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Abstract

Thts study explorcs rhe lmpact of economlc rartables on deposlts of convenhonal

andlslmlcbankrngrnPaklstanuslngmonthlydataforthepenodDecember2002to

Dccember 2Ol3 Economlc vanables tnclude Treasury brll rates' KSE-100 lndcx'

consumcr pnce lndex and tndusmal Productton rndex Thc data have been analyzed ustng

economelnctechntquesformulttvalatcco-lntcglatlonana]yslsAugmcntedDtckey-

Fuller test rcsults show tha[ the vanables are lntegrated of order one Johansen and

Jusehus lcst provldes evLdence of long_run assoclatlon between economlc lndlcators and

dcpostts of conYenltonal banks The results show that all the cconomrc tndtcators havc

slgnrficant lmpact on deposlts of convcntlonal ban-ks excepl tndustnal productton tndex

ThcVECMconfirmsthepresenceoflongruncausalttybetweeneconomlclndlcatorsand

dcpostts of convenrtonal banks The Watd Tcsr rerealed that KSE rctums and T-blll ratcs

have srgnrficant tmpact on dcposrts of conventlonal banks ln ihe shon run Johansen and

Juschus tcst also provtde evldenc' of Iong_run assoclatlon between economrc tndtcators

and deposlts of Islamtc banks The coeflicrents esumales show that T-btll rates' tndustrlal

productron lndex and consumer pncc u]dex have stgnrficant rmpact but KSE relurns have

rnslgnlficant lmpact on deposlrs of Islamlc banks The VECM shows lhat the error tcrm rs

negatrvc and slgnlficanr at 5% lcvel of slgnlficance wllh 3J 99Yo specd of ad;ustment

towards equtltbrrum The Wald test shows thal onl) T-blll rales have lmPacl on deposlts

of Islamlc banks ln the shofl run

JEL Clrssificrtionr E21'E22' Gzl

KcFvords Deposrts of Islamrc Banks' Deposlts

Vanables. Economtc Indtcators

of Conventlonal Banks' Economtc

rx
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CTIAPTER 1

INTRODUCTION

1.1 Background

Fmanclal sector of Paklstan conststs of schcduled commcrctal banks and non-

bankrng financral rnstltunons (NBFls) Commerctal banks conslst ofnatlonallzed' ptlvatc

and foretgn banks \thereas non_banktng financlal Inslllutlons conslst of lnvestmenl

banks. devclopmcnt finance lnsltll,tttons (DFIs). mudarabah, lcasrng companrcs and

housrng financc comPanles Thrs financral scclor olher than mudarabah ard leasrng

companlcs ts regulated by prudcnttal rcgulatrons of State BaDk of Paktstan whercas'

mudarabahandleastngcompanlcsaleregulatedbylhcsecurltlcsandExchange

Commrsston of Pakistan Banklng sector of Paklstan ls dual ln nalurc where both lslamlc

and convennonal banks operate sldc by sldc

Bustncss organlzahons heavlly dePend on bank loans lo cater for thclr lncreaslng

needs of caprtal and the capablhty of banks tn extendlng loals to the buslncss

orgamzahons depcnd upon thelr dePoslts The economrc development of Paklstan has

resultcd tn tncreased acttlrttes ln buslnesses as u'ell as ln capltal markcts *hlch are

rndtcators of confidcnce of lnvestors ln the buslncss envlronmenl of Paklslan (Lee and

Ullah, 2OO8) It ls well estabhshed that demand for bank credlts rncreases wrth thc

rncreasc tn cconomlc achvlty and the rolc of banks ls plrotal tn cconomtc dcvelopment

whcn vlewcd from lhe Perspectlve of thclr firncoon !o ensurc conllnuolrs avallabrlrty of

1



capttal at thc trme of economrc dcvclopment Nl shat and Brlgramr (1 989 ) are of the v lew

that conhnuous avallablllty of credlts to borro*'ers requtrcs that propenslty of thc people

to hold cash must bc abndged Thls compcls commerclal banks to attract cuslomers to

dcpostt thetr funds wlth thcm at a hlgh ratc of rerum whtch grves custome6 a frcedom to

ncgotratc \*rth banks on proflt,/rntcrcst beforc dcposttrng thcrr funds Thus' level of bank

deposits dcpcndent upon the money dcPosrtcd by therr customers whrch ultlmately

depends upon savlngs oflhelr customers

1.2 Theorics of Savings Behavior

AccordlngtoAbSolu(elncomcHypotheslsgrvenbyKeynes(1936),sav]nglslhc

exccss of tncomc over consumpton / expendlturc In orher words' tt can be sald that

savlnglsafuDctlonoflncomeFromthedeposltor.sperspect]ve.thelcarethleemaln

theoncs lclated to savlngs These ale

t Lrfe-cYclcHYPothcs:s'

ir Permanent lncomc Hypothcsls' and

rrr Buffcr Stock Thcory

1.2.1 Life-cYcle HYPothesis

The ltfe cycle h)?othesls was grvcn by Modrglranr and Brumberg (1954) whrch

rclates thc savtng bchavtor of people wrth thelr stage rn llfc It slales that cunent

consumptlon oi people dcpends upon thelr expccled futurc Incomc lhroughout thclr

Lves Further. peoplc smoorh theu consumptlon orer ttme by savlngs It means savlng



behavror depends uPon thc slagc of one's llfe People savc Ln thelr worklng age alld they

spcnd rhetr savtngs ln thelr Post rctuemcnt agc

1.2.2 Permenent Income Hypothesis

The Permalent rncome hypothesrs vras proposed by Frtedman (1957) whch

descnbcs the rclanonshrp bctwccn savlng bchalror and curenl and future lncome Il

states that hlgher expccted futurc tncome results ln rcduced cufieni savtng and rf cunenl

rncome ts htgher, it ts savcd to smooth futurc htgher spendlng

1.2.3 Buffer Stock TheorY

Buffcr-stock theoD gllen by Canoll (1992) descrtbes the savlng behavror of

pcoplc undcr thc condttlon of uncertalniy lt srares that consumers hold asscts to protect

thcmsetvcs from unforeseen changes ln tncome The consumcrs exhlbtt buffer-slock

behavloru'hentheyarcconflontcdwlthmajortncomechangeslnthlssltuatlonthey

become lmPatlent and prudelt Thc Impatlent behavlor ajlses tf the consumers ate sure

aboul thcu future tncome [n thls slluahon they stan bonowlng for Ihelr cl]nent

consumptrons aBalnst the firm future lncome But rhey also exhlblt the Prudenl behavlor

bccausc of Precautlonary motlvcs

1.3 Dimensions of Saving Bchavior of Muslims

Jalaluddrn (1992.1 has a dtffercnt vlew as that of Keyncsran definrtton

He rcjecled thc rcsrduat concepl of savtng and argued lhat thc Keynesran

of savrng

theory of



absolutclncomccanbcvahdlfwelgnolesoclallesPonstbllltlcsandethlcalvalues

Jalaluddrn (1992) states that savmg of a Musltm ts meant to perform hts socral duttcs to

hrs famrly, himself a-nd hrs socrcty as well as hts reltgtous obltgations to Almtghty Allah

For all thar, economlc backlng ls requtrcd Thercfore' thcre ls another dlmcnslon of

savrng behavtor of Musllms and lhat ts a soclal \aelfarc aspect Wlth thls concept' Isiamlc

financlal rnstltutlons havc emergcd ovcr the last 30 ycars *htch usc rcltglous docrnnc of

thelr customers to fulfill rhclr necds Tlesc Islamrc financtal lnstltutlons are operallng not

only ln Musllm countrles but also havc started thell operahons ln Western countrtes ltke

Austraha, UK and USA Wrth the commencement of first Islamrc bank In 1963 (Mrt

Ghamr Islamrc Savrngs Bank, Egypt)' Islamtc barks are maktng remarkable progress

thoughout the world (Muhammad 2002)

1.4 Differences in Philosophies of Islamic and Conventtonal Banking

IslamtcbanktnghasbeendefinedbyKhafandAhmad(1980)aslhecohductof

bonktlg oPerattoks m accordohce wtlh the teochngs o/ '15/ar'? Accordlng to lfus

dcfinrtlon, the phlosophy of Islamrc balks ts dlfferent as that of conveDtlonal banks

bccauseoperatlonsoflslamtcbanksmustbcaccordlngtorcachlngsoflslamll]salso

clcar from thls definltlon that Islamlc banks and othcr lslam)c buslness cnnlles can

engage ln a buslness thar ls not prohlblled tn Islamtc Shanah lt also revcals that thc

rela$onship of Islamlc banks and thclr dePosrtors ls defined by the pnnctplcs of lslamtc

ShalahASstaredbyKhafandAhncd(1980),lhlslelatlonshlPoflslamlcbankswlth



thcir customers rs marnly bascd on thc lhtrce bchcves whtch encomPass economlc

bchavtor ofthc Musltms Tlesc bcltevc are

r In thc Day ofJudgmcnt and rn the Lfc hercafier'

rt In thc Islamlc concept ofrtchcs ' and

rrr Islamtc concePt ofsuccess

The abovc-mcnnoned pnnctples are the basls for Musltms ln lherr declsron

maktng process as wcll as tletr attltude toward Islamlc banks The first PnncrPle

determincs the suppher's bchavtor rn hts dectsron makrng for selcctron of a bank thal ls

also based on the consldeBtion of rewards ln the Day of Judgment and not on Just

lmmcdlatcprofitsThcmethodofcamlng.acqtltnngaldspendtngofwcalthhasbeen

dcfincdbyShana}rAccordtngtosaylngofProphct(PBUH)ficbcstrncthodofacqulrlng

wealth ls eam)ng bY onc's own hands

Thercforc, tn the perspectlve of teachlngs of lslam' lt ls lnapproprlate to treat

rcNm on deposlls wlth Islamlc bants as the malor source of lncomc to supPon hvlng

Hcnce. ll ls expected that lhe rclattonshtp of lslamtc banks wnh thclr customers ls based

on a drffercnt phllosophy as that of conventlonal banks lhat defines relattonshtp of banks

r,!rth thclr customers

1.5 Why Customers Choose to Deposit in Islamic Banks

A number of studles werc unde(aken to lnveshgate why ct'lstomers choosc

to dcpostt tn Islamrc banks as comparcd to convcntlonal banl< In Bahrarn' Metawa and

5



Almossaw ('1998) concluded thal the most lmportant factor rn dcterminrng the attltudcs

of Islamlc bank customers was rchglon then profitablltty In addlrron' most Bahrarnl bank

customers werc satlsficd wlth thc qualty of tslamrc bar* scrvtccs' cspectally lnvcstmcnt

accounls On other hand, thc lowcst satlsfactlon \\as wlth more complex Islamtc

financrng schcmes because ofthe rclatrvcJy hlg} cosls In Jordan' Naser ct al (1999)

concludcd that thc bank rcputatlon and thc reltgtous beltefs were thc two most lmponant

factors mottvaung rhe use of Islamlc banks sentces In Kuwalt Al-Suhan (1999)

consldercdtheattlrudesofseveralhundredcustomerstowardslheproductsandservlces

offeredbythelfltcrest-freeKuwartFrnaaccHouseAl.Sultan(|999)confirmedthal

adhercnce to Islam was rhe Pnmary rnohvallng factor for Kuwalus deahng wrth an

Islamrcbankwhereas,morethanhalfoftherespondentsprefenedtodealwrtha

convcfllonal barks bccause of thc bettcr scrvtcc record Thls meant that any rellglous

mol)vatron rn prcfcmng an Islamlc bank was sllbsumcd by the grcatcr conccrn for the

qualtry of bar < servtccs

1.6 Economic Indicators and Bank Deposits

Impacl of economtc rndlcators on bank depostts has been an area of lnterest by thc

rcscarcherslllcAthukoralaandScn(2003).Yusofl.andWrIson(2005).obardr-rllah

(2005) and Haron et al (2008.1

ConventtonalcconomlstsarcoflhcvtcwthatdeposltorsarcmonvatcdtoPlace

thelr funds wrth barks becausc holdlng cash ln hand wlll loosc lts value at the tlme of

rncreaslDg lnterest ralcs (Athukorala and Scn' 2003) whercas Haron et al (2008) are of

6



the vrew that rn maJonry of the cascs, behavror of the

Jusut'ies thc savlflgs behavior theor]cs but contrary to

customers docs not confirm thcse thcories

cuslomers of convcntlonal banks

that. behavlor of lslamlc banklng

Yusoff and Wrlson (2005) studrcd thc malor determtnants of convcntronal bank

deposrts and Islamrc bank deposlts rn Malaysla by ustng ordlnary least square method rn

thc log llncar form Thc factors undcr lnvcsllgatlon ln thelr study were the profit'share for

savlngs and ln!estmenrs depostts tn lslamlc banls' lnterest ratcs on convenllonal

depostts, rcal gross domesttc produd andthe consumer Pncc tndcx Therr resr_tlts revealed

that bank depostt groMh was effected by any varratron rn real CDP' rhe prolirsharc for

savtngs and lnvestments accounts ln lslamtc banks and lntercst ratcs on conventtonal

deposrts

Obardullah (2005) hnked fic nsk factor of lslamtc banks wrth the levcl of

deposrts Obardullah (2005) cxPlalncd that ln conlra$ to convcntlonal banklng system

whcre thc lnvestorrdeposltors arc pald guaranteed fi\ed amount evcn If thc bank may

suffer losses, account holdcr of the slmllar nature tn Islamtc banks share the profits and

losscsofthebankandthusareexposedlorlskwhlchmayresu]r|nloslngthepanorcven

whole of thcrr dcposlts Obardullah (2005) further elaborated lhat tf convennonal banks

offcr hrgher ralc of relum, Islamlc baaks may facc an lncrease ln wlthdrawals by lrs

customers due to plessure ftom lts courterPan and thr's causlng Islamtc banks to facc

wrthdrawal nsk To rctaln cxlstng deposlts Islamlc banks arc forced to pay a competltlve

letumtoltslnvestmcntaccounlholderlrrcsPcct]lcofthelracrualprofitsandthus



sacnficlng thc lnterest of cqulty holders that ls known as commerclal rlsk [fthls sltuatlon

prevarls for a longer penod the commerclal rrsk hnked wlth the retums attrlbutable to the

Profit4-oss Shanng Islamrc Account holdcrs rs transfcrred to the sharcholders'funds

tcrmcd'drsplaccd commerctal rtsk'

Haron et al (2008) uscd co-Dtcgation technlqucs to tcst the role of selcctcd

macro-cconomlc vanablcs and reltgtous dtmenslon of the bank customen towards

depostts of both Islamrc and convcntlonal ba-nhng system tn Malaysta Thetr rcsults

provcd that economtc vanablcs such as Base Lendrng Rate (BLR)' Kuala Lumpur

composrte rndex (KLCI), consumer pnce tndex (CPI)' money supply (M3) and gross

domesuc product (GDP) havc signllicant long-run relanonshrp wrth deposrts of

coDvcntional ard Islamrc banklng system In Mdaysra but dlfferent strenBth and dlrectlon

ofrelattonshtp havc been observed for thc both systems

1.7 Statemcnt of th€ Rcsearch Problem

As slated ln the plccedlng sectons' deposltors of convcntronal banks arc

motivated to placc therr funds wlth the ban-ks becausc holdlng cash tn hand wrll loose tts

valuc ar rhe tlmc of lncreaslng lnlcrcst rates In ma;onty of the cases, behavlol of

customcrs of conventlonal banl(s JLIStlfies the savlnSs bchavror theorres but behavlor of

Islamtc bankrng customers docs not confirm these lheoiles Moreover' economtc

vanablcs such as base lendlng ratc' consumer pnce tnder' money supply and gross



domcsuc product have slgnlficant long-run relattonshrp wtrh the dcpostts of conventtonal

and Islamlc banklng system Therefore' rescarchcr rs tntercstcd to study the relatlonshrp

of cconomtc indlcators on dePoslts of convcnllonal and lstamtc banls ln Pakrstan and

states thc problem under lnvestlgatron as

..Economicindicitor!c'n.ff.ctdGpositsofconv.ntionellndlslamlcbrnks

in Paklstu".

1.8 ObicctiYc of thc Study

In thc pcrsPcctivc of tcachtngs of Islam' rt ls lnapPropnale to trcat retum on

deposltSasamajorsourceoflncomebythcdeposltorsiosuppo(thelrltvlngTherefore,

rt ls expcctcd thar thc rclatlonshlp of Islafllc banks wllh thelr customcrs ts bascd on a

drfferent phllosophy as that of conventlonal banks that defines rclarronshlp of banks wlth

thellcustomersstudrcsbyAthukoralaarrdSen(2003),Yusoffandwllson(2005),

Obatduttah (2005) and Haron ct al (2008) rndrcale that tic rmpact ofcconomrc rndlcators

on dcposits of convcnttonal ard Islamtc banktng s1'stem ts drfferent rn slrength and

dtrecnonforthcbothsysremsThcrcforc,malnobJccrlvcsofthlsstudyarc

To ln\cstlgatc thc tmPact of economrc varlables on deposlts of conventtonal

banks ln Paklsun, and

To rn\csllgate th' rmpact of economtc ranables on depostts of Islamtc banks

ln Paklstan



1.9 Significance of thc Study

Evcn though. an cxtcnslve lltcralurc ls a\allable on savlngs bchallor and tts

theoncs, yct lcss allcntlon has bccn pald lo exptore lhc delermlnants ofbank deposrts In

thc past, rcscarchcrs madc effons to determlnc thc faclors affectlng savlng behavlor for a

spccrfic country and also for the purPose of companson between dtffercnt countrres Thts

study rs cxpeclcd to be a valuable addlllon ln cxlshng body of llterature ln tlat to the bcsl

of researcher's krowledge, lhere ls no sludy avarlable on lhe sub1ect \"hrch has

cmptncally tnvesttgarcd lhc rclalronsh)p of cconomtc tndrcators and lhc bank dcposlts rn

a dual banklng system rn Paklstan

1.9.1 Theoretical Contribution

Thc llterary dlscusslon on savlngs behavlor got momenlum rn 1953 when

Lambcn and Hoselltz (1963) comprlcd thc \'"orks of other researchers on savrngs

behavtor of houscholds ln scvcn cor'tnrnes namely Paklsran' lndla' Srr Lanka Malaysta'

Hong Kong, Vletnam and Phlllpprnes Ttrs work was crtcnded by Lambcrt and Hoselrtz

( l96i) and Snydcr (1974) uhen thcy brought thc cconomet c models undcr drscusston tn

stud),mg thc savtngs bchavtor proposed by othcr icscaJche6 Thcse rescarchers tkcw lhe

pebblc In the tank and slncc thcn' savlngs behavror has bccomc an lntercsllng arca of

study by the rescarchers These theorctlcal dlscusslons rcmalncd concentratcd on savlngs

behavtor ln a spcctfic country' savtngs bchavtor focustng cross counrry compartSon and

studtes thar tncorporalc rellglous dJmenslon ln maklng decls)on for banI seleclron but thc
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flow of savtngs towards dcPostrs of

undcr dtscusslon by rhc rcscarchcr

contnburlon bY thc rcscarchcr

convcntlonal or lslamlc banks has bccn brought

Thercforc, tt ls cxpected to bc a thcoretlcal

1.9.2 Practical Contribution

Thrs study wrll bc helpful rn understandrng the dynamrcs of bank dcposrts by

tdentrfylng thc major cconomlc vanables that can havc slgntficant lmpacl on deposlts of

convcnllonal and Islamlc banks ln Paklstan Thts wtll cnable customers of bolh

convenhonal and Islamlc banklng 10 makc effecttve decrs)on ln placlng thclr depostts ll

wrll also facrlrratc Poltcymakcrs of both types of banklng systcm rn the formulatron of

pohclcs thal wlll retaln 
'nd 

attact lhc deposttors of funds

I.l0 ReseerchQucstions

From the statement of thc problcm glven abovc' research quesuons can bc

formulated as undcr

Qucstion l:

Can any \ anatton ln cconomlc tndtcators have

banks tn Paktstan?

affect on deposlts of conventlonal

Qucstion 2:

Can any vanatton tn cconomrc Indlcalors have affecl on depos)ts oflslamrc banks

rn Pakrstan' lt



1.11 HypothesisDcveloPment

Conventonal economlsts are of the vtew thal deposltors are motlvatcd to placc

thclr funds wth bad$ owrng to the fact that holdrng cash ln hand wlll loos€ rts value at

the tlme of rncreastng lnterest rates (Athukolala and scn, 2003) and classlcal cconomlsls

arc also ofthe vtew that savrngs ls a furctron ofthc ratc ofrnlercst (Haron el al (2008))

It means when thc rate of lnterest ls hlgh' people wll tend to forgo therr presenl

consumPtlon and save more money ln expectahon of more retum on thelr dePoslts

Therefore. rt ts hPotheslzcd that

H t: Interesl rale hos Posilivc imPocl otl d'postls of convcnlional ban ks in Ptkislnn'

Rachmawatt ard Syamsulhaklm (2004) ar€ of the vlew that deposllors and funds

provlder ln thc Islamlc banklng system are partly motlvated by thclr rellglous

consldeBtrons to put thelr funds ln Islarnlc system and lhey also prcfur market

competrtlve Prcfit sharmg Therefore' rt rs hypotheslzed that

Ht: Inlarest rulc has ncgolive imPact on dePos$ ofIsli' icbonkstn Pak$lnn'

GrossDomcstlcProduct(GDP)lsthemcasureofgro$lhlneconomyAs

lndustnal Productton Indcr (lPI) rcpresents orerall economrc actlvliy ln thc economy lt

hasbcenuscdasaproxyforGDPbyBaumetal(2002),MustafaandNishat(2004)and

Hasan and Nasir (2008) Yusoff and Wrlson (2005) sratc that bank dcposlts are affected

by any varlatlon ln rcal GDP Lltcrature avallablc on the rclationshlp bctwcen savlngs

and gro*lh Prcscnts amblguous cvtdenccs Moreover' vlews Qn the dlrectlon of

relattonshtp betwe€n savlngs and groMh arc stlll undcr debate Thc Permanent lncomc
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hypothcsts (Fnedman, 195?) assumcs that hlgher growth wrll tend to reduce currcnt

savrngs becausc of higher antlclpatcd future 
'nssmg 

2ni thus wrll Lrgc pcople to dlssave

agarnst expected future earnlngs Thercforc' lt ls h)?otheslzed that

Hs:IndustnolProducuonlntlcxhlsncgalfuelmpoclofidepostlsorconvenl@nol

bnnks in Pakbtan'

Hl: Indkltlial Pruduclion Ind.x has ncgaligc lmpocl on .lePorils of Islomic banl,s

u Pa|btan.

Performance of Stock Market lndex rePresents confidence of thc people lhey havc

on economy of a country If peoplc are confidcnt that cconomy of country wt)l grow tn

future, then tnstcad of depostttng thclr money wth thc bank accounts' they wlll prefer to

rnvcs tn stocks wtth thc hope to recctve hlgher dlvrdend and capltal gatns Thereforc' tt ls

h)?othcslzcd thal

KSE relwns hate negolive intptcl on deposils of convcnlionnl banks tn

Pakislin-

KSE rclufis hot. n'gdlivc impact oh dePosils oI Islnn'rc banks in Pakislan'

Hs:

Hi

Consumclpncctndexhasbcenuscdasaproxl,fortnflatlonlnlhellleraturebut

rIS mfluence on savlngs ln mlxcd Flrst vlcw ls that whcn prices incrcase' pcople wrll

adopt precauttonary mcasures and Start to save to avold posslblc advcrse changes tn

lncome In ths sttuafion, tnflatlon may rcsult an tncrcase tn deposlts Sccond vlew ls that'
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when pnces lncrease, pcople havc Io sPcnd morc resultlng ln less savtngs and caustng a

ncgatrvc imPact on savrngs Thcreforc, rt ts hypothcstzed that

H7: Consumer Pricc lnd.x hos negaliec imptcl on depositt of conventonnl binks

il Pakislan.

H8: Consumer Price Iniex hrc negat|e impnct on dePosb of Islamrc banks in

Pak6tan.

1.12 Organizetion of the Study

The drsse atron has becn arranged tn five chapters Remalnlng pait of ChaPter-l

covers bncf overvrcw of evolutton of conventlonal ard Islamlc barklng In Paktslan

Chapter-z brlcfly descrlbcs lhc emptncal ltteralure on savlngs behavlor' economlc

lndlcalorsandthcbankdeposttsofconventtonalandlslamtcbanktngs)stemlnPaklstan

Chaptcr-3 cxPlarns the research methodology adopted and the data employed tbr thrs

study The emprrlcal results have been dlscussed In Chapter'4 Flnally' Chapter'5

concludes the ovcr all study. dcscnbes ltmrtattons of the study and suggests

recommendahons and dlrcctlons for future research
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CHAPTER 2

BANKING IN PAKISTAN

Tlus scchon descrtbes brief overvlew of evoluilon of conventronal and Islantc

banhng rn Pakrsran Flnanclal scctor of Paktslan constsrs of schedulcd commercral banks

and non-banktng financtal lnstltuhons (l'IBFIs) Commercral banks consrs of

natronallzcd, pn\atc and forelgn banks \\hercas non-banltng financlal tnstltutlons conslst

of lnvcstmcnt banks, dclelopment flnancc lnslltutlons (DFIs)' mudarabah leastng

compames and houslng ltnance compantes Thts financtal sector other than mudarabah

and leastng companles ls regulated by prudentlal regulattons of State Bank of Paklstan

whereas. mudarabah and lcaslng companles are regulated by thc Securltles and Exchange

Commrssron of Paktstan Banktng sector of Paklslan 
'!s 

dual tn nature where borh Islamrc

and conventtonal banls operatc slde by stde

2.1 Evolution of Conventional Banking in Pakistan

Prlor to [dependence ln 1947' the banklng sector oflndla was domlnated

by Bntrsh barks tncludrng the Chartcred Bank and the Grlndlays Bank whrch were

opcrahng slnce I 883 The Impcnal Bank of Indra whrch started lts opcrahon ln l9l9 as a

commercral bank also servcd as the Ccntral Bank for Indla unhl the establlshment of

''Rescrvc Bank of Indla" rn 1915. whlch was the first tndependent central bank rn Indra

Establtshcd rn 1941, Hablb Bank *'as lhe only bank run by MusLms beforc panrhon Few
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months before the creallon of Paklstan, "Musllm Commcrclal Bank" the second Musllm

bank was estabhshcd rn 194? rn Calcutta by Adam;cc and Isphanrs

\ry'hen subconhncnt was drvrded rnto two rndepcndcnl states rn August 1947- The

Habrb bark shlfled lts hcadquancrs to Karachl where a fcw branches of Habrb Bank were

already performrng thelr opera'tlons whereas, lnltlally The Mushm Commercral Bank

shrfted rls hcadquarters from Catcutta to Dhaka and lhen to Karachl In December I947'

Bank ofBahawalpur had also startcd functronlng

on I" July 1948, Quard-e-Azam Muhammad Alr Jrnnah' the first oovemor

GeneralofPakrstanlnaugulatcdthestateBankofPaklstan(SBP)andapporntedMr

Zahrd Hussarn as the first Govemor of State Bank of Pakrstan wlth the mandalc to

malntaln monetary stabrllty to flourrsh commercc and trade and to develop thc

commercral bankrng tn Paklstan Sponsorcd by thc Covemment of Paklstan Nallonal

Bark ofPakrstan *as cstabltshcd ln Novcmber 
'1949 as a publrc sector entlty

In 194E, therc were only four Pahstanr banks and

1955 Anothcr major achlelemcnt durlng thc perlod from

number of Paklstanl bank branches lncreased from 23 lo

numbcr of foretgn banks rcduced from 34 10 27 and thelr

to 88

thc numbcr grew ro five in

1948 to 1955 was thal ihe

163 but at the samc tlme,

branches reduced lrom 172
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h financtal ald cconomtc scctors' Paklstan cxhrbtted a rcmarkable growth tn thc

cra of l960 to I970 ard cspccrally' progrcss ln banktng seclor remalncd notlccablc Even'

asmaltbankllkcTheBaI|kofBahawalpulspleadltsoperallonstndtffcrentareasof

Paklstanandlnl965,ltbecamesubsldlaryofNatronalBankofPaklstanlnthesamecra'

atonehand,thclndtanbankswerccloslngthetloperatlonslnPaklslalductonolntercst

rn Paktstan. but on the other hand, a number ofnatlonal and lnternattonat banks were also

emerglng and sprcadlng thelr \ungs alt over Paklstan MaJor nallonal banks cstabllshed ln

srxllcs lnclude the Umred Bank Ltd' Standard Bank Ltd Commercc Bank Lld Eastem

Bar <rng Corporatron, Prcmler Bank' Eastem Merchantlle Bank and the Unron Bank

M4]or forcrgn banks *hich sta'j'ted thelr operatlons rn Paktstan rn stxttes rnclude Bank of

Amcnc4 Deutsche Bank and Bank ofTokyo

In the era ofscventtcs banklDg sector ln Paklstan could not flourrsh and rematncd

uDdcr Polltrcal tnfluence On lst January l9?4 the Government of Pakrsran natronahzcd

all local banks and PakIslan Banklng Councll (PBC) was establlshed \'!hlch assumcd the

role of a banktng holdrng company but wlth llmrred supervlsory powers Funher' the

govemment decrded to merge all the taken over banks lnto five banks namely' the

Nalronal Bank of Paklstan, Habrb Bank Llmrted' Unrted Bank Ltd Musltm Commerctal

Bank and Alhed Bank of Pakrstan I hat was the t)me when professlonal honesty stafled

phasrng out and comrphon sneaked lnto thc bankrng sector whlch was ar rts hetght dunng

l98os and eaJly 9Os ln 1997' PBC was dtssolvcd leavtng the SBP as the sole regulatory

aulhonry for banks and ftnanctal tnstltutlons tn Pakrstan The ccntral bank's regulatory

powe$ \,\cre rcstorcd vla amendments to thc Bankrng Compantes Ordlnancc (1962) and
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the State Bark ofPakrstan Act (1956) Thts was the ttme *hen bankrng sector rn Pakrstan

agarn startcd to flourlsh By 2OlO, thcrc wcrc fivc Publlc commercral banks' 25 domesttc

pnvarc banks, slx forclgn barks and four spectaltzcd banks

2.2 Evolution of Interest Free Banking in Pakistan

Interesl free banktng began lo atlarn atlentron around the world rn the

begrnnlng of 19?0 but rn Pakrstan first slep tlas takcn towards Islamlzallon of bankrng

systcm and cconomy when Councrl of Islamrc Ideologl' (CII) was grven lnslructrons by

Gcncral Mohammed Zla-ul-Haq' thc Presldenl of Paktstan to propose a syslcm for an

rnterest ftee economy ln Pakl$an fhe Councll of Islamlc Ideology (CII) conshtuted a

commlttce ofexperts whtch submlttcd )ts report ln Fcbruary 1980' under lhe tltlc 'Rcpon

on the EllmlnatloD of Intcrest from the Economy 19E0 ' The major recommendatons of

lhc councrl of lslamrc ldeology (ctl) rncludcd among ofiers thc replacement ol "rnlerest

based system' wlth the "profit and loss shanng system" lnuoductlon of lease financtng

ro encourage ttsk shartng financrng and adoptton of bar mu4lal and h:re-purchase

system The rccommendations ofthe report werc supposed lo b' followcd by the bankrng

scoor of Pakrstan bY 1984

ln 1980. thc task of lmplcmcntlrlg the rcpofl of Councrl of lslamrc Ideology was

asslgned to Ml stry of Flnancc whlch fu(her put the same responsrbthry to statc Bank

ofPakrstanandthePaklstaJlBank!ngCouncllFromJanuarylgsl,natlonalbanksbegan

to take dcposlts on a Profit and Loss shaflng basls Laler'lDJunc 1984 banks ccascd thelr

financtng on thc basls of mllsharakai' htre-purchase and lcastng and srafled mark-up

financrng (Zardr, 1987) 
18



Recommcndahons made by Councll of Islamrc ldeology (1980) for ellmrnallon of

rnterest from the cconomy and financtal sector of Paklstan were elther controverslal or

unreahstlc The major grcy alea ln the lnlllatlvc of Islamlzatton of economy of Paklstan

was that thc Pancl of Councll of Islamlc Ideology conslsted of convcnttonal bankcrs and

ccoDomlsts. who madc an cffort to find the solutron to problem wrthrn the context of

convcntronal banklng systcm Further' the Councrl of Islamlc Idcology farlcd to suggest

any rcmcdy for cltmtnarton of tnicrest ftom governmcntal lntematlonal borrowlngs'

whrch provcd to be a haphazard cffort rn proposlng an rnlcrcst-frec tystem ln Pakrslan In

1985, Mohammad Zra-ul-Haq the Presrdcnt of Paktstan admrfted hrs larlure rn

cllmtnatlon oflnlerest from the economy ofPaklstan (Nlenhaus' I9ti8)

A number of pctrbons were filcd tn the Fcderal Shanat Cout (FSC) agarnst thc

r crest-liee bankmg tn Paklstan whtch gavc lts verdtct on rtba ano banktng practlces ln

Pakrstar on 14 Novcmber 1991 and declued rhat all klnds of rncreascs on the prlnclpal

comeundelthcambrtofnba(Paragraphsg]-lll).thebanltnterestlsalsoarlba

(Pamgraphs l3l-163) and rhc lnterest" and "mark-up" are rePugrant to the lnjunctlons

of Islam Thc Fedeml Sharlar Cou( gavc govemment of Pakrslar' thc deadhne of 30'h

June 1992 to make bankrng laws accordrng to Islam)c Shana'h

In compluncc wlth thc ordcrs from Fcdcral Shanat Coun rhe Govemment of

Pakrstan constltuted the Commlsslon of Islanlzatlon of Econonly ln I99t wlth thc

oblectrve to recommcnd a solutlon to lmprove the trustwo(hlness ol' tnrercst- frec banktng

system ln Paklstan Commrsston of lsltmlzauon of Economy sLbmltted lls report 1o

19



govcrnment ln June 1992 Although thc Commtsston of Islamtzatlor of Economy potnted

out somc scnous facets of banktng prachces ln Pal')slan whlch wcrc un-lslamlc' yet the

rcport provcd a modtfied vcrston of the repon of Councrl of Isla$rc ldcology wrlh some

addrtloN and modlfi catlons

The FSC Judgmenl (1991) was vrcwed as a ray of ltght towards revlval of rnteresF

fiee banklng efforts ln Paklstan but financlal lnslltutlons ln Pakrstan as well as thetr

customers wete not happy wlth thc decrslon of the Fedcral Sharral Court because lt was

agalnst thelr Inlerests Thus financral rnstrtr'ttlons and the goYemme 11 of Paklstan declded

to challenge the decrslon of FSC and lodged therr appeal at the Supreme Court of

Pa.krstan Supreme Court ofPakistan gave lts verdlct on December 23' 1999 by relecttng

rhc appcal of Govemment of Paklsran and financlal Inslltutrons and upheld thc Judgment

of Fcdcral Shanat Court (1991) The Suprcme Coun of Paktsran rn tts vcrdrcl also

defined the dcadhne of 30 Junc 2001 to cradtcatc lhe lntercst Irom thc economy of

Pakrstan

For Implementatron of the verdrct of Suprcme Coun of P'rklstan (1999) on thc

case of Rtba. ihe Go\'emment of Paklslan constltuted drfferent commtsstons and task

forccstnStateBankofPal.lstarr.MlnlstryofLawandParllamentalyAffalrsofPaklstan

and rn the Mrnrstry of Frnancc of Paktstan to formulate legal and regulatory frame\^orks

but could not meet the dcadhne of 30 June 2OO1 and obtalnecl extcnslon from the

Supremc Cou( up to 306 June 2002 In June 2OO2 the Govcmment of Paktstan put a

revlew petltton ln thc SuPrcmc Coufl of Paktstan agarnst rts ludgmt nt of 1999 on rrba by
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explalnlng that lts pr*rous declslon to transform the system from lnterest-based to

|ntefest-fiececonomywasunrealrsttcandharmfilltorhecconc.myofPaklslanThe

governmcnt also sought ftom thc Supreme Coun of Paklslan to suspend lts prcvlous

Judgment on nba (1991) and allow thc adoptron of Islamrc banktng under a dual bankrng

sysrcm The Supreme Coun of Paktstan acceded to the slance c'f the Govemment of

Pakrstan and on Junc 2002, set aslde lts own prevlous ludgn'ent on Rrba (1999)'

forwarded thc casc to Federat Shanat Coun to re\1ew lts carller Judgment on rlba ( I999)

and address thc polnts ralsed by drffereot parttes Eventually' the Govemment ofPaktstan

andltsfinanclalustltuhonsucceededLnknockmgdownthccaseonceandforal]

Banktng operattons ln Paktslan on the basls of mark-up financlng ucre taken

senously by a number of Islamrc scholars Kadrt ( 1996) declared marl-up tinanclng as

thc concealcd form ofrnrercst Lashkar(1991)calledthepractlccol mark'up financtng tn

Pakrstan 'h)?ocnsy" Uzafi (1gg7) argucd that mark-up rs anolher word for Interest

Khan (2003) remarked that peoPlc of Paklstan wcre not wllllng for L'llmrnatron of Interesl

ftom the banllng scclor ofPakrstan

But ln spltc of all thal' Statc Bank of Paktstan rn January 2002 rssued the first

Islamtc commerctal ban-klng ltcense lo Mcezan Bank Llmlted \-\'hlcf staned tts opcratrons

at small levcl and had a small net-work of 10 branches at thc errd of 20Ol wrlh iotal

deposrts of US S I 30 mrltron ADd Ihe prcsenl plclure exhlblts a relnarkable groMh The

Istamtc balktng rndustry closed lts finalclal ycar rn December 20 l3 wtth an assel base of

Rs l0l4 brlhon and deposrts of Rs 863brllron
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CHAPTER 3

REVIEW OF LITERATURE

Lamben and Hoscllrz (196j) \[elc lhc ploncers In complhng lhc works of ofier

researchcrs on savlngs bchavror Lambert and Hoselltz (1963) comptlcd and edrted the

studrcs conalucted on savrngs behavtor of households ln seven countnes namely Paklstan'

lndra, Srr Lanka, Malaysra. Hong Kong vlelnam and Phthpplnes On thc slmllar hnes to

Lambcn and Hoselrtz (1963). Snyder (1974) comprled and cdrted the econometrrc models

used in studfng thc savlngs behavlor by other rescalchers These researchcrs thrcw the

pcbblc rn the tank and stncc then, savtngs bchavror has become an lntercstlng area of

study by the rcscarchers Lrteraturc on savtngs behavlor and bank deposrts can be

classrfied lnto rhe followlng three broad catcgorres

I Studles on sa!lngs behavlor ln a speclfic country'

2 Sudles on savlngs behavtor focustng cross country compartson and

3 Studtcs lhat lncorporatc rellgtous dLmenston tn maktng dectston for

bank selectlon

Studrcs on savrngs behavlol rn a spectltc country by Cardanes and Escobar

(1998), Laoyza and Shankar (2000)' Qrn (2003) Ozcan ei al (2003) Athukorala and Sen

(2003). Athukorala and Tsar (2003) ' Hondroyrann)s (2004) and Frnger and Hesse (2009)

are wonh tevlcwlng
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as real rntcrcst ratc on bank dcPoslts' rate of gro*th' rnflahon aDd spread of banking

facrhnes, all had slgnlficart Poslrvc lmPacl on savlngs except for thc changcs rn thc

cxlcmal Eadc Impact of grourh of dlsPosablc Lncome' populatlon dynamtcs' soctal

sccunry confftbutlon, financtal reforms and credlt avallabllrty on savlngs was esnmated

by Athukorala and Tsal (2003) by usrng standard hfe-cyclc The resuhs showed that

agrng of the populalton. lncome gro\{h the alallabtllly of crcdlt 'md changes rn soclal

secunty contrlbutions rvere found to be stgnlficant determtnants crf savlngs Moreo!er'

rnflatlon secmed to mole ln an opposltc dlrcctlon whlle lnterest rate had a slgnlficanl

posrtrve lmpacr on savlDgs The savtngs behavtor ofCreece households was also studred

Hondroytaruls (2004) by applying co-integratlon technlques H{: found that savlngs

funcuon ls sensltlvc to fenlhty changes' real lnteresl rate' old dependcncy raho' pubLc

Iinancc and Lqr-rldrry ln thc long run

Flnger and Hesse (2009) examlned thc determrnants of com'lcrctal bank deposlts

rn Lebanon and found thal the banks percetved nsktness' ltquldlty buffcrs' loan exposure

and lnterest marglns were the ma1or factors ln explalnlng deposlt dcmand at the bank

level

In addltlon to llterature that focuses on determtnants of savlngs ln a partlcular

country. there are also a number of studtes on savtngs behavtor focuslng cross country

compa son Among thcse' the studres by Doshr (1994)' Masson et al (1998) and Cohn

and Kollun (2003) are worth revrcwrng
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On the basrs of Lrfe Cycle Hyporhesrs' Doshr (1994) rnvcitrgated the rmpact of

populatton growth and productlvlly gowth on savlngs ln 129 countnes The productlvlty

gro\{h was determlned by age structure and ltfe erpectancy whereELs productrvrty groMh

was detcrmmed by GDP The I29 countrles werc catcgortzed lnto lcss-devclopcd

countnes and the hlgh tncomc counmes The results of the study rcvcaled that ln lcss-

dcvelopcd countnes, hfe cxpectancy was posttivcly conelared wllh savlngs and lnversely

correlatcd w(h savlngs ln hlgh-lncomc countrlcs

Masson er al (1998) studred lhe determrnanls of prtvate savtngs behavror ol

dcveloptng ard lndustnal countrlcs and found thal real lnterest rate and GDP growth rale

had a stgruficant posthve relatlonshrp wlth savtngs ln thc both groups of countrtes wtth a

drfferencc ofmagnttude

Cohr and Kollun (2003) employed modem econometrrc technlqucs to study the

rclatlonshP bcNveen real per caPtta houschold sal'rng and govemment sa'ilng' the real

rate of Dterest and soclal secllrlty contDbutlons ln the member countrles of Gulf

Coopcratlon Councrl (GCC) and establlshed that In thc most dcv'lloped nanons of the

world lnterest rate was posltlvcly rclated to savtngs ln the long run' whereas ncgatrvely

related to government savtng and soctal securlly contrlbullonS

Malor studtes

custome6 ln whlch

(1989), Khazeh and

(hat lncorporatc rellglous dlmenslon *hllc decls)on maklng by

bank 10 deposrl therr money tnclude Ross (1989)' Javalgr ct al

Decker (1992), Hegazy (1995)' Metawa and Almossawr (1998)'
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Rachmawati and Syamsulhakrm (2004) Yusoff and wllson (2005)' Obardullah (2005)'

Haron et al (2008), Kasn and Kassrm (2009) and Ismal (201 I )

Ross 11989), Javalgr et al (19E9)' Khazeh and Decker (1992) and Hcgazy (1995)

have studtcd the kcy factors effectDg bank sclectlon clltena and reported that among

othcrs, sewrces, products, bank operahons' bank phllosophy' recommendatlons from

frrends and famrly, bank locatlon' retum on deposlts and tn casc of Islamrc banl<s

adhercncetolslamrcPnnclplesaresomckeyfacrorstnfluencrngthebankselcctlon

cnterla

Based on llteraturc revlew' Meta*a and Almossaul (1998) selccted and

lnvcsugatcd the four maJor factom causlng selectlon of lslamlc banks whrch lnclude

vtcrmty ofbank brarch, conformtty and allcglance to lslamlc prlnclPles ln lts opemtlons'

rcturn on deposlts and recommendatlons from frtends and famlly and found that lhe

hlghest factor contnbulrng lowards selectlon of an Islamtc bank ls lts adhetencc to

lslamrc pnncrple followed by the retum on deposlt ()nvestment)

Rachmawati and S1'amsulhakrm (2004) applred cornlegralron technlque on

quartcrly hme scncs data of Gross Domesttc Product' number of Islamlc bank branches'

lntcrcst r.ttc by convcntlonal banks and profit sharlng ratton of lslamrc banks to

delcrmlne Ihe matn factors thal affect mudarba dcposrts rn Indonesla Thc results ofthe

study tndtcate that mudarba deposlts ln Indonesl! arc nor stgntficanrly affccted by the

rnteresr ratc and GDP rn the long run bur are slgnlficantly alfcctcd by rhe profit sharc rarc
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and the number of bank branches Frndrngs by Rachmawatr and SyamsulhakLm (2004)

srrcnglhcn thc \1cw that deposrlors and funds pro\,rder rn rhe lslamrc bankrng sy stem arc

paflly motlvalcd by lhclr rcltglolls consldcrallons to put rhclr funds rn tslamrc systcm and

thcy should bc offcred markct comp€tlltvc profit shanng ralc to attract mote deposttors

towards Islamrc banllng sysrem

Yusoff and Wllson (2005) Inlcstlgated thc malor delermlnanls of convenllonal

bank dcposlls and Islamtc bark dcposrts ln Malaysla by us)ng ordlnary lcast square

mclhodlnthelogllnearformThcfactorsunderlnvestlgattonlnthelrsludyucrelhc

prollt-share tbr sa\lngs and ln!estmenls deposlts tn Islamlc banls lnteresl rales on

convcntlonal dcposlts, rcal gross domestlc product and the consumer pnce rndex Thctr

rcsults rcvcalcd that bank dcposrt gro*h $as effecled by any varratron rn real GDP the

profit_share for savlngs and lnvestmcnts rn lslam:c banks and lntcrest lates on

conventlonal deposltS

Obardullah (2005) lrnkcd thc rrsk faclor of tslamrc banks wrth lhe lcvel of

deposlts Obaldullah (2005) cxplarned that ln contrasl to convcnttonal bankrng systcm

whcre the rnvesrors/deposltors are patd guarantced fixcd amount elen tf the bank may

suffer losscs, account holder of the slmllar nature ln Islamlc banks share the prolits and

losscs ofthe bank and thus are cxposed lo rlsk \\'hlch may result ln loslng thc parl or evcn

wholc of thclr dcposlrs Obardullah (2005) furrher elaborated lhar !f convcntlonal banls

offcr hrgher rate of retum' lstamrc banks ma1 face an lncrease ln wllhdrawals by lts

cuslomers due to Prcssure from lts counlcrpafi and thus causlng lslamlc banks lo face
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wrthdrawal nsk To rctaln exlstlng deposlts Islamlc banks are forced to pay a competltlve

rctum to lts lnvcslment account holder lresPcctlvc of-thelr actual profits and thus

sacnficc thc lntercst of equlty holdcE that ls knoyn as commcrclal rlsk lf thls sltuatlon

prcvals for a longer penod lhe commerclal nsk llnked *lth the relums aurlbutable 10 the

Profit/Loss Shanng Islamrc Accounl holders Is tEnsfened lo the shareholders fimds

termed'dtsPlaced commerctal nsk'

HaroD et al (2008) r-rsed co-integratlon technrques lo test the role of selectcd

macro-cconomlc vanablcs and rcllglous dlmenslon of the bank customers towards

deposrts of both Isramlc and conlcntlonal bankrng slstem rn Mataysra Thcrr resurrs

proved that economlc \arlables such as Base Lendtng Rate (BLR)' Kr'rala Lumpur

composrtc rndcx (KLCI), consumcr pnce tnder (CPI)' money supply (M3) and gross

domestic product (GDP) have stgruficant long-run relatronshlp wrth deposrts of

coDven'onal and rslamrc bankrng system rn Maraysla bul drffcrent strcngth and drrcctlon

of relattonshtp havc been observcd for thc both systems Ma,Jor findlngs repoded ln thc

study ofHaron et al (2008) are grven as under

All thc cconomlc r'altables undcr investlgatlon have srgntficant lmpact on

dcposrts ofconvcnuonal system except Consumer Prtcc lndex'

Consumer Pnce IDdcx has a ncgadve relatronshrp wrth the deposlts of

convcntloIlal banklng sYslcm'

The Stock rctums ha!e ncgatlve relatlonshlP wlth dcposlts of convcntronal banks

I
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N As for as deposlts at Islamlc syslem are conccmed' all the economlc varlables

undcr tnvcshganon have a slgnllicant posltlve relaflonshlp \l)th Ihe savlngs except

Base Lendrng Rate.

Deposrlors,{nvestors of both conventlonal and lslamlc banks are affecled by

rewards they recclve on thetr deposrrs thereby havtng rnrerse effcct on

dePosrts of hts counterPart' and

VI ReLgtous drmenslon play an lmportant role ln attracllng more customers to

depostt rhelr funds r,;rth the Islamlc banklng system

Kaso and Kasslm (2009) explored th€ faclors havlng slgnlficant affect on sallng

tntlclslamtcbalksoflndoncslaThemaJorvanablesundcllnveshgatlon]ndeterm]nlng

J lhe savl[gs ln Islamlc banks wcre lnterest ratc on conventlonal deposlt' real rale ofreturn

al] on trt".,. deposrr, rear lncome and number or rslamrc bank branches The resulrs

! 
revealed that conventlonal lnteresl rate has profound et'fect ln determlnlng the level of

-i-i 
,uun, rn the Islamlc banks' cspecrally hrgher lslamrc deposlt conesponds to hlgher rate

of return by Islamlc banks and lowcr rnterest ralc by convcnttonal banks Kasn and

Kassrm (2009) also exPlahcd that the flow of lslamrc banks' dePosrts towards the

convcntlonal banks qhcn the ratc of retum prouded by the Islamrc banks ts srgntficantly

lower than Ihe lntercst ratc of tts counlerpart lndlcalcs thc exlstence of dlsplaced

commerclal rlsk beMeen the lslamlc and conventlonal banks

the

the

Taklng lnto account lhe Indoneslan lslafiIc

lsmal (2011) anemptcd to anal)'ze rhe deposrtors'

bankLng lndustry as a case study'

wrthdrawal bchavtor as wcll as lhe
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Y

responses of Islamrc banls to mlugatc such deposlt wlrhdrawals by ustng Lnear

probabrlrry model (LPI!0 Ismal (2011) documcnted thc three maln rcasons ofdcposrtor's

w:thdrawals whtch arc

I. Islamlc banks do not generate lncomes from thetr financtng'

II Intcresl rate goes uP,

lll Total depostts tend to decrease

lsmal (201 I ) documented that Just hke other financtal tnsnlutton lslamlc barks

also need the retentlon and management of thetr depostrs to generate Profit lor the)r

account hotders Ismal (2OIl) further elaborated that as wlthdrawals by the deposrtors

and Dvestors can have profor'md effect on the operalrons and prcfitabrlrty of lhe banks'

thcreforc, forccasttng of the wllhdrawal behavtor ts rhe corc arca that nceds carcful

atentlon

Rclallon of economlc vanablcs wlth salug has been srudled ln Paklslanl

perspechve by a number of authors by app)ytng econometrtc technlqucs on trme senes

data Qureshr (1981) documented that hrghcr tnflatton prorted by consumer pnce tnder

results rn htgher sPendlng ultlmately caustng a reductton tn savtngs Ievels Stmllarly'

Iqbal (1993) also found that rn case of expected rnflatton' people would prefel to

consume today thus causlng a negatlve rclailonshp between lnflatlon and savtngs

Rchama (1993) reported that economtc and demographrc factors are lmporart

dercrmlnants of savmg behavror Kazmr (1993) made rhe crossed country comparson

berween Paklstan and Indra to find the factors causlng dlfferennals rn savlngs rate of the
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two countnes and found that dlffercnce ln the savlng rate between these count es ls due

to the dlfference ln lnflahon and Interest rates' populatlon growth' real gross natlonal

producr (CNP), Govemment expendlture on defense' govcmment expcndrturc on

educatron, growth rates, level of imports and exports' gross exlemal ard and drffcrenccs

rn Taxcs durtng the penod fiom 1960 lo 1988 Khan ct al (1994) studred lhe cffect of

ieal rntcrcst ratc. Income. debt-to_GNP ratlo' forelgn caPltal lnflows' dependcncy ratlo

and opcnness ofeconomy on sav)ngs ln Paklstan and lbund that

I

II

Pcr caplta GNP has strong posl(lvc cffect on natlonal savlng'

Realrnterestrate,changes)ntermsoflradeandopenDessoftheeconomy

posrtlvely Influence natlonal savlng' and

Both dependency raho and DebFlo-GNP rano have negahvc rmpact on

nanonal savtng

III

Htrssarn (1996) arulyzcd the rmpact of financral decpentng and financtal

dcvclopmcnt on savrng ln Pallstan by Llslng corntegratron technlquc and found that thcsc

vanables havc posltlve effect on savlngs

Revtcw of the ltteralure on savrngs bchaYtor and lts tleorlcs reveatcd thal studrcs

focustng on the determlnants of commcrclal bank deposlts are llmrted ln the past'

rcscarchers made effons to determlne the factors affectlng savtng behavtor for a spcctfic

countryandalsobetweendlft.clentcounrlesfortbepurposeofcompansonTothebest

of rescarcher's knowledge' therc IS no study avatlable whlch has mvcstlgatcd thc )mpact
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of ecoDomlc lndlcatoE on deposlts In conventlonat and lslamlc banks ln Paklstan

Thercforc, thts provlded authol a gap to fill and opportunlty to emplrlcally lnvestlgate the

rmpact of cconomlc vanables on deposlts In conventtonal ancl Islamrc banktng tn

Pahstan
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Thls study cmploys the mcthods of hme scnes cconometrlcs ln examlnrng the

rmpact of selected economlc lndlcators on deposlrs of convcnrtonal and lslamlc banklng

system ln Paklstar ThcfirststcpofthcanatyslslslolestforthePrtsenccofunrtrootsof

thevanablesThrstsdoncbyuslngtheAugmcntcdDrckcyFullcrtest(ADF)proPosed

by Drckey and Fullcr (1981) Once the stattonary condttton ts cxamtncd and vartables are

LnteEatcd of the same order' rhe ncxt slep ls to conducl a colntegrallon lesl to kno\! the

long run assoclatlons among thc varlablcs If lhcre Is long run assoclatlon between the

vanables thcn we wlll cstlmale crror coFecllon model A lnultlvarlate test fol

cornteglanon devclopcd by Johanscn and Juscllus (1990) wrll be used

CHAPTER 4

RESEARCH METHODOLOGY

4.1 DescriPtion of Variablcs

Thevanablesundcrlnvcstlgallons]ncludcdeposrtsofconvelhona]banks(DCB),

dcposrts oflslamrc banks (DIB)' Karachr Stock Erchange Index (KliE-100 Inde\)' T-brll

ratc. tnflatton lale and lndusrlal Productlon lndcx (lPI) Industnal produchon rndex (lPl)

has bccn used as proxy for gross domcsttc product (GDP)

4.1.1 Stock Market Returns

Returns of stock markcl havc bcen calculaled

and prcvlous Perlod as glven below

by takrng log drfference of current
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Rl = ln (Pt / Pl-l)

Where Rt dcnotes monthly return for

closrng valucs of KSE- IOO lndcx for month I

the month 't. and Pt

and !-l' resPecllvelY

and Pt-l reprcsent

Change tn tntcrest

4.1.2 Interest Ratc

Treasury brll lates have bcen used as proxy for tntercst rate

Iate from currenl to Prcvrous perrod rs grven as under

4.1.3 Inflation Rate

Thc consumer prtcc rndex (CPI) ts used as a proxy for tnflatron and ts a mcesure

of averagc change ln pnccs ofgoods and scrvlces dunng a specrlic pcrrod lnflatron rn

economy causes incrcase tn nomtnal lntercst ratc whlch causes to lncrcases Ln dlscount

rate whtch ulrlmately results ln tcductlon of prescnt value of cash flows Thc tnflatton

ratc rs gtven as undcr

I = ln (TBt / TBt-l)

Inflatron Rate = ln (cPIt i CPlt'l)

4.1.4 Industriel Production Index (IPI)

Gross Domesttc Product ls a measure of growlh ln economy

productlon represents olerall economrc actlvlly ln thc cconomy and

As rndustnal

contrrbutron of
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lndushal productlon towards GDP remalned twenty-slx percent rn

Industnal produdlon tndcx (lPI) has been uscd as a proxy for gross

(GDP)

20li Thcrefore,

domestrc Product

4.2 DescriPtion of Data

Tlus study cxplores the lmpact of economtc \ a ables on dePoslts of conventlonal

andlslamicbanksofPaklstanbyuslngmonthlydataforthcperrodfromDeccmber2002

to Deccmbcr 2013 wth I33 observatrons Although' natronal banks skned takrrg

depos(s on profit and loss shanng basls from January 1981' Slatc Bank of Paktstan

lssrredthcfirstlslamlccommerclalbanklngllcensetoMcezanBankLtmltedlnJanuary

2002 and thc dara on deposits of lslamlc banks could bc avarlable from Decembcr 2002

That rs why, the pcnod for lhrs study has been selectcd ftom December 2002 to

Decembcr 2013 Thc use of monthly data ts tn ltne wlth the earllcr wolk donc by Chan

and Faff (1998) to lnvestlgatc thc long'run relatronshrp between caprtal markcts and

macroeconomtc vanables

The data on deposits of convenflonal banks (DCB)' depos(s of lslamrc banks

(DIB), Karachr Stock Exchangc Index (KSE-IOO Index)' T-brll rate' rnflatron rate and

Industrtal Produclon Index (IPl) has beeD collected from officral websltes of State Bank

of Pakrstan, Paklstan Bureau of Staustlcs' Bustness Rccorder' Karachl Stock E\change'

Intemauonal Frnanclal Statrstlcs (2014) and Quancrly lslamrc Bankrng Bulletrns

publtshcd by Islamlc Bankrng DcPafimenr of State Bank of Pakrstan Monthly data on

deposrts of all schcduled banks of Pakrstan has been obtalned from weekly statement of
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posltron whlch coYers domcst)c operarlons of banks and ls avallablc on webslte of statc

bank of Pakrstan Thc data on dcposrts of Islamrc banks has bcen obtalncd from Quarterly

lslamrc Bankng Bullehns pubhshcd by lslamrc Banklng Depaimcnt of State Bank of

Paklstan The data speclfically pertalnlng to deposlts of convenllonal banks of Paktstan

wasnotavallableThtsproblemhasbeenreso]l'edbysubtracrrngdeposrtsoflslamtc

banks from deposlts of all schedL-rled banks of Paktstan to obtarn deposrts ofconvenhonal

banks ofPaktstan

4.3 Stetionarity of Data

As claborated by Gularatr (2004)' bcfore dotng ttme serres anatysls' rt should be

determlned whethcl the data ts stattonary or lntegrated Therefore, to procced funher for

dorng emp)ncal analysls, slarlonanry of data wlll bc tested For thls purpose Augmented

Drckey Fulter tesl (ADF) proposed by Drckey and Fulter (19E1) rvrll be pcrformed If

unrl root cxlsts lt means that the data ts non-statlonary and vlc€ vcrsa H)poiheses of

ADF Tcst are gr\en as

6 =0 (The unrt root exrsts)

61 0 (The unrt root does not exlst)

Dccrston rule of Augmcnted Dtckey Fuller Test ls that rf calculated value of ADF

star]sticlSmorcthal1thecrltcalvalueotp-valuciS]cssthan5%,thcnrvcwtllreJectnull

h)?olhcsis ard vlcc versa

Ho
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4.1 Co-integration

If unit root cxlsts In the data under lnvestlgatlon' lt means that thc data ls non'

statronary Stattonanty can be achlevcd by taklng first dlfferencc then lt ls sald to be

lntcgrated of the order one and ls represented as I ( l) If two serles are lntegrated ofsamc

order, there may exlst a ltnear combtnatton lhat rs statlonary at level lf such a ltnear

comblnahon e\lsts then such streams of varrables arc called cotntegrated We wlll apply

theJohanscnandJuselrustestloteslforatong-runrelatlonshrpbetwcenthevarrables

Thc Johansen-Juseltus (JJ) procedurc of co-lntcgratron test ts based on lhc maxrmum

lftchhood estlmahon of the VAR modcl The test rs canred out through a VAR system

such as follou s

Dr =B I Dt-l + A2 Dr2 + + Pk Dck + o+ut r=1,2,3,4, T

wherc Dt rs a (n x l) vector ofl(l) vanablcs' pr are (n x n) matflces ofparametcrs'

o rs a (n x l) vcctor of colstant, u ls a vcctor of normal log dtstnbuted error wrth zero

mean and constant vartarce, and k ls thc ma'\lmum number of lag length processlng the

whtte notse

Akarke lnformahon Cntena wll bc used to dccrde the lag lengrh of VAR model

Thc rlull and altcrnatrve hyPolhcses ofJJ test arc as under

There ls no colntegratlon among lhe vanables

Thcre ts cotnrcgratton among rhe vanablcs

Ho
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4.5 Vector Error Corrcction Model (VECM)

lf corntegratlon exlsts among the varlables' then lhere must be an e[or correcllon

tcrm ln the modcl The eror correctron modcl (ECM) facrlltares rn captunng both thc

short-run and long-rur lmPact ofexogenous vanables on cndogenous varrable The ECM

rs grven rn thc followrng form

AYt = PO + 0lAXt + P2er-l +!t

Whcre €t_l represcnts thc error corrccllon term whrch shows the specd of

ad.;ustmcnt toward $e long-run equtltbnum and 02 ls the short-run adlustment

coefficrent ln order to check whether there ls shon run car:saltty runntng fiom cxogcnous

vanables to endogenous vanables' the Wald tcsr wlll be used
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CHAPTER 5

RESULTS AND DISCUSSIONS

Flrst step ln tlmc scnes analy$s ls to test for the prcsence of unlt loot To chcck

statronanty of data, Augmentcd Drckey-Fuller (ADF) rest has becn used Unrt root test

results when perfolmcd at lcvcl ard first dtfference arc presented ln thc Table-l Thc

results rndrcatc that null h)pothcsrs cannot be re1ected ar level for DCB' DIB' CPI' IPI'

KSE and TB whlch means that the vanables are non-statlonary at lcvcl ADF tcst lndlcale

that the scnes arc statlonary al their first dlfference

Table-1: Augmcnted Dickey-Fullcr Test Rcsults

Lcvcl Flrst Dtffcrcncc

V2rublc 57. Critrc.
Vrlu.

ADF t.st
si.tistics

p-valuc
ADF tcst
strtistics

p-v.luc

DCB

DIB

CPI

tPl

KSE

TB

-3 44559

-3 44559

-3 44559

-3 44559

-3 44559

-3 44559

r 041936

2 045887

-2 265007

-t 984168

-0 588065

-0 381525

i926

2'l'78

4496

6036

3439

1989

-t I 3846

-41273

-9 7073

-4 4943

-8 4095

-9 041 I

0 0028

0 0075

0 0001

0 0023

0 0011

0 0002

(1990) Colntegratron

among thc vanables

As lhe vanables are ln[egraled of thc same order r e l(l) Johanscn-Jusel:us

Tc$ Is used Io dctemlnc lhe e\lstencc of long run assoclatlon

Johansen-Jusehus (1990) procedurc lcsts thc null hypothesrs of no



coEtcgratlon among the vanablcs

statr strc crltcrla

by uslng trace statistlc and maxlmum elgenvaluc

Long run assoctatlon belwcefl dcposlts of convcntlonal banks and cconomlc

rndrcators, and bctween depostts of Islamlc banls and economlc lndlcators has been

drscussed ln proccedrng sectlons 5 I and 5 2 respectrvely

5.1 Impact of Economic Indicators on Deposits of Convcntional

Banks

Thls sectlon dcscrlbes thc results for long run assoctatton between econom)c

lndlcators and dcposlts ofconvcntlonal banks Johansen-Juselius (1990) ttace test results

arc prcscntcd rn Tabre-2 Thc rcsur* revcal fial nulr hypothcsrs of no corntcgratron rs

rejectcd bccause lts p-va)ue ts tcss than thc nomal lcvet of srgnrficance r e 57o As

p-valucs for other null hyPotheses are grcalcr than 57o level ofstgnrficance' the other null

hypotheses cannot be rcjccted Thcrefore' liom lhe resuhs of lracc statlstlc' we comc to

the concluslon that there ls one colffegratlng equarlon whlch provtdes evrdcnce of long

nrn assoclatlon bctwecn economlc tndtcators and dePoslts of convcnllonal banks tn

Pakrstan
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Table-2: Trace Test Results for Cointcgration betwecn Economic

Intlicators and DCB

Tr"* 0 05---EGorhcs'zed sijtllu. c.t,""ivutr. prou -*

N'o of CE(s) Ergenvalue

Nonc+ 0 '104438 ll0 8753 6981889 00000

At most 1 O lg4g49 45 05768 47 85613 0 0895

At mosr 2 0 081077 l'l 51'182 29 79'70'7 0 6017

At most 3 O 043889 6'7'19591 15 4g4'l | 0 6034

Atmost4 0008465 I079665 1841466 02988

ffioslc\rl
'i at *t t.r*t"" "rthe 

hypoth^csrs at rhe 
.0-05 

level

*ffi ;[il;';;;s-Mtcheiis ( I eee) P-valucs

Table-3 exhlblts resulls of Johanscn-Jusehus 
(1990) maxlmum ergenvaluc test

whch shows lhat null hlpothesls of no co-lnlcgratlon ls relected becausc tts

concspondrng p-value rs less than lhe 5% level of stgntficance As thc p-values

concspondtng to other null hyPothcscs are gleatcr than 504' we cannot relecl null

hypothescs From rhcsc rcsults' wc come to the concluslon ihat there ls one colntegratlng

equatlon whlch provrdes evtdence of long run assoclahon bet$een dcposlts of

convcnttonal balks and cconomlc Indlcators ln Paklstan Thcsc rcsults confirm the resr:lts

presented on the basls oftrace statrsttc
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Trblc-3: Maximum Eigenvaluc Test Results for Cointegration bctween

Economic Indicetors and DCB

ux-E,g.n 0 05

T,,J""'lL'11!i r,*..,,,,.''!?,"*,i"" .',";"ir,,," ""0-'
o 404438 65 8t'164 33 8't68'l

o 194949 2'7 53986 27 58434

0 08107? lo'13822 21 13t62

o 043889 5 699932 14 26460

None +

Ar most I

Ar most 2

At mosl 3

At most 4

0 0000

0 0507

0 6734

0 6520

0 2988
107966s 3 841466

0 008465

ffioost"'"t rhc O 05 level* denotcs rclcctlon ofthe h)Dothcslsal
--O;;;;;i,"-urue-Mrchels ( I eeel p-valucs

From the rcsults ofcolntcgranon tcsts prescnted ln Tablc-2 and Table-3- we come

to the conclusron that there ls long_run assoclallon betwcen deposlls of conventtonal

balks and economtc lndlcators ln Paktstan Thesc findlngs are tn ltnc wrth the hndrngs of

earher studles by Loayzaand shankar (2000) cohn and Kollu. (2003) and Frnger and

Hesse (2009)

Thc results of Johalsen-Juscllus test for long run assoclatton also glvc thc

correspondtng coeffictents of varlables The results of long run coefficlents estlmatcs of

deposrts of conventlonal banks correspondmg to economlc tndtcalors are presented tn lhc

Tablc'4

42



Table-4: Long Run Cocfficients Estimates of DCB

Standrrd Error t-st.tistic
Vrrirbl. Cocfficicnt

TB

IPI

KSE

CPI

5.597 57

234175

- 0 10228

-4 37260

t) 14421\

(l 70841)

t0 02466)

(l 61i80)

2 6104'7

13',1072

-4 14761

-2 6't 634

From thc

barks prescnted

follows

results of long run

rn thc Tablc'4, we

coeffictenls esttmatcs

car tcsl hyPorheses

of deposlts of conventtonal

devclopcd rn ChaPter-l as

Ilefeslrolehasposiliwtmp(tctondeposltsoJconycnlionalbanksin

Pokistan.

F om thc rcsults prescntcd rn Tablc-4' T-statrsllc value of 2 6105 pertarrung to TB

lndrcatcs rhat thcre rs a srgnlficant posrtlvc relatronshrp bctween T-brlr rate and dcposlts

of convenfional banks Thcrefore' wc conclude that the glven hypolhesls cannot be

rejected It means lhat whcn T-blll ratc rncrcascs' dcPosrts ofconvcntronal banks wrll also

tncreasc ald ltce vcrsa Thts resutt )s ln llne wlth thc rcsults ofstudrcs by Loayza and

Shankar (2000). Cohn and Kollun (2003)' Qrn (2003)' Arhukorala and Sen (2003)'

Hondroyramts (2004) and Ftnger and Hcsse (2009)

Hi
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Now. q'c test our followlng hyPothesls

Ht: IrrdLtlrial Production Ind'x has

cowenlional bank u Pakblan'

negalivc irrlPacl on dePosrls of

T-statlstlc value of I 3707 penalnmg to IPI shows that there ls tnstgntltcant

rmpact oflPl on deposlts ofconventlonal banks In Paktstan Our hypothests penalnlng to

KSE retums ls gtven as

Ht: KSE returns hntc n'gttliv' imPacl on d'Posis of convcnlionol b4 ks in

Pnkbla .

T-statlstlc value of-4 1476 peflalntng to KSE retums shows a slgnrficant negattvc

relatlonshlp betuecn KSE r€ums and depostts of convcnttonal bar*s whlch rcvcals thal

we ca tot rejcct our glvcn hypothesls lt mcans that an lncrcasc ln KSE retums wrll result

rn decrcase ln deposlts of convcntlonal barks and vlce versa Thts rcsult ls In llne wtth

the findlngs of Haron et al (2008)

OLu hypothesls Peflalntng to CPI rs gven as under

H7: Consumer Price Indcx lll.t n'goti)e impacl on deposils of conrenlionol

banks in Pakbtan'
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T-srattsucr'alueof.26T63pertalnlngloCPlrevealslhathlgherlnflahonproxled

by consumer pnce lndcx resulls ln hlgher spendtng' ultlmately causlng a reductton tn

savmgs and resultlng ln negallve lmpact on deposlts of conventtonal banks Thus we

conclud. not to rcJcct our glven hyPothcsrs It means that when pr:ccs lncrease' savrngs

of the people dccrcase. whrch ultlmately cause to dccrcase rhe level of bank depostts

Thrs result rs rn hnc wrth the Endrngs of studres by Quresht (19t1)' Iqbal (1993) and

Haron ct al (2008)

In thc llghl of results dlscussed above' we comc

vanablcs of lDtcrcst uscd tn thc study have stgntficant

convenllonal banks at 5o% levcl ofstgnlficancc cxcepl IPI

to lhc conclusron that all the

relattonshtP \rlth dePoslts of

Rcsults exhtblted In Tablc-2 and TabLe-l show thar economtc tndtcators and

deposrts of conventtonal banks rn Paklstan are colntegrated Therefore' the exlstence of

long run and shon-run causallty between deposlts of conventtonal banks and the

cconomrcrndtcatorscaDbefoundbyuslngerrorcorrechonmethodThe]aglength

results of Vcctor Error Corteclion Model are gtven ln Table-S wtrere C(l) ls the error

coEectlon tqrn ard C(4) ro C(11) reprcsent short-run cocfficlcnts c'f economtc vartables

as mentloncd aga)nst each
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Table-5: Vector Error Correction Estimates of DCB

De-pendcntvanauleD(DCB)
Method Lcast Squares

Date 03t24ll5 Trme 17 12

SamDlc (adlusted) 20O3M0i 2013M l2

Inctuded observarrons l30 after adlustmc s))_C(3).D(DcB(-2)),c(4)-D(cpl(-l)).

D(DCB) = c(1)*ECM(-l)+ c(2)+D(DC

;i;;;lcp(.-ii, r c(d){D(rp(-r )) + c(7i*D(lPI('2)) ' c{8FD(KsEr-r)) -
:i;j-;i*;t, -ii, --Ciiot'bde'-t 

'r 
* cr t I ).D{rBr-2) } r cr r 2)

Coefficrcnr Std Enor FSutrsttc Prob

c(1) -o 423604 {r 1629s8 L 52217^0. 0 0094

:1,; o i:sieo 9 9l?lrl t:lli:i 3lil3c(3) oJst2?z. ::x;i; :i;sor o3rr,c@) '1!l1l: ?;;;;;i .)osqsao o r4r7c(5) Ir ??!?? i;;;;;; t2lo6s4 o2't4sc(6) ,:91:19 ',1;1;;, issoaos orss2

3[;i ?33!3ii i;;ia; '488i286 ooo48

c(e) -,01911? l?::l:: ,ii:;zl 333;?crlo) 4 rott:> ';;;;i; I26606s 00162
cirr) lll78l7 ]...,." ^ i1e.644 00000:llll i;)llii---i;'a---q$et---t-sseL\rzl -- -- ' - 

- 
)9 i1296

RIffi- 0 38?925 Mean dependcnt var 
rc2 2435

oa,iii"a n-tor".o 0 330867 s D dcpendenl \ar 
11 77859

l;";;;;;' 83 63576 Akarkc rnfo crr(erton

io- soraied .".,d 825403 0 Schwarz cntenon 12 04328

r 
^o 

lrkchhood -753 608U Hannan-Qurnn crrter ll 88614

F-sianstic 6 798791 Durbrn-Watson stal 1959126

iroU{f-.,"0ru.1 0 000000

From the results of enor

ls the error correctlon term and

value ofenor concctlon tcrm ls

less than 5%o The result shows

concctron eshmates of DCB Presented rn Table-5 C(l)

rndtcatcs spccd of ad.;uslment towards equrhbrrum The

42 36% hav,ng negatrvc srgn !trth ( orrespondrng p-value

that thcre ts a long run causallty runnrng from cconomtc
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lndlcators

causalrry.

to dcposlts of convennonal banks rn Paktstan

we can make usc of Wald Tc$ Results of Wald

In order to check for sho( run

test are glven rn Table-6

Table-6: Wald Test-I

Vanablc Null HyPothcsts Ch-square Value ProbabrhtY (P-value)

cPl

IPI

KSE

TB

c(4)=c(s)=0

c(6)=c(7)=0

c(8)=c(e)=0

6 3',18'727

9 821788

r 0 66827

1869395

0 4102

0 i92'7

0 0148

0 0073
C(lO)=C( I I )=0

The results glven ln Tablc-6 tndlcatc that rhc null hypothcsrs pertarDrng to CPI

and Ipr cannot be rclected as the conespondrng p-varucs are morc rhan 59lo It means rhc

shorr run coefficrcnts c(4) and c(5) pertalnrng ro Cpr as *clr as c(6) and c(7) pertarnrng

to IPI are Jolntly zero rcspecttvely whlch lmplles that therc rs no short run causallty

runntng fiom CPI and IPI to deposlts of conventlonal banks The results of wald Test

also indlcate that rhe null hyPolhcsls Pertalnlng 10 KSE can bc relected as the

conespondrng p-value of O 0148 ts less than 5% lt means thc shofl run coefficrents C(8)

and c(9) pertammg to KSE arc not joindy zero whtch tmphes thar thcre ls a shofl Iun

causallty nmJtlng from KSE to dePoslts of convenhonal bank! Srmrlarly' thc null

hyporhcsls pcnatntng lo TB can be relectcd as thc correspondrng p-raluc of 0 0073 ls less

rhat 59lo It mcans tial the shon run cocl'ficrents C( lO) and C( I 1) pcrtalnrng to TB are not
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Jorntly zero which rmplies that thele rs a short mn causallty runnlng from TB to depostts

ofconvenhonal banks

<,, Impact of Economic Indicators on Deposits of Islrmic Banks

Thts sectLon descnbes thc results for )ong run assoctatron belwecn economLc

rndrcators and deposrts of lslamrc banks ln Pakrstan Joharsen-Juschus (1990) tracc lest

results arc presenred tn Tablc-7 The resul$ reveal that null hypothesrs of no co-

lntcgratlon ls rcjected bccausc tts p-valuc Is lcss than the nomal ler'cl of srgn:ficancc : c

5%. Thc othcr rlull hypotheses cafiot bc rcjected as theu conespondtng p-r'alucs are

greater than 59lo lelel of slgruficalcc Thercfore' from thc resulrs of tracc stat]sttc' we

concludethatthcrelSonecolnleglatlngequatlonwhlchplovldcsevldcnceoflongrun

assocratron betwecn economlc tndlcators and deposlts of lslamlc banks ln Paklslan

Table-7:TrrceTcstResultsforCointegrationbetweenEconomic
Indicators and DIB

Trace 005HvDothesrzed srurlit'" cnt'"atv"t'e Prob *i
No of CE(s) Ergcnvalue

None +

At most I

At most 2

AI most 3

At most 4

0 4t 521'/

0 17206'l

0 098138

0 046543

0 014663

0 0900

0 354'l

0 4730

0 1708

69 81889

47 8561i

29'79'10'l

15 494'l I

1 841466

0 00001t3 1652

45 02780

21 04723

7 92890',1

\ 87 3944

ffithe005,level
I iti*t t.C"; 

"r 
the hv-porh-esrs at thc 0 05 level

- -i;;;"K;;;-H-c'Mrcheris ( 1 eee) p-varues
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Table-8 exhrbtts rcsults of Johansen-Jusehus (1990) maxlmum elgenvalue test

Thc results show thal null hlpothesls of no co-lntegratlon Is rcjected becausc lts

concsponding p-valuc ts lcss than rhe 5% lcvcl of stgntficancc As the p-va)ucs

conespondtng to other null hypolheses arc grealer than 570' therefore' we cannot relecl

nult hypotheses From these results we comc to the concluston that there ls one

cotntegEtlng equatton uhtch provtdes evldcnce of long run assoclatton between

cconomlc mdlcators and deposlts of Islamlc banks ln Paklstan These resuhs confirm the

results oftrace test

Tablc-8: Maximum Eigenvalue Test Results for Cointegration between

Economic Indicetors and DIB

M Rg"n 0 05

- Hvoothesrzed ' titi" Cnt,"ut Vutu" proU **

No ofCE(s) Ergcnvalue

None . o 41521'1 68 13'143 33 8'768'1 o o!::

O,,."r, , O l'1206'1 23 g8l5'l 2'l 58434 0 r3:1

;;;;',; ooe8r38 13 rr832 2t t3162 oto''-*.

;;'; ; o 046541 6 052s63 t4 26460 o u::1

;;;; 0014663 I 875e44 3 841466 01708

ffirheorj5 le.el

J'i.-"lit''lli.i";;;,: Ihc r'vporhc',s at the,o-05 rc\ er

- J;;"K,;'";-H;,rMrchihs ( I 9ee) p-values
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onthebaslsofTraceTestandMaxlmumEtgenValueTestresultsPrescntedln

Tablc-7 and Table-8, ue come to rhc concluslon that therc ls long run assoclatlon

berween economlc rndlcators and depostts of lslamtc banks ln Paklslan These findlngs

arc rn lme ,mth thc findtngs of earlter studrcs by Rachmawatt and Syamsulhakrm (2004)'

Yusoff and Wrlson (2005) and Haron eI al (2008)

ThcresultsofJohanscn-Juseltustestfollongrunassoclallonalsoglvcthe

corrcspondrng coe{ficlenls of variables Tle resr"tlts of long run cocfficlents estrmates of

dcposlts of lslamlc banks correspondtng to economtc lndlcalors are presented ln

Table-9

Tabte 9: Long Run Coefficients Estimates of DIB

Strud.rd Error Cstetistic
Verieblc Cocfficlcnt

TB

IPI

KSE

CPI

-4 37 639

3 99091

-0 30042

-3 05255

(t 1442'7)

(l 9143s)

(0 60259)

(r 1890?)

t 82461

2 08473

-0 49854

-2 19'154

From the resulls of long run coeffictents estlmatcs of deposlls of Islamtc banks

presentedlntheTablc-g,wccantcstourhypothesesdevelopedlnChapter-laSfollows

Ht: h et.sl ral. hos 'gdtiv' 
i pacl on deposits of lslamic banks in

Pakistan.



T-stattsttcvalueof-38246]PeflalnlngtoTBtndtcatestha(changcstnT-bl]lrare

havc srgnificant ncgatlvc Impacl on deposrts of Islamrc banks rn Paktstan It rneans thar

whcn lntcrcst rate lncrc'tscs, deposrts of Islamrc banks wrll decteasc and vtce vetsa

Thereforc,weconcludethatthesaldh)?othcsrscannotbcrejectcdltcarbelnfcrred

from thts rcsult that customers of Islamlc barks have fie profit mctlvcs also II lmpllcs

rhat wlth thc lncrcasc ln tntercst rale by lhc convenuonal banks' customcrs of Islamtc

banks wrll draw thelr deposlts and shlfl towards convcntronal banks Thrs result ls ln

conformtty wlth the utlllry maxlmlzarlon premlse and ts also tn ltne wlth the findrngs of

Ross(1989),Javalgretal(1989)'KhazchandDecker(1992)'Hegazy(1995)'Memwa

andAimossawl(1998),Athr,rkoralaandSen(2003),RachmawattandSyamsulhaktm

(2004), Obardullah (2005) and Kasn and Kasstm (2009) Now' we tcst our lollowlng

hypothesls

Ht: In.lusltiol Prcductton Indcx htts n'golivc tfipacl on dcposils of lslamic

bonks in Pakslan

T-statistic value of 2 084'll pertalnl[g to IPI rndrcates that changes tn rndustnal

productron rndex have slgnlilcant posltlve lmpact on deposlts of lslamlc banks ln

Pakstan ln thc long run and thus' wc can re;ect our hypodesls As statcd earher' IPI has

been used as proxy for GDP The re\1ew of llteraturc sho*s rancd evrdenccs for

relattonshlp bctween savlngs and groMh Morcovet' r'tews ln thc dlrectlon of

rclaltonshrp betwcen savlngs and growh are sllll under debate Th: resr'rlts of thrs study

are m accordalrcc wlth the flndlngs ofrhc study by Masson et at (1998) Our hypolhests

pertalnlng to KSE retums ls glvcn as 
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Ha: KSE relurns hav' 
'tegttliv' 

i'nPttct on dePosits of Islamic hanks in

Pakbtnn.

Low valuc of t-statlstlc -0 049E54 pcrtarmng to KSE retunls shows lhar there Is

rnsrgntficant neganve lmpact of KSE on deposlts of Islamrc banks ln Paklstan One

posstble reason ls that when there ls volatlhty ln KSE retums' dcposltors are not sure

about retum on lnvcstment ln stock Therefore' ln order to have (onfirmed cash flows'

they prefer to deposrt tn banks tnstead of lnvestmenl rn stocks thal can be one of the

reason for rnslgnlficant rmpact of KSE on deposlts of Islamrc banks tn Paklstan

Now, wc test or.u followrng hypothesis

consumlPric.lnd.xll0sncgqlUcimPnctontlcpttsilsoflslamicbanks

in Pakislan.

T-slatlshc value of '219754 pertanllg io consumcr prlce rndcx Indrcatcs that

there rs srgruficant negatlve lmpact of CPI on deposlls of Islamtc banks ln Paklstan From

this rcsult, we conctude that our glvcn hypothesls camol be rejectcd Thrs rcsult

srcngthcnsthcfindlngsoflqbal(1993),Qureshr(1981)andHa:onctal(2008)that

whcD pnces lncrease, savtngs ofthe peoplc decreasc that ulhmately cause to decrease thc

level of bank dePosrls
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In tle lrght of results dtscusscd above' lt ]s concludcd that all thc economlc

vanablcs havc slgnlficanr tmpact on dcposlls of Islamrc banks at 570 lcvel of srgnrficancc

excePt KSE retulns

Rcsults exh:bttcd rn Table-7 and Table-8 show that deposlts of Islamtc banks and

theeconomlctndtcalorstnPaktstanarecolntegratcdThcrefore.theexlstenceoflongrun

and short-rulr causallty bct"\ecn deposrts of lslamlc banlcs and the cconomlc rndlcatols

ca-n be found by using error corecuon mcthod The lag lcngh rcsults of vector Elror

correctlonModelaleglvcnlnTable.lowhereC(I)rsthccnorconccttontcrmandC(4)

Io C(I1) rePresent shofl-run coefftcle s of economtc vanables as menhoned agalnst

each
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Tablc-10: Vector Error Corrcction Estimates of DIB

5[!nacnWanaUte OlOtAt

Mcthod Least Squares

Date O3/3Oi l5 Trmc 1916

samDle (adrusred) 2O0lMOi 201lM l2

tnclr.rded obscrvanons 130 after adlustments 
+ c(l).D(DlB(_2)r - c(4)+D(cpl{,1)) |

D(DIB) = C(l),, ECM{-l)+ C(2)+D(DIE

iii,6rcp'i-if, - c(6)+D(lPl(-l )) - c(7)+D(lPl(-2)) - c(8)+D{KSE(-l)) -

;l;1-;iKS;,fr;) -?iiolbrier-l l - cr t I )*DirB(-2 )) + c( 12)

Coefficrent Std Enor t-Stattstlc Prob

C( I)
c(2)
c(3)
c(4)
c(5)
c(6)
c(7)
c(8)
c(e)
c(10)
c(ll)
c(12)

.0 339999
0 537751
0 | 12824

-0 000439
-0 000496
0104439
0 111741

- l 610069
-0 54i970
-38 27 55'7

-'15 03'19'7

8 096334

0 081062
0 083167
0 016638
0 000704
0 000704
0 064902
0 061988
0 387249
0 u4289
105 4839

107 3132

) 205116

-4 t94295
6 46597'7

6 781004
-0 624268
-0 705064
I 609180
1802629

-4 t 5?708
-4 759601
-016285'7
-0 699243
6 '71'7968

0 0001

0 0000
0 0000
0 5337
0 4822
0 4'140

0 3501
0 0001

0 0107
0 7114
0 4858
0 0000

R-squared
Io,l'[i *"0,","a 9l?1:9: :P- g:ry::::::::

5 072053 Akalke rnfo crlterron

O 629155 Mcan dcpenderit var 634991
96589s
l7l I l8
437833
280693
490440

6
7

6
6

6

2

S E ofregrcsston
Sum squarcd rcstd

Log Lkclhood
F-statlsllc

3035 647 Schwarz crrterron

-389 2540 Hannan-Qurnn cDter

l8 19929 Durbrn-Watson stat

ProU(f-.tuu.u") O OOOOOO

From thc rcsults of error corrccron esllmales of DIB presented rn Table-5' C(l ) ts

the eEor correctlon telm and lndlcates spccd of ad;ustment towa_rds equtltbrlum The

value of error cortecuon term rs 33 99% havlng negallve slgn *lth co[esPondrng p-value

less than 57o Thc result shows thal thcrc ls a long run causallty runntng from economrc



rndrcators to deposlts of Islamlc bar*s rn Paktstan To check the cxlstcnce of shon run

causahty ruItlmg from cconomtc tndtcators and depostts of Islamlc banks' results of

Wald iest arc grven rn Table-l I

Table-ll: Wald Test-II

Vartable Null H)?othesrs -hi-square Value Probabrtrty (P-value)

cPl

IPI

KSE

TB

c(4)=c(5)=0 t'l 55',193

6 i62061

0 773160

0130?23

0 6939

0l4l5

0 6'194

0 0002

c(6Fc(7)=0

c(8)=c(9)=o

c(10)=c(11)=0

ThcresultsglvcnlnTablc-IllndlcatethatthenullhypotheslspertalnlngtocPl,

IPI and KSE cannot be re1cctcd as the corresPondlng p'valucs are morc than 57o Thrs

rmplcs rhat thcre ls no short run causallly runntng from CPI' IPI and T-brll rarc to

dcposrts of Islamrc banks Tle results of Wald Test also tndlcate that the null hypothesrs

pcrtanrng to TB can bc rc1€cted as the conespondtng p-vatue of 0 0002 rs lcss than 570

whlch means rhe shon run coefticlcnts C(8) and C(9) penalnrng to TB arc not Jorntly

zcro whtch rmphes that thcre ls a shon run causallty runntng from TB to deposlts of

Islamrc banks
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CHAPTER6

CONCLUSION AND RECOMMENDATIONS

6,1 Conclusion

Thls study explores thc tmpact ofcconomtc Ind)cators on deposlts ofconventlonal

ard Islamlc banks rn Paktstan by applyrng the melhods of trme serres econometrlcs on

monthly data for lhc Perrod from 1212002 ro l2l2013 The vartables of study rnclude

deposrts of conventronal banl(s, deposlts of Islamrc banks' KSE-I00 rndex' T-brll rale'

consumcr pncc rndex ald tndustnal productton lnder

Rcsults of Augmcnrcd Drckey-Fullcr (1981) test show that all ihe varrables are

noD-stationary at lcvcl but bccome stahonary at lhelr firsl drffcrence Results of

Johansen'Juse)rus (1990) test for colntcglatton belween cconomtc tndlcators and deposrts

ofconventiona]banksprovtdcevldenceoflong-runassoctanonbetwcenDCBa]1d

cconomrc rndrcators The rcsurts for rong run coefficrents csrmates of DCB show that all

the cconomlc rndrcato* have s)gnrficant rmpact on deposrrs of convennonal banks at 59lo

levcl ofstgntficance except tndustrtal producrton lnde\ The resulls reveal thatT-bltl has

srgntficant posrttve rmpact whereas KSE retums and CPI has srgnrficant negatlve lmpact

on depostts of convcntlonal banks The Vector Error Correctron estrmates of DCB shou

lhat the eEor term ls slgnltlcant ar 57o lcvel of slgn:ficance havrng 42 367o speed of

adjustmcnt rowards equtltbnum Ths result of VECM shows the exlstence of long run

causallty beMeen economlc lndlcatoE and deposlts of convcnt'onal banks The Wald
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Tcst ndrcales that therc ls no short run causallly runnrng from CPI and IPI to deposrrs of

convcnnonal banlc but there exlsts a shon run causallry n'umrng from KSE and T-brll

ratc to deposlts of conYcntlonal ba'ks Thcse findrngs are ln hnc wlth lhe findlngs of

earller studtcs by Quresh (1981), lqbal (1993), Loayza and Shankar (2000), Cohn and

Kollun (2003), Qrn (2003)' Athukorala ard Sen (2003)' Hondloyranms (2004)' Haron et

al (2008) and Frngcr and Hcssc (2009)

ResultsofJohanscn.Jusellus(1990)leslforcolntegratlonbelwecncconomlc

rndrcators and depostts of Islamrc banl<s ln Paklstan provtde cvtdcnce ol long-run

assoclatlon between DIB and cconomlc rndtcators The results for long run coeffictents

cstimates of DIB show that T'brll rate' IPI and CPI ha\,e srgntficant but KSE returns has

rnstgnlficart rclatlonshlP ulth deposlts of lslamrc banks The resr'rlts revcal that T-brll

ralc and KSE retums have slgnlficaDl ncgatlve tmpacl whcreas IPI has stgnrficanr

posltlvc lmpact on dcposlts of lslamrc barks ln Paklstan The vector Enor Conectton

cstlmates of DIB show that the erol term ls ncgarlve that ls slgnlficant at 570 levcl of

srgmficancc wlth 33 99yo sPeed of adJustmcnt towards equlLlbrrum Thls result ofVECM

shows thc existence of long run causahry between economrc lndrcarors and deposrts of

lslamrc banks ln Paklstan The Wald Tesr lndtcates that lhere ls no short run causallty

runnrng fton economic rndrcators to dcpostts of lslamtc banks except T'blll rates These

findlngs are ln llne wllh thc findlngs of earllcr studlcs by Qureshr (1981) Javalgr et al

(1989), Ross (1989)' Khazch and Deckcr (l992)' lqbal (1993)' Hegazv (1995)' Masson

et al (1998), Metawa and Almossawt (1998)' Athukorala and Scn (2003)' Raclmau'atr
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and Syamsulhakrm (2004), obardullah (2005)' Yusoff and Wrlson (2005) and Haron et

al (2008) and Kasrr and Kassrm (2009)

6.2 Recommendetions

ln accepnng malor ftndtngs of thts study' the Pollcy makers should be aware that

thc customcrs of Islamrc banks arc vulncrablc to the rate of retum on dcposlts and are

pady motlvated by thcrr rcllglous constderattons 10 put thclr funds ln lslamrc system

Customers of Islamlc banks should be offered market compctltlve profit shanng ratc by

thc lslamlc barks to attracl and retaln thelr deposttors lslamlc banks may educate thetr

customeN' about adh€rcnce to Shanah tn thetr operarlons lnstead of aPPeallrlg them Just

by tmmcdtate retums

The pohcy makcrs of conventtonal banks should be vlgllant In fulfilllng the

frnancral as well as reltglor-ts needs of thelr customers To satlsfy lhelr financlal needs'

custome6 lequlre rcward tn rhe form of rclum on thelr deposlts and to rcmaln lntact to

theu rellglous dochnc' they exPccl nba ftce retum on therr deposrts To fulfill both types

of necds, convcnttonal balks should offer lslamrc contracs to therr customers through

scparale Islamlc bank branches Thc banks whrch already have lslamrc wrndows can

make tt more effecnvc by ensurtng adherence to Shrla'h compllant operatlon
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6.3 Limitations of the Study

Thts study hou'ever' has lts certaln llmltatlons whereby rt has bcen conducted tn a

hmrtcd tme penod and vanablcs Frrst' as Islamrc baklng $aned !n Pakrstan ln 2002' the

dam pcrtalnlng to depostts of Islamrc banks could be avallablc only tor the Pcrrod stafilng

2OO3 onwards Second, separate data on dcPoslts of conventtonal banks was not

avarlable, however' data on all bar* depostts ald deposrts of lslamtc banks was avatlable

whrch hetped tn determtntng depostts of convenlronal banks Thlrd' monthly data on

GDP of Paklstan ls not avallable Thcrefore' monthly lndusrlal productlon rndex (lPI)

has becn used as Proxy for GDP

6.4 Recommcndations for Further Research

Furrher cxtenslon ofrhls study may consrder whether deposrtors of Islamrc banks

are motl\ated by Sharra'h compllance by lslamlc banks or the profit thcy recetre

Moreovcr, nvestlgatlon on behavlolal aspects of the determlnanrs of bank preferencc can

also bc a uscful study both fiom academtc as well as practthoncr's pc6Pcctlve A future

research cal also bc made ro study thc lulncrablllly of bank deposlts assoclated wlih the

ratlng and rate ofretum rEk of thc banks
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