Obs 192 72 120

Notes: This table reports the results from stepwise logit model. P-values are in the parentheses.
**+% Significance at the 1% level of coefficient.

** Significance at the 5% level of coefficient.
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Chapter 6

Conclusion and Implication of Policies

6.1 Introduction

The growth of Islamic finance has been intensified especially in previous three
decades. Banking which is interest free grabbed the attention from almost every part
of the world. This rapid growth of the banking system which is free of interest caught
the attention at the academic and research level for different purposes but also of
numerous bankers and investors which belong not only to Muslim world but also to
non-Muslim countries as well. In the previous studies, the main discussion and
research covered the areas of the principles and their implications in varied and
upcoming scenario and also different instruments which are part of the banking which
follows Shariah’s rules. The researches started exploring different areas and varied
results were provided regarding the risks, liquidity, profitability and efficiency in the

system of dual banking (covers conventional, Islamic banks).

This research can be serves as a guideline in numerous ways. This study uses 15
conventional banks and 5 Islamic banks for the comparison. This research highlights
the different kind of behavior of conventional and other type of banks which follow
Shariah’s principles and rule (Islamic banks). This study focused on comparing the
different kind of features of Islamic banks as well as conventional banks in Pakistan
by using accounting/financial ratios covering the time period of 2005-2014. Different
techniques are applied to get the results which are significant. These techniques
include Parametric (Linear-discriminant analysis and Logit model) as well as other

methods which are non-parametric (neural network). The purpose of this research is
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also to enhance the literature empirically by testing four hypotheses investigating the

presence of efficiency, risks, liquidity and also profitability in IBs and CBs.

6.2 Major Findings

This research documents many interesting facts and findings. First, it turns out that
both types of banks (Islamic and conventional) somewhat have different behavior in
different circumstances and periods. Profitability area of Islamic banks lacked behind
in the t-test and also conventional banks are more efficient than the interest free
banks. Islamic banks also through t-test show that they have less risk as compared to
their competition but they hold liquidity more than CBs. Secondly, it becomes
obvious through the whole researching process that on the basis of financial ratios
these types of banks mentioned up can be distinguished. Classification approaches
state that operating expenses, fixed assets, risk of insolvency and credit risk are able
to differentiate but on the other side, liquidity and ratios of profitability are unable to
find any such difference. Lastly, classification models are very helpful for exploring
the results and their accuracy rate gives a brighter view about the approaches and

which one is more useful and more accurate.

6.3 Policy Implications

This research is very instrumental for policy makers to implement or adopt certain
measures according to the findings of this study in Pakistan since this research is
capable of discriminating between both type of banks (CBs and IBs) in terms of risk
of insolvency and credit. So, regulators and authority can make their policies
accordingly. Hence, regulatory which is well defined, tools of risk management,

supervisory framework for IBs, taking account unique and special features of contract
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that are Shariah compliant are very much needed and necessary for the effective and

proper functioning.

For the progress of economy and financial sector, it is important to take steps which
become mandatory for the growth because Islamic banks are important for the
development of economy. Their efficiency and profitability can also be improved if
authorities pay more attention to them so that more full-fledged banks based on
principle of Shariah can emerge in the long run. Moreover, government should also
push the envelope and persuade the banks to adopt more advanced technologies for
the progress and for competitive advantages as well. In this way, Islamic banks can

earn more profit and inefficiencies can be minimized as well.

6.4 Limitations of the Study

Islamic banks have limited set of data. There are only 5 full-fledged Islamic banks
that are functioning in Pakistan by the end of year 2016, Even though Meezan bank
got license in 2002 but some other banks have commenced their business in 2007.
Hence, the data of years 2005 and 2006 is limited. So, small size of sample and

insufficient data of 1Bs will have an effect on the results,
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