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Abstract

Financial sector is the perquisite for economigpess. In Pakistan from the past few years bardéugor
faces many challenges, it is mandatory to recogthizaleterminants effect the performance of banhkis
study aims to analyze the key determinants of faioifity of conventional and Islamic banks and to
investigate the relationship between banks’ intecharacteristics and performance in Pakistan. $hidy
evaluates the effect of banks parameters and ntiocrnmenic meter on the conventional and Islamic banks
profitability in the Pakistan for the period of Z8Q010. The results found that variables used émtiodel
have sturdy effect on the profitability and highetal assets may and may not be positively relabed
higher profit. As the asset of the bank and netwickeases there may be inefficiency in the managgm
of the banking sector.
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1. INTRODUCTION

The financial institutions are the engine of goothficial system and play a pivotal role in the
economic growth, which help the investor to invastl get return and it's add strength and poweheo
system. The profitability is the yardstick for thermation of steady and sound position in the count
economy. (Albertazzi & Gambacorta, 2009). Glohdi\ajor countries financial system consist of baigki
sector which emphasis on profitability and lucratlvanking sector is capable to endure financiatetis
and add value to the economy (Aburime, 2009).Thedeterminants of profitability are internal factord
external factor, further the internal determinaflicguidity, capital adequacy and expenses managgmen
and the external determinants (ownership, firm sizd external economic conditions). The profitaili
and the size (total asset) of the financial inStitu have positive relationship. (Goddard, Molyneand
Wilson, 2004). The number of polices, strategigscision give the indicator of profitability. The
combined effect of liquidity, asset management aabt management can be measured through
profitability of the firm. Efficient management ekpense lead to high bank profitability while, thacro
indicators, high interest ratio associate with lbank profitability and inflation have the positivelation
with bank performance.

11 PROBLEM STATEMENT
In banking sector the entire conventional andntgtabanks started operation with an aim of enhapncin
productivity, efficiency and profitability to getsauperior position in the financial system. Theaeks will

face the challenges and trying to getting competiidvantage. In this study the key indictors haken’
that effect banks’ performance and have been etilin most studies available.

1.2 OBJECTIVES OF THE STUDY.
» To analyze the key determinants of profitabilitycohventional and Islamic banks in Pakistan.
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* To investigate the relationship between banks'rivdecharacteristics and performance.

2. LITERATURE REVIEW

Neeley and Wheelock (1997) examined the profitibdf insured commercial banks in the US in theryea
1980-1995 periods and concluded that bank perfoceanpositively related to the annual percentage
changes in the state’s per capita income. Demikgudt-and Huizinga (1999) conduct a study of 80
countries about the developed and developing cesndiuring the period 1988-1995. The researcher
explained the determinant of banks and concludatddbmestic bank have lower profitability than the
foreign banks in developing countries, further alleresult shows that the capital ratio and finahci
performance are directly relatddemerguc¢-Kunt and Huizingha (2001) examined batksture and
profitability of developed and development courdie the year of 1990-1997 and concluded that firzdn
development has a very important impact on banfopeance. The stock market development also
contributes in the profit. Spathis, Kosmidou, amalBipos (2002) investigated profitability indicatéos
effectiveness of small and large banks of Greekibgnsystem with the use of ROA, ROE, and Net
Interest Margin ratios. The researcher used pdatel for 23 banks in the year of 1990 and 1999hichv
seven were large and sixteen small banks. Thetsestubwed that large Greek banks have a higher ROA
and have more access to resources than small Bunkwisingly, small banks had large ROE and MARG
as well as high financial leverage and high capiteEdquacy. Abreu and Mendes (2002) conducted & stud
that on interest margins and profitability of tr@ranercial banks from four different EU countries tloe
period of 1986-1999. They examined that the labgetk have high interest margin and low cost of
bankruptcy however, the net interest margin hagsitipely relation with operating costs and thenlda-
asset ratio has a positive impact on interest margnd profitability. Pilloff and Rhoades (2002)ifil that
the profitable boost as the volume of the bankined. Size of the bank means the total assets are
increasing, which further affect the operatingeéincy. Naceur (2003) noticed that bank havimgda

size (i.e more asset) and overhead are linkedinti#est margin and profitability of the 10 tunisibanks
during the period of 1980-2000. The researcherddhat lone has positively linked associated wisize
have the negative impact on profitability. Bashidddassan (2003) and Staikouras and Wood (2008} sho
that profit are negatively effected due to higloam ratio. Athanasoglou et al. (2006, a) conduatetudy

in the South eastern European region, and seleittengredit institutions for the period 1988-2008ey
found that banking reform has negative effect afifability while, the internal determinants has a
significant effect on profitability and macro facshow dynamic effect. Amor et al. (2006) on the
commercial banks industry of the OECD (OrganizafamEconomic Co-operation and Development)
countries showed high profitability due to a highererage ratio and lower overheads ratio boost
profitability.

Akhtar et al. (2011) conducted a study about tmeking industry in Pakistan and to evaluate prbfiity

of commercial banks during the period of 2006-2D9%ising two regression models. The empirical tesul
of gearing ratio NPLs ratio and asset manageméintshowed considerable influence on the profitgbil

of commercial banks in both models and also the gfizhe banks were important determinant of
profitability. The ROE has insignificant relatioritivbank profitability while ROA is used as suhsté for
commercial banks profitability. Javid et al (20tbnducted a study and point out that for healthd/ an
stable financial stable system, the banking inguysitty major role. The study used pooled Ordinaggpdt
Square methods to explore the effect of assetss)auity, and deposit on the profitability indicROA
over the period 2004-2008. The results showedthieste entire variables have a strong influencéen t
profitability, while high loan is not significantub contribute in profitability. Equity and depobive
significant effect in profitability but it may notecessary that total asset lead to profit duegecdinomy of
scales.

3.1 Research Method

The group data set covers a 5-year period from 2008010 with a sample of 26 commercial
banks of Pakistan which include both conventioaall Islamic banks (see appendix).The required
financial data is obtained from the annual repoftdanks from the particular websites, and from the
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library of state bank of Pakistan. The multi-vatieegression model is used on the pooled sampla®ss
banks.

Yit = poit + BX1Lit +p X 2it + BX3it + f X 4 it + uit
Where

Yit = ROA represents Return on Asset for baaktimet.

X1it = Log (TA) represents natural logarithm of Tlodgset for bank at timet
X2it = TE/TA represents ratio of Total Equity totAibAsset for bank at timet
X3it= TL/TA represents ratio of Total Loans to Tofaset for bank at timet
X4it=TD /TA represent ratio of Deposits to Total Assier bank at timet

it u= Error term.

The profitability indicators are return on asseturn on equity, total assets, total equity toltatzsets, total
loans to total assets, and total deposits to &stsets)

3.2 RESULTS, DISCUSSION AND ASSESSMENT

This part deals with the consequences of the studigh including descriptive statistics, econometric
results of the model, and tests for robustnessagtpé for the study. For many reason and difféagions

the study area includes both the bank covenanthlsdamic banks. The observed evidence of profitgbi
on parameters of banks or Return on Assets is basdxhlanced panel data. The table one and talde tw
give the calculation of descriptive statistics amdrelation and the results of R-square are givetable
three. The value for R-squared in the model 0.62wsB5 percent fluctuation in the dependent variable
explained by the independent variable. The 38 guerwariation in the dependent variable remains
impenetrable by the independent variable. The #isstavalue is 20.01 which is significant give kag to

the stability of the model of the study. the lod assets) have opposite (negative) relation wittufReon
assets. Size of bank is indicated by assets asdntgjative relation concluded as the size of thek ba
inclined the return on asset decreases. the bawmindhdarge size (i.e more assets) linked to lower
profitability Naceur( 2003).Capital ratio displaggreater effect on dependent variable Return setais's
having a direct (positive) and significant 1 pertceelation with Return on assets, conclude that-we
capitalized banks give high profit. The previousriture results support that the capital ratio famehcial
performance and profitability are directly relateDemirguc-Kunt and Huizinga (1999) Alkassim
(2005),Vonget al (2006).

Total Deposits to total assets has the directiogland greater influence on the profitability bétbank so,
bank depend on that fund and can get high retufrhis result is dependable with the results of the
pervious authors that the deposit have positive sigdificant effect in profitability [ Alkassim, FA.
(2005), javid (2011)].This result shows insigoét result the more the burden of loan with ldes t
chances of return on asset but the relation is demisive. Previous research literature supports the
arguments of this study Athanasoglou et al. (2088)lticollinearity test is used for (variance inftan
factor). This test further holds the legalitytbé regression outcomes. No multicollinearity & thutcome
lies between two point such that outcome < tentatetance near to zero advocate no multicollingahit
case of VIF.(Gujrati, 2003). The result of VIF aioderance are almost acceptable as mentioned li@ 4ab
The values of variance inflation factor for theightes in the model ranges from 1.188 to 1.329%dial
liability /total asset to total equity /total asssgnifying the dearth of multi nonlinearity amorige
variables of the model.

3.3 ROBUSTNESS TEST OR INCREMENTAL REGRESSION:
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For the eradication of separate independent Masdbom the model as well as checking the impacRe
squared this incremental regression is a capsulewid used in majority of the literature. In thtisation

the capital has tainted the vale R-squared to airmam degree (22% decline in the segment of the
dependant variable).the model measured the chafghd R-square from 65 percent to 43 percent hisd t
huge change dictate that profit inequality in thedel. The regression result is also raised thealtreSthe
coefficient 0.658 is maximum in the variables ssult are given in the tables 4 and 5 respectively.

4. CONCLUSIONS

This study evaluate the effect of banks parametedsmicroeconomic meter on the conventional and
Islamic banks profitability in the Pakistan for theriod of 2006-2010.As the asset of the bank atdark
increase there may be the inefficiency in the mansnt. In this study we concluded that major irdgkrn
factor i.e. Assets, Capital, Lone and Deposits jg®@ghield of safety and maximally contribute ie thank
profitability in the Pakistan.
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Table: 1

Statistic/Variables ROA ASSETS TE/TA TD/ITA TL/TA
(%) (%) (%) (%) (%)

Mean 0.018 316510.0 0.068 0.798 0.565

Median 0.016 255600.5 0.063 0.807 0.573

Maximum 0.206 817758.0 0.227 0.895 0.709

Minimum -0.054 66320.00 0.014 0.689 0.403

Standard Deviation 0.029 206315 0.040 0.047 0.055

Skewness 4.80 0.824615 1.392 0.495 0.630

Kurtosis 33.20 2.615575 6.349 2.928 4,115

Observations 52 52 52 52 52

Table 2: Correlation Matrix

Varibles ROA LOG(ASSETS) TE/TA TD/TA TL/TA

ROA 1.000

LOG(ASSET) -0.155 1.000

TE/TA 0.695 0.234 1.000

TDITA 0.139 0.035 -0.399 1.000

TL/TA -0.035 -0.362 -0.211 -0.005 1.000
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Table 3. Incremental Regression: Dependent Varide: Return on Assets (ROA)
Variable OLS1 | OLS 1 OLS 2 OLS 3 OLS 4 OLS 5
Constant 0.051 0.061 0.157** 0.216*** -0.153**

(0.55) (0.36) (0.03) (0.09) (0.03)
LOG(ASSET) -0.016* -0.016* -0.015* -0.009

(0.00) (0.00) (0.23)

TE/TA 0.648* 0.646* 0.576* 0.591*

(0.00) (0.00 (0.00) (0.00)
TDITA 0.140** 0.140** -0.084 0.113

(0.04) (0.04) (0.37) (0.12)
TL/TA 0.010 0.004 -0.055 0.071

(0.84) (0.94) (0.50) (0.21)
R-squared 0.64 0.64 0.59 0.43 0.51
Adjusted 0.60 0.61 0.57 0.40 0.50
R-squared
F-statistic 20.01 27.01 22.10 19.92 17.79

(0.00) (0.00) (0.00) (0.00) (0.00)
*Significant at 1%, **significant at 5%, ***signifitant at 10%
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Table 4: Pooled Least Square Dependent Variable: ®A

Variable Coefficien Std. Erro t-Statistic Probability valu

Constant 0.051 0.085 0.678 0.556

LOG(ASSETS) | -0.016 0.006 -3.603 0.000

TE/TA 0.691 0.087 8.356 0.000

TDITA 0.129 0.04 2.263 0.032

TUTA 0.011 0.054 0.199 0.844

R-squared 0.64

Adjusted R-squared 0.59

F-statistic 20.01*

Indicates 0.01 percent significance level

Table 5. Values of Tolerance and Variance Inflatio Factor (VIF) for ROA

Variables Tolerance Variances inflections
factor

LOG(ASSETS) 0.84¢« 1.21¢

TE/TA 0.77 1.312

TDITA 0.83: 1.227

TL/TA 0.861 1.18¢

Table 6: Results of Incremental Regression removintptal equity as percentage of total asset

Models Banks

R-squared (Original) 0.65
R-squared(after the removal)
0.43
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Appendix
Sr Conventional Banks Sr Islamic Banks
1 Allied Bank Limited 1 Meezan Bank Limited
2 Askari Bank Limited 2 Emirates Islamic Bank
3 Bank Al-Falah Limited 3 Al-Baraka Bank (Pakistan) Limited
4 Bank Al-Habib Limited 4 Bank Islami Pakistan Limited
5 Habib Bank Limited 5 Dawood Islamic Bank Limited
6 JS Bank Limited 6 Dubai Islamic Bank Pakistan Limited
7 NIB Bank Limited
8 SAMBA Bank Limited
9 SILKBANK Limited
10 Standard Chartered Bank

(Pakistan) Limitec
11 United Bank Limited
12 National Bank of

Pakistar
13 The Bank of Punjab
14 Faysal Bank Limited
15 NIB Bank Limited
16 Atlas Bank Limited
17 MCB Bank Limited
18 Summit Bank Limite
19 KASB Bank Limited
20 My bank Limited
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