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CHAPTER THREE
LITERATURE REVIEW

3.1 Introduction -\
Profit is the driving force of the firm, as well as the survival indicatog, of a firm- the
accomplishment of its goal is entirely dependent on its profit bh%he profitability

ecific type of firms and

mancey The performance
. wh ch.a\rw'@rxela@ in
one way or another (Tahir, 1999). Thus, studies fitability e’ffi_{e}ty of

banks are important tools which contribute to™“the improvemgnt ofxzt-he bank

performance, the evaluation of bank operations Qd the M ation of%qémagement
planning. Also, research on banks’ perfo WS important for th€Smprovement of
the economy due to the fact that bank\ ;rla

. N
A large number of studies have ndu 0 Lé\profltablllty. An early

researcher who has conducted study in this area @nort (1979) who studies
k anc&ééncentration in relation to

government ownership. OW%% ater ul ie§\nal and external determinants
of banks’ profitability, ing the gonce gtloQ, io and other variables. Based on
these studies, a Io@amhei W n d%&m bank profitability.

This chapter %re i WF? qtur&)@%,is relevant to the relationship between a
set of intern xternal factors a'nth}e in banks profitability. The focus is more on
the profitab T Islamic bank in@er to understand what have been done and what
canb Mresearche?}" X~

O
S

6 heoretical Literature on Bank’s Profitability

The determinants of bank profitability are divided into two: the internal and external

is the main index of a firm’s performance. Banks are

therefore, the rate of profit is very important to bank

can be divided into two elements: profitability and efficie

/

the relationship between pro tes of

factors. The internal factors of profitability comprise of variables such as capital,
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liquidity and expenses. These internal variables are considered to be controllable by
the management of a bank. External variables are those factors that are COWW

be beyond the control of the management of a bank such as concentratiorm ion
and gross domestic product growth. Generally, the banks seek to m i‘ﬂaprofits

through the employment of resources and control of internal deter s. At the
same time, these financial organizations also seek to take advanta he external
factors which are beyond their control. \)

In discussing the trends in bank profitability, it is appr

iatgo remember exactly
turall claim ts for its
pr iwma&iénize

their return on investment by maximizing the revenu by minimi dco \Bank

why banks maximize profits. Bank’s shareholders

profits and it is thereby in their interest to maximize th

management can select the mix of inputs and outputSiby whigh profits are m{aximized,

where they have different preferences, forego mk, eturn o pq\ﬁﬁnities and
optimize towards maximum profit (Jacob i 20(%‘). “&

Ly 2
This section discusses the economimries onc l&Q profitability. The
investigation of bank profitabilit ina cgﬁducted in a number of
theories. According to Haron (%vd Haron mi 4) a majority of studies
related to bank profitability deﬁw’ anr sedj&%"n the following theories:

Market-Power theori z l 0’
4 ’ &

The market-powe Mes cdns

embedded in thw re-c
The Struc bduct- erform nce@gP) was first proposed by Bain (1951). The

SCP approach%argues’ ? indus?y‘s performance depends on the conduct of its

firms, Which' then depends on the'structure. Markets with high concentration level
inw rm to behave (con(hct) in a collusive way, as a result, performance of the

ets better (Goddard et al., 2004). Profits of the firms are determined by the

oneentration level of the market. Thus, the SCP theory explains that the market
Qucture (concentration level of the market) through the conduct link determines the
performance (profitability) of firms. In summary, SCP theory postulates that

exogenous basic conditions determine the structure of the market and that there is a
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one-way causation flow from the market structure that is through conduct to

performance.

The traditional SCP theory has been challenged by the Relative Market P@MP).
The debate about the importance of the market share rather than the cm onasa
criterion of the market power virtually started with Shepherd (1972 ing Rhoades
(1997) to coin the phrase “relative market power”(Nissan, 2003). Iﬁuggests that
banks with large market shares and well-differentiated products are fore efficient and
can earn high profits. In other words, the banks with (relative Iaere market share

benefit from this exertion of market power, and indepe of marlet' concentration.

AW
The efficient-structure theory (ES) emerges frw criticiém e SC@ﬁﬂe
postulat

Demsetz (1973) and Peltzman (1977). The ES

"2 X
Efficient-Structure theory ' (_}
ory by

relatignship between

<

tf&e iciency of the

nolo have lower costs
and therefore higher profits. The id%the efflc\wm ?we yais ased on the fact that
the more efficient banks inc% COSts, iq m@ead directly to higher

been p@@sed in two hypotheses, the
cien@ucture-scale-efﬁciency (ESS)

tHat@ks with more efficiency (better

management, techno@sr ontrol costs) have lower costs, higher profits
and larger market/share."The EISS h othes's%ites that the difference in profitability

between bank wt c uss iffer @ in the quality of management, but by
differences '%Ievel of sc &fi(isar%y at which a bank is operating. In other
words, t %yp?hpsijat S L@\s'some banks achieve better scale of operation
that | gl)wer costs. Ld&/er c@sts lead to higher profit and faster growth for the
scqé— ient banks. \Q’

se-Preference theory

profitability. The efficient str

efficient-structure-X-efficieY-(-ESX)“’and
hypotheses. In the ES esis,,i stat

he Expense-Preference behavior theory is tested in the performance of banks, see for
example: Haron (1997) and Al Manaseer (2007). It was first introduced by Becker
(1957) and further developed by Williamson (1963). The Expense-Preference theory
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provides an alternative view regarding managerial behavior. It proposes that the main
goal which managers pursue is not to maximise profit but to own the utility ow ity
of the firm (bank), which is usually achieved via increasing salaries or &{ taff
expenses. Williamson (1963) reports that the management may i c‘&) ‘staff
expenditures, managerial emoluments and discretionary profits” ra an focus
strictly on maximizing profits. If the management prefers a greater ?var of staff or
more locations, this is normally reflected in the short term in higher efficiency ratios.
Such decisions may contribute to profitability in the Iong-run.Y,

l

Economies of scale theory

Nd.
Emery (1971) and Vernon (1971) were among the'@arliest research Po li ank
size with profitability (Haron and Azmi, 2004). econorr‘l'ie of Scale éﬁs that a

bank with larger size could enjoy the econoTr scw
lower cost per unit. Since large banks arew d tooﬁnjo he ec@mies of scale,

they are able to produce their output o‘Q!Dices more_cheaply efficiently than

roducéesservices at

can the small banks. As a result, large ban ill-earn er profit than small banks.
It is expected, therefore, that ban po it@ﬁ:id o’\fmnk profitability.
é « Q2
The Structure-Conduct-PerfO%‘ , Relati rket&fﬁver, Efficient-Structure and
Expense-Preference Behavi eorles widely usedhn the empirical studies such as
Haron (2004) and Al @;Zc{)o? L;Jed to-Dank profitability.
N\

-5

:

&
Based on the fra Nof t@rie& méby studies have been done, but a lot of
V

researchers do 4ot restrict les @f’using only the internal and structure
variables as t‘%bl exbla Qry vafﬂables of bank profitability. Macroeconomic
variables @eude e apnual i on, gross domestic product growth and the
GDP wta are’ste " empirical research which may explain banks’
proﬂg&y, see Table (4.3). \C}’

N

uc-Kunt and Huizinga (1999) perform the analysis of variables which are not

nder the control of bank management and may have significant effect on bank
rformance. The variables studied include the inflation rate, GDP per capita, taxation
level, overall financial structure, also various legal and institutional factors. Using

bank-level data for 80 developing and developed countries in the years 1988-1995, the



25

study has found that there is a negative impact of gross domestic product per capita on
return on capital. Furthermore, the inflation rate has a positive and highly mg?t
nvank

profitability is found to be more significant in developing countries th aE e oped

impact on profitability. The influence of structural and institutional facto

nations.

In line with the findings of Demirguc-Kunt & Huizinga (1999), ‘ether empirical
studies have found a significant positive impact of inflation"wates on banks’
profitability, for example; Bashir (2000,2003), Jiang ethal., (2003), Haron (2004),
Fotios & Kyriaki (2007), Al Manaseer (2007), V, any (2008)4 Aburime
(2008b), Khediri & Khedhiri (2009), Flamini et al.;%(2009), +(2010a),
Al-Jarrah, et al., (2010), Wasiuzzaman & Tarmizi 0) and Dav. d*l@o 1).
However, Hassan & Bashir (2003) and Sufla (290 di overVQ-negatlve

N

impact of inflation on banks’ profltablllty

With regards to gross domestic prod plta variable,/som dlngs have been
supported the findings of Demlrguc Kun Hui |ng 99) as Al Manaseer
(2007). Another finding that m esti 3{

significant impact on profltab alidated ash@OOO) Hassan & Bashir
(2003) and El Biesi (2010) AQ’

aplta has a positive

\

Other empirical studle 0 inv e’t‘ng the@luence of the external factors on
ost gnlfl

the banks’ profitability; in elatlonshlp is found between GDP
growth and bank rofitability such Jlan al., (2003), Williams (2003), Hassan
& Bashir (200 otlos I Manaseer (2007), Khediri & Khedhiri
(2009), F | i ( Olob) Wasiuzzaman & Tarmizi (2010),

Sufian uIahP 10 a D@denko (2011).

fitability is measured in terms of ratios. The advantage of using profitability ratios

%&su re of Banks’ Profitability

is that the inflation invariant is not affected by changes in price levels. This is useful
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in a time series analysis such as this, where the real value of profits may be distorted
by the time varying inflation rates (Rasiah, 2010).

There are several ratios that are typically used to measure the profitabil anks
such as return on assets (ROA), return on equity (ROE), return on depm D), net
interest margin (NIM), profit expense ratio (PER) and profit in (BTP/TA)
(Burhonov, 2006). In line with the banking literature thaShS; ddressed the

determinants of banks profitability; this study uses two measu
deemed appropriate to be applied to Islamic banks. The Rst often used are the
rate of return on assets (ROA) and the rate of retu equity R‘OE) gbal and

Molyneux, 2005). The study analyzes the profitabilits of ic banks d.onQb,ese

two measures. .S
X

man@wdies have

ad an@assan (1999);

2002):Williams (2003);

of profitability

s
R

With regards to measure the profitability of ba

used the ROA as the dependent variable

Guru et al., (1999); Bashir (2000); sm%g;?
ail

Jiang et al., (2003); Sanusi and Ismai (2‘% ; Kosmidou et al.,

5); \%
(2006); Al Manaseer (2007); Be Q!B and @;30 ),‘:Li. Yugi (2008); Vong

and Chan (2008); Wasiuzzam i ) uEl ?0@(2010); Sufian (2010a);
Sufian (2010b); Dietrich anM er}ri ); Sufiah and Habibullah (2010a);

N
Smaoui and BenSalah OIWd etal, (
(2011) and Akhtar et al% . RgA IS

: ?dan et al., (2011); Idris et al.,
) C
unit of assets and rﬂm the ‘n
bngg

N

b&/ se it shows the profit earned per
s ability to utilize the banks financial and
real investment r est

profir\ r this reason it may be considered the

best measurea\sjita lity. R u‘;rl on,gséets is preferred to other profit measures
as

because it s the effici cy\ﬂt,;banks with respect to banking operations.
Jgiiffers%es resulting from differences in the capital

Furthermaorg, mi
structu ally, since the ret n banks' deposits is contingent on the outcomes of

thedprojects that the banks fhnce, the return on assets reflects the management's

‘@ 0 generate positive returns on deposits (Al Manaseer, 2007).

urn on equity (ROE) is used as the dependent variable because it determines the
extent of efficiency of the bank management in using sharcholders’ investments,

(Bashir and Hassan, 2003). The ROE as the dependent variable have used in many
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studies to measure the profitability of banks such as Abdus Samad and Hassan (1999),
Guru et al., (1999), Bashir (2000), Hassoune (2002), Alkassim (2005), Sa
Ismail (2005), Al Manaseer (2007), Dietrich and Wanzenried (2010), Sufi b),
Said and Tumin (2011), Akhtar, et al., (2011), Ahmad and Noor (2011 ui and
BenSalah (2011) and Ramadan, et al., (2011). A

Following early study by Short (1979) and Bourke (1989), a n X?studles have
attempted to identify some of the major determinants of bank™profitability. The
previous studies’ analyses have concentrated either on ¢ %’y evidence or on
the banking system of individual countries. There ar tud es that have been

conducted with regards to the literature of determin ofi com |aI k
profitability, whereas, there are few studies t ve shown te’re i the
profitability of Islamic banks. \r

In line with the objectives of the study, pr ?@U:I i chapté}e divided to:

previous studies on determinants of nks’ prefita lityé&vmus studies on

b

determinants of Islamic and commercial%banks. pr

determinants of conventional b .(f)roﬁtq@y
mance

impact of financial crises on or

ility, pfevious studies on

tudies related to the

gdles on profitability and
efficiency differences between es;’c previous studies on the

relationship between prﬁita@y’ and efficie | @nd previous studies on banks’

£
o
c

efficiency.

3.4 Previous t on/Deter 'a||1ts slamic Banks’ Profitability

This p d|V|}ie i thre |ons single country studies (Malaysia), single
count t ies (other c ntrles)%ﬁa.panel country studies:
{

ingle country studies (Malaysia)

ies on the Islamic bank profitability have focused on a specific country, including

u
Qlaysia. Abdus Samad and Hassan (1999) evaluate inter temporal and interbank
performance of Bank Islam Malaysia Berhad (BIMB) in profitability, liquidity, risk
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and solvency; and community involvement for the duration of 1984-1997. Financial
ratios are applied in measuring these performances. They have found that ?@p

banks have made significant progress on the return on assets and return on ew

Sanusi and Ismail (2005) examine the determinants of Islamic banks] ﬁt;ility in
Malaysia. They use the ROA, ROE and ROD which are assumed t function of
bank internal characteristics, macroeconomic and financial str{r} s the external

factors. The panel estimation technique is utilized to take “imto account the
slg

heterogeneity in these units. Fifteen samples of full-fledg ic banks and Islamic
windows during the period (1995 - 2004) are used.

N
Pratomo and Ismail (2006) attempt to prove the a cost hypot sii ofd)&vmic

Banks in Malaysia during the period of 2005- 20 he finc}in haye rev§é'}‘ed that a

lower equity capital ratio is associated with hi rofit.\Q y haveJ/found that

the size of the bank has an insignificant efféet.on

Wasiuzzaman and Tarmizi (2010) exaM;e impact ofsbank characteristics, as well
as macroeconomic determinants on‘ﬁﬁrofltabl!mf_xgla i 'e‘anks in Malaysia. The
data colle qed f \S|xteen Islamic banks

OLS method was used to ang%
(windows) during the period 2008.
i dete@‘nants like capitalization, asset

is used as proxy for profltaTBanljl Speci
quality, liquidity, and tlonal efficien Are\a}ressed against profitability. In

:
GDé’hd Inflation are included in the

era@ﬁturn on asset (ROAA) ratio

addition, macroec mlc arl Ii

analysis.

Idris, et al., e ,deteﬁﬁ)nants of profitability for Islamic banking
|nst|tut|on ay5| whigh d on the Bursa Malaysia. The bank-specific
e capital adequacy, credit risk, liquidity, bank

deter mterno’l'
size Lanagement of expe\rfséﬁ’ Return on assets (ROA) is used as a profitability

The methodology employed is the Generalized Least Square (GLS) panel
‘%aly&s using quarterly data from nine Islamic banks, which consist of foreign

0 local Islamic banks incorporated in Malaysia for the period of 2007- 2009.

Choong et al., (2012) analyze the performance of Islamic commercial banks in

Malaysia for the period of 2006-2009 using 11 local Islamic banks. A pool regression
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model comprising of dependent variables (ROA and ROE) and numerous independent
variables have been used. The results indicate that liquidity, concentration, f
capital and GDP per capita do not influence these banks’ performance. \

The main conclusions emerging from the studies above lie in the fact (tT?studies
related to Islamic banks’ profitability in Malaysia are limited. Sec one of these
three- the return on assets (ROA) and return on equity (ROE) anm most often
used to measure bank profitability. Thirdly, the OLS or GLS akMa analysis is an
appropriate methodology to analyze the profitability o Izk.banks. Next, the

independent variables are different from one stud anothen

characteristics, Sanusi and Ismail (2005) find that highwprofitabili
associated with banks that hold a relatively high @otal loans, ﬂig@akat,
lower non-interest earnings and growth of total assets. Wasitzzaman aNP‘-Tarmizi
(2010) find that capital and asset quality haWin ation h@'with bank
profitability while liquidity and operatWicienc
eis'th

a positive influence.

Idris et al., (2011) suggest that the barx rtar@ﬁtor in explaining

the variation of profitability for Islagic bankingsifistitutiénshin Malaysia as larger bank

size will fundamentally have t:@acgeﬁ‘;ciit arkets. In terms of

macroeconomic variables, %nan d Tarmizi¢(2010) find that GDP and

inflation have a positive relationship \ll ank profitability. By contrast, Sanusi and
g

Ismail (2005) establishgthat the, GDP vvthFaq no\*ﬁact on bank profitability. Also,

Choong et al., (2012) maintain % DP fper capita has no impact on Islamic

commercial bank@bil@ %
&

3.4.2 Single t&n}stu ieﬂ%}&o ies)
Bashir (g%émirfs he ts @tal assets on the performance of Islamic banks

in the Mi ast. Using dafa froni two Sudanese banks, the empirical result provides
limi port to the theoretimredictions. The relationships between bank size and
profitability measures are statistically significant, indicating that Islamic banks

Q me more profitable as they prosper in size.
hrawish et al., (2011) also examine the relationship between bank size and

profitability and discover that there is a significant and positive relationship between
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ROE and bank size, but the relationship between ROA and bank size is a negative.
Khrawish et al., (2011) examine the factors that might affect the Jordanian i

banks’ profitability during the period from 2005 to 2009. The analysis r% hat
there is a significant and negative relationship between ROA and tot (aﬂytles to
total assets, gross domestic product growth rate and inflation rate‘ke Islamic
Banks. Similarly, Al Harahsha (1999) examines the relationships en Islamic
banks' profitability and internal banking characteristics, using dw ordan Islamic

banks during the period of 1985-1997. Return on assets T s a profitability
t

measure. The study finds that there is a positive associati en ')rofitability and

tive association between

aﬁd\¥1'mn

capital ratio and managerial efficiency, also there is
profitability and liquidity ratio. In the case of the Jardanian banks, S
(2006) analyse the performance of Jordanian I%nking i

profitability, which encourages other banks% ice the“islamic fir@%’fl system.

Akhtar et al., (2011) investigate tmaa of how ban@%ecific factors of
profitability affects the performance of six Islan bjks 'r)imqkistan from 2006 to
oas yedd Returfi~on assets and return on

. T e“resq@'lndicate that the capital

ip. oper. expenses have a negative

adequacy has a positive relation 4
relation with profitability. Alse, no sigﬁ rel hip is found between bank size
Z , ' g

and profitability. ’ 4 &
O

From the above s@git C nﬁ@uded{@ results are different from one study to
another, depe Nm fagtors li;h a(,%w’/ironment and period of study. Bank size,
%’qu'

capital rati ty ratio, ope ting\ézgpenses, managerial efficiency, gross domestic
product Qr ratefand i ation*&fe are important factors that might affect the
banks’ profitability. Also, retu assets and return on equity commonly used to
measure profitability. N

Q &3 Panel country studies
a

nel country studies of determinants of Islamic bank profitability dealing with

macroeconomic indicators employ variables such as the gross domestic product per
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capita, the growth rate of gross domestic product and inflation. Haron (1996) provides
empirical evidence on the determinants of profitability for Islamic banks in th

of 1982-1994 in the panel countries (Bangladesh, Jordan, Kuwait, Malaysi st
United Arab Emirates, Bahrain, Sudan and Turkey). Inflation has a signifi sitive
impact on the profits of Islamic banks, which is another finding in ‘HN dy. This
relationship is also found by Bashir (2000), Haron (2004), Khewmd Khedhiri
(2009) and Smaoui and Ben Salah (2011). \,

ofi RE I|ty by Hassan and

Bashir (2003) which examines the relationship betw, e profita |I|ty f Islamic
banks in both the internal and external characteristics usingrcross-cou vel

data for the period of 1994-2001. They have als

product per capita has a limited impact on profitabrh

However, inflation is found to have no impact on banks'

nd that th rdss @estic

. Grgss ‘dompestic p{nduct per

\mp@t on Is,ta-mlc banks'
=

th ‘deies is the gross

capita is found by Bashir (2000), to have a¥positi

profitability. C;/ Q\

Another significant macroeconomlc fact disceyvere
0

domestic product. Khediri and K (2 i @etermlnants of Islamic
banks’ profitability in the Mid and ort ica "i’ons during the years of
(1999-2006). They estimate se%ﬂ p to study the impact of bank-specific
and country-specific , includin onomic conditions, market
structure and institutlhvelopnp t o gar&%fltablllty They find that bank
profitability is posi Wassoc a ith eco growth Hassan and Bashir (2003)
and Smaoui and e alah e aIs@o nd a positive relationship between the
GDP and pr |ta f the study Also, Ahmad and Noor (2011)
mvestlgat pr tabll ty Isla banks in 25 countries for the period of 1992-
2009 u flxed’ ode analyze the profitability and have found that
favora nomic conditions e;b%'lt a positive relationship with profit.

dity ratios have been shown to be equally important in determining the

Qfltablhty of banks. Hassan and Bashir (2003) find the positive relationship between
capital ratios and profitability of the banks; also they have found a negative

% cific factors (internal determinants) such as capital ratios, overhead, loan and
i

relationship between loan and profitability, but no relationship is found between the
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overhead and profitability. Bashir (2000) examines the relationships between Islamic

banks’ profitability and banking characteristics using data for 14 Islamic bankssi

Middle East during the period of 1993-1998. The internal determinants uhd* his
e

study are capital ratios, overhead, loan and liquidity ratios, While;%

determinants include macroeconomic indicators and the financial stru eturn on

rnal

assets and return on equity ratios are used as profitability measure study finds
that there is a positive association between profitability and ove% penses which
means that the expense preference behavior appears to exisY@ Islamic banking

market. In addition, the results indicate that the short-t f ding] has a positive

, for igb\ovgrship and
itively.” HowevergBasHir 3
y ﬁ @00 )
ance across i dlA\ astern
that ade capi@yétios and

r nce@mic banks.
verQ%l promote bank

impact on Islamic banks’ profitability. Also, loa
increases in capital tend to affect profitability po
examines the determinants of Islamic banks’ p

countries between 1993 and 1998. The study i
loan portfolios play an important role in explaini

The results also indicate the non-interes@%(g

profits. \ O

Haron (2004) introduces several \ﬁjﬁles ir@;m? m@by the application of
these variables is in line with tr% perandi qulam@nks which differs from
that of the conventional ban\ fit-shars

(Murabahah) and investme i |tiest d necessary, given that Islamic banks

operate in accordancewi e Shart’a p nclplsb'All three sources of funds for
Islamic banks are positively r

go\k f)'ré’jl‘t-ébility. The findings serve as an
indicator that the& posi
received by thgmk. i

which use -up principl ir!’tl@iipfinancing activities. This is because an
ip

, Musharaka) , mark-up

itors in the bank, the more income is

rofit- rin s will have an inverse relationship with

applicati } i
profit &Also, no signifi

anq rofitability measum&? In terms of expense management, the positive

relationship is found between liquidity and mark-up

hip between profitability and total expenses constitutes the normal

et
EEacteristics of a firm.
Qnaoui and Ben Salah (2011) examine how bank-specific characteristics and the

macroeconomic environment affect the profitability of Islamic Banks in the Gulf

Cooperation Council. The panel data of 44 Islamic Banks over the period of 1995-
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2009 is used. The results find that capital strength is positively and significantly
related to the profitability of Islamic banks, but the impact of liquidity
profitability is insignificantly related. The results also show that overhead ah% t to

itive and

income ratio are negatively and significantly related to profitability. | n, the
results indicate that the capital ratio and the overhead ratio haveAq;

significant impact on Islamic bank's performance. Ahmad and Noo ) establish
that profit is positively and statistically significant with operati% ses, and non-

performing loans. Y.
Bank size and concentration ratio as financial structure 0 are' also important

ban W positive
impact on the profits of Islamic banks. Also, Haron d Smaouigand Be@alah
(2011) have found that bank size has a positivesimpact on the its of_Islamic

d that' ze h@negative

atio, H%&Tand Bashir
ofit@ y is positively

determinants of bank profitability. Haron (1996) fin

banking. However, Hassan and Bashir (2003)
impact on profitability. In relation to the con
(2003) and Khediri and Khedhiri (ZOOQ)@ th

associated with bank concentration. \ \ _\O

From studies above it can be Iuad w e a roqéé%omic indicators; gross

domestic product per capita, gro rate of.gross or‘ﬁes@roduct and inflation have

significant impact on Islamic bank§’ petfofmance. B@eciﬁc factors; capital ratios,
effi rpy\arj:, significantly related to Islamic

overhead, loan, foreign”ownégship an
banks’ profitability as well. ddi% efi e:ﬁjﬂpial structure factors; bank size and
thants of

concentration rath@o deﬂarm L%mic banks’ profitability. The previous
studies above hag nt 'on aﬁé‘s’and return on equity commonly used to
measure the p&jb ity jof

Tslamicba

&
R
N N

N

>
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3.5 Previous Studies on Determinants of Islamic and Commercial Banks'
Profitability

In literature, there are some studies which have analyzed Islamic banks’ @ility.
However, only a few studies have analyzed the determinants slamic and
commercial Banks' profitability. In the literature that com the bank’s
profitability, Hassoune (2002) examines Islamic banks’ profitabi Iltjﬁn.lnterest rate

cycle during the period of 1994-2001. The study has foun that amic banks are

certainly more profitable than their conventional peers which enjoy the same balance

sheet structure. The main reason for such a differen@t I banks benefit
ge a

: c
from a market imperfection, i.e. the availability of lar unt M ted

deposits in their books, which considerably d ses t @dlng
Alkassim (2005), in turn, analyses the profitabi of Islamic GQN entional
banking in the Gulf Cooperation Council over the perio M 2004:‘&1 e GCC has

ntial fevenues from oil

G(@Qhave better asset
quality compared to Islamic banks, tlsa ic better-tapitalized.
N

Al Manaseer (2007) evaluate ermlﬁants proﬂ@l ity in Islamic and non-
sIaMbanks and 21 Islamic banks

located in Jordan, Egypt, Saudi Arabia an l ﬁ/hlle the sample period spans
over 1996 to 2003. %p cal ‘; esul e ht on the relationship between

determinants and pi i abillt I models emphasize the importance

been chosen as a focal point for the study Mere
lona

trade. The results indicate that con banks in

Islamic banks. The sample ccm S r

of the size of t g pr I|ty for both traditional and Islamic
banks, while %ﬂl models i ice,t%-(nat the size takes more importance for
Islamic ba Secondly, theystudy f@z a negative impact of total deposits to-total
assets r i banKS ablllt-yé\l' hirdly, the loans-to-total assets ratio has a
neg%n statistically insignjficant impact on the banks' return on assets and return
onfequity in the pooled model\ ext, the equity-to-total asset ratio has a positive and

‘%cally significant impact on return on assets in the fixed effects and the pooled
Is. Also, the overhead-to-total assets ratio has a negative and statistically

Gnlflcant impact on return on equity in the fixed effects model only, while it has a
positive and insignificant effect on return on assets using the fixed effects and the

pooled models. The gross domestic product per capita also has a positive and highly
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statistically significant impact on the banks' return on assets and return on equity in
the pooled model. In contrast, it has a negative impact in the fixed effects :
Also, the gross domestic product growth rate has a positive impact on %
return on assets and return on equity in the pooled and the fixed effects CG!B Apart
from that, the inflation rate has a positive and highly significant imp&E&greturn on

assets and return on equity using the fixed effects as well as the poo dels. Next,

the concentration ratio has a negative and statistically significaatimpact on return on
assets and return on equity in the pooled models; it has an inw

fixed effects models.

ant impact in the
El Biesi (2010) examines the profitability of foreign bankSpin nine (Mi e.Eagé.and
Northern Africa) economies from 2002 to 2007. Us panel [dat cf @reign

banks, the study investigates the impact of selecte croeconomi finanq"al market

and bank specific determinants on foreign banR: profi \Bi'm( and t ect of the
provision of Islamic financial services. Ee\qﬂlts su‘ﬁpes at théSmost significant

factors affecting foreign banks’ proﬁt& capital, asseéﬁd liquidity ratios
at bank level, and stock market capitalization, Wl

ncomeé.per capita growth on
macro and banking industry le ﬂ.n gs est ‘that there is an adverse
influence of the provision of %na ial serVicés \m@ﬁ] could be a result of the
slowing development of t %Isla i€ fin cial@ces intermediary market in
MENA. (;%. r S
4 ’ &

Yu Han and Gma (2?2% ine %determinants of the banking sector
development in sia. The.datagget congists of quarterly data for the period of g1

1980 to g4 2@7\we efnpirica (i;!lltsc%g{gest that higher GDP will strengthen the
d

banking s elopment:Also, t@al interest rates and trade openness are not

statistically, significaft Pinanté\of the banking sector development. The study

finds that financial liberalizati ctually appears to destabilize the banking sector

deﬂ& nt. ™~

un (2012) uses the panel data analysis to investigate the determinants of the
fitability of Islamic and conventional banks in Gulf Cooperation Council countries,

during the period of 2002-2009.The findings show that bank’s equity is important in
explaining conventional banks’ profitability. The cost-to-income has a negative and
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significant impact on Islamic and conventional banks’ performance. The results also

show that, bank’s age and the banking development have no effect o

performance. The study finds that GDP is positively correlated to bank’s p ility,

Rahman et al., (2012) analyze the internal determinants of bility of

conventional and Islamic banks in Pakistan for the period of ZOOGY&The results
it The

have found that greater bank size is negatively related to hlgher fi

while inflation is negatively correlated to bank’s proﬁtablhté IIarIy,

study finds
that capital and deposits are positively correlated to a bank’s p?ﬁl ity.

In summary, the above literature provides an examinati he e cts of internal
ina

strthure)

on bank profitability. Some findings of these studie r from othe sﬂjd@ue to

factors (bank-specific) and external factors (macroeconomie and fi

the datasets, environments and markets that acrqes the anots?- studies.
|ty TIY~ results of

El Biesi (2010) point to the fact that hi MI al réater iN€ome per capita
gBlla/

growth are associated with greater p of bank ere@ngher liquidity is

However, there are common factors |an |ng

associated with lower profltablllty ban s. T I | Manaseer (2007) reveal

that higher capital, greater gro e W r apg,a),,;&greater gross domestic
ﬂj‘%tlon

product growth rate and hlghx e beef Iin k@th greater profitability of
banks. However, greater S, oans, '\%gher overhead and higher

concentration have beef assoeiated WI th apk er profitability. The results of
SO sl;

Zeitun (2012) have al ges gﬁe@ﬁpltal and greater gross domestic
product grovvth assohat ith greater profltablllty, while higher overhead
and higher |an e be ated ower profitability of banks. The results
of Rahman et 12) esfabli Jhe fétbthat greater deposits and higher capital are
linked wi er prafita L W, larger banks have been linked with lower
profita ’ ,‘ e

&’
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3.6 Previous Studies on Determinants of Conventional Banks’ Profitability

There is an extensive literature that seeks to identify the determinants of ¢ mWI
banks' profitability. While some studies focus on the understandi ank
profitability in a particular country, others concentrate on a panel of N . Thus,
this part is divided into three sections: single country studies sia), single
country studies (other country) and panel country studies: VN

N

3.6.1 Single country studies (Malaysia) Y'

Guru et al., (1999) use the linear model to analyze th crogss sectiondtime series

sian commerci anks\d{mng
ROA and re’usé(&qn this
anckﬂfe?B etert@gnts have

examinesthow regulation

data to isolate the profitability determinants of Ma
the period of 1985 to 1998. Profitability ratios o

study as dependent variables. In addition the

been included in this study. In line with thi%
ing %\c r, using bank-

and supervision affect the profitability o% alay:
level data, during the period of 1992% Iso, Said Tun@ZOll) investigate

the impact of bank-specific factors @?mercia\rkl:lggzgin @sia and China for the
period of 2001 to 2007. The data s nsists of ate-g\;@}ed commercial banks in

4]
China and 9 local commercia% in Malaysia. Ret&ﬂﬁon average assets (ROAA)
and return on average eq OA? d. | other study, Jasmine et al.,
ysfa ﬁmng the time line from 2004 till

(2011) use eight com% anks i

2010 to find out the profitabilit de&& nant Q_/ ese banks after the 2008 financial
crisis. The indep&%\/ari b‘es whic

production, in Mrate capl egu
total Ioans@osit an k‘gi E.J

ich arg*¢hosen are namely the gross domestic
cﬁ}tio, total income, expenses management,

z

NN

Sufian finds{h oflomig,growth and inflation bear some positive impact on

the ﬁbility of the Malay,%g\‘oanking sector. Meanwhile, Jasmine et al., (2011)

fi Mt the gross domestic production and inflation rate are insignificant in

ining the profitability determinants of commercial banks in Malaysia after the

Oancial crisis in 2008.

The results of Said and Tumin (2011) and Jasmine et al., (2011) suggest that bank size

does not have any influence on the profitability of commercial banks in Malaysia.
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Besides the internal determinant studies of commercial banks’ profitability in

Malaysia, Guru et al., (1999) suggest that the total expenditure to total assets

has a negative impact on bank profitability, whereas, current account deposh{ ach

=

commercial bank as a percentage of total assets has a positive im &q ban
profitability. The results indicate that the liquidity variable and loans vances of
each commercial bank as a percentage of total assets have a nengpact with
ROE variable, however, a positive relation between the ROA and, loans and advances
as a percentage of total assets is found. This study indicates relation is found
between bank profitability and capital and reserves and t Y:lv"ngs deposits of

each commercial bank as a percentage of total assets. \d
3

Sufian (2010a) agrees with Guru et al., (1999) that sian cam
mi (201Q-find that

higher liquidity levels have lower profitability level'"gaid ang
rfor aqeey whereas,

operating expenses are significantly negative, related t

the liquidity of banks does not have any 'Me on%he orm of Malaysian

commercial banks. While the Iatter\?y)wows tha eff@QOf capital is not
i k

significant for Malaysian commercial banks, o W smipe et al., (2011) finds
that capital adequacy ratio is si qu@t A’ V% tu &hows that the internal
variables, or namely expen ef%ige nt, total Iq@ and total deposits are
insignificant in determining_the “profi ity deter @ts of commercial banks in
Malaysia. % r 1 §

4 ’ &
Previous studies d wcomlinﬁ\?kbanks’ itability in Malaysia reveal various

affecting factors e co croec@ ic factors and bank specific factors.
Although the m studies ar }dndn_c%d in the same environment and market
(Malaysia@rcial a}on@ndings of these studies are different, which
propels% tudies ndua&a

¥

3.6\' country studies (oth&r):ountries)
e number of studies have been conducted about determinants of commercial
s’ profitability in various countries. One of the early studies that have attempted
find out the determinants of bank profitability as single country studies was carried

out by Chaudhry et al., (1995) which investigates the determinants of profitability of



39

U.S commercial banks in the 1970s and 1980s. It is established that banks, depending
on their size, may need to exercise greater control over a defined set of vari in
order to maximize profits and/or minimize costs. The study provides somi\r;?:t
evidence of the economies of scale/scope in certain aspects of the ba n and

investment portfolios.

Atemnkeng and Joseph (2000) examine the determinants o proK;biIity of the
Cameroonian Commercial banking system. The analysis is ba on the cross-
sectional data collected from three dominant banks ove e%riod between 1987-

1999. The results indicate that the market conc n¥power is paramount
importance in the determination of bank profitability, Furthermorg, the ive %tects
of bank size, time and savings deposits to total depos jo are foun I _\‘-}

_ o P s b
Jiang et al., (2003) investigate the factors affetTe profitab of banks in Hong
Kong over the period of 1997-2002. The W | amalysisfinds in@{;d that both

bank-specific as well as macroeconomi ors are™i tant rminants in the
profitability of banks. With regards to the“macroecon fac_t‘o\ 7 real GDP growth,

inflation and real interest rates ha %itive M A
@
; :

&
Kosmidou et al., (2006) irN te the t of @-specific characteristics,

structlre on UK-owned commercial

macroeconomic conditions i anc‘tl m

banks’ profits, measu% e retu

An unbalanced panel data sét of s

Similarly, Li. @oa |

macroeconomi tor k%a

UK bankiré;@y over the rﬁd @9 -2006. The results of both studies indicate
n

that capi gth'ia ne Of t e@] determinants of UK banks and that it has a
siti %inam flu‘gnce on their profitability. The results of

0
p R o _
Ko et al., (2006) esta&?sh that efficiency in expenses management, GDP

g inflation and concentration ratio are a positive and significant impact on

0 itability, Li. Yugi (2008) have found that inflation and GDP growth have
I

on }e!rag&ssets and net interest margins.
: durir@%e period 1995-2002 has been used.
ates Q% impact bank specific factors and

fjtab'l@ using the return on average assets in the

ignificant impact on profitability. The latter researcher has also found that the

impact of loan loss reserves has a significant negative impact on profit.
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Kosmidou et al., (2006) have also discovered that bank size is negatively related to
banks' profitability.

Sufian and Chong (2008) examine the determinants of Philippines banks’%bility
during the period of 1990-2005. The findings suggest that the bank-s ic Variables
have a significant impact on bank profitability. The study finds t nk size and
inflation are negatively related to banks’ profitability, Wherea@ﬁest income

and capitalization have a positive impact.

Bennaceur and Goaied (2008) investigate the impact nk’s, characteristics,

financial structure and macroeconomic indicators on ba net fintetrest fmargins and
profitability in the Tunisian banking industry WSO-ZO 0 pe o?. 'Feglzind
that: Firstly, high net interest margin and profita tend to be @ssociated with banks
that hold a relatively high amount of capitYmd W overheads. Other
important internal determinants of bank’s fterest’ margi

positive and significant impact. Secand study™finds ‘that ﬁgmacro-economic
indicators such as inflation and GD%apit ) av impact on bank’s
i istructure and its impact

ncentration, rather than

interest margins and profitability.

on bank’s interest margin an

competition is less beneficial to\g

[7e7'S

Vong and Chan (ZOO%YZ the impa of characteristics, macroeconomic

le bﬂ’t\h profl';@{ty of the Macau banking industry

during the period& -2007. The SU|'[S@W that the capital strength of a bank is

importance in ting 'ts'p ifability Q}the other hand, smaller banks, achieve

higher retur %tst an la anee.jt%is may be due to that inter-bank market is
si

competitive effic'ye

and financial structure vari

e an@ith a large retail deposit-taking network do not

necessari In a cost dvdﬁta@i’toncerning the macro-economic indicators, only
the n rate plays an impartant positive role in explaining the banks’ return on
a

Qurime (2008a) identifies the company-level (internal variables) determinants of
ank profitability in Nigeria, using a panel data of 33 banks over the 2000-2004

periods. The regression results reveal that capital size and ownership concentration
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significantly determine bank profitability in Nigeria. Aburime (2008b) investigates the
macroeconomic (Macroeconomic variables) determinants of bank proflta in
Nigeria, using a panel data of 154 banks over the 1980-2006 nd
macroeconomic indices over the same period. The results show that, re %t rates
and inflation have a positive and statistically significantly in‘;on bank
profitability, while, exchange rate is negative and can significantlermine bank
profitability in Nigeria. Aburime (2008c) identifies the mgm“ industry-level
(structural variables) determinants of bank profitability in Ni sing a panel data
of 138 banks over the 1980-2007 periods. Results indic T

the Nigerian banking industry and the degree of fo wne SW industry
have negative relationships with the profitability of banks operating in i eriﬁ.\Y'

om'aetltlon level in

L2
Athanasoglou et al., (2008) examine the effect of b -specylc industry- sp{euflc and
macroeconomic determinants of bank profltabll usin eq}/ banks that
covers the period of 1985-2001. The re e fou d capitakjs important in

explaining bank profitability. Bank N related nk ability. Also, no
evidence is found in support of the structur c ance theory. Concerning

the macro-economic |nd|cator in tlog affected g'r)e, performance of Greek
banks. (&

Garcia-Herrero et al., (2009)ana yze e pr tlbl| Chmese banks for the period
of 1997— 2004. This mds at tgr apitalized banks tend to be more

profitable. The results also su? a Ies centrated banking system increases
bank profitabilit
p é"

Sufian (20 am t dng ents in the Thailand banking sector's
profitabl it ng tpe ostfAslian nC|aI crisis period of 1999-2005. The results
sugge t ank size Cgpltafi'atlon exhibit positive and significant impacts on

anks' profitablllty\@t both non-interest income and overhead have a
| relationship with bank profitability. As for the impact of macroeconomic
cators, the study finds that higher economic growth and inflation contribute

Qltlvely to Thailand banks' profitability, while per capita GDP carries a negative

impact.
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Al-Jarrah et al., (2010) analyze the determinants of the Jordanian banks’ profitability
over the period of 2000-2006, utilizing the co-integration and error correction

on Jordanian banks. The findings reveal that the most important internal d ﬁ
of the banks’ profitability are the loans ratio, the operating expendit r%io, the
capital structure, the deposit ratio and non operating expenditures ratio" the other
hand, inflation is the most important external determinants of pro ility over the

same period. \,

Dietrich and Wanzenried (2010) examine how b -sgific characteristics,
macroeconomic variables and industry-specific factor, t the %ty of 453

commercial banks in Switzerland over the period from 1999to 2008. sults.show

for.\ﬂa}main

profitability measure, return on average assets, is thatbetter-gapitalized bangs seem to

be more profitable. Furthermore, bank age Ra. i M imp ct?e’ﬁ banking

profitability; the result indicates that you?&s S e more, profitable than
to,

their older counterparts; this may be

that there are differences in profitability among the s. The!findi

or cient in terms of

S

their IT infrastructure. \T
Sufian and Habibullah (201 ine Qhe temlin@ of Indonesian banks’
T.

profitability during the period}w 0-2 fixe\ﬁ:p%f’fects model. The return on

asset ratio is used asgpro r prafitabi i $ndings indicate that income
ly:related to bank profitability, while size

The.impact of the economic growth and

diversification and cap on are p

and overhead costs Q{t negaiii’;;

banking sector cMratio s beén no

crisis periodsc} ¢ ',l (..)(J
O

Sastros@d §u ﬁy(Z 1l®alyze the determinants of the post-crisis
m

Indonesia nking sy T:rojl’fimlity. The panel data include 116 banks for the
001-2008. The rem&?on asset is used as the proxy for profitability. The

e

be positive during the pre-crisis and

effect “of bank-specific, industry-specific and macroeconomic determinants is
‘%led. The results show that expenses management has a negative and significant
Impact on profitability, while capitalization and loans have a positive and significant
impact on profitability. The results find the support of the structure-conduct-
performance hypothesis, indicated by a positive and significant effect of concentration
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on profitability. The inflation and bank size have an insignificant effect on bank

profitability.

Davydenko (2011) examines the determinants of bank profitability in % The
study uses a panel of individual banks’ financial statements from 20 2009. This
study finds that the loans, administrative expenses, deposits and ownership
have a significant negative impact on bank profitability. The d%so indicate

that the capital, bank size, inflation and GDP are positi ated to banks’
profitability. But, the liquidity has appeared insignificant deQmining profitability.

Ali et al.,, (2011) examine the profitability indicatorSyof 2 ivate
commercial banks of Pakistan that cover the peri 06-200 T sets
and return on equity are used as profitability mea!&eterm e f bank-
specific and macroeconomic indicators on pro S |n e that the
economic growth establishes a positive andssignifican eIa with |tab|I|ty The

operating eff|C|ency tends to exhibit ‘”r profi it eveﬁmeasured by the
I

ve and significant

relation with return on assets; arly, ab(ZOll) examine the

determinants of bank profitabi akistan usi data during the period
from 2004 to 2008, with a sm of istan. This study uses the
Pooled Ordinary Least,Sq eth¥ Yest? the impact of assets, loans,
equity, and deposits. T%rn on asset 1 |9| d as proxy for profitability. The
results show that I asset N)\ ave gatlve and significant impact on
profitability. Als : |mp gnlflcant towards profitability, while

both the equi Mpo itsshav prsm;gfénd significant impact on profitability.

Ramada 20]} ave'lo ke@o the relationship between the profitability of

banks characterl |cs'5f mtB"naI and external factors. A balanced panel data set

anian banks over'ﬁ&e?perlod of 2001-2010 and fixed effects regression

e used. The ROA and ROE are utilized. Results show that capital adequacy is

ive and significant. The loans to total assets are found to have a significant
@ltlve impact on the ROA and insignificant impact when using the ROE. In
addition, the cost management has a negative significant impact on profitability when

using the ROA, but when using the ROE the cost management does not have any
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statistically significant effect on bank profitability. Concentration result shows a
negative impact on the profitability. Results also show no effect of the bankin
size on bank profitability. Regarding inflation and economic growth, the re&&& ow

an insignificant impact on return on assets and return on equity. : 0)

Alper and Anbar (2011) use a balanced panel data set to examine inants of the

bank’s profitability in Turkey during the period from 2002, to 0. The bank

profitability is measured by the return on assets and return on_equity¥’” The findings of
a ;

the study show that asset size and non-interest income h sitive and significant
effect on bank profitability. Results also show that, eof c c'it pogtfolio and
loans under follow-up have a negative impact on bank profitability. s

&

Ayadi and Boujelbene (2012) use the panel d ver the period of 19 '5\-‘2005 to
identify the profitability determinants of Melwmisia ep anks~The results
suggest that the bank capitalization and bankssize,nave @ positi ificant effect

on bank profitability. The results a@ that~the oncwtion ratio, GDP
. 4

growth and inflation rate do not have n:b\a profitability. The

|f|cw
results of capitalization, conce Qﬂ)ratio,b% 0 L&and inflation rate are

consistent with the results reac enna%eur a cGoaiq&?zOOS).

K\

N
From the studies above i be jnncl tha@he most important variables
Y;mm cial aﬁk@e bank-specific characteristics,
financial structure yariableS a g econ{)@ variables. Concerning the bank-
specific characte@api I,| deposits, lo n? overhead expenses play an important

role in explai 'Mout baslk fjtalai?@ Regarding bank size and concentration
gﬂc’x

| structure riﬁ’bl@t ey also serve as important determinants of

ratio as the
bank prEi y. 65 or she im@ of macroeconomic variables, inflation and

economic h are the IT{)St important determinants of bank profitability. With

k.

affecting the profita

re the profitability me'aggﬁ}es, the return on assets and return on equity and net
i

6&

margins are the most often used to measure the profitability of commercial
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3.6.3 Panel country studies

In the literature of bank profitability, some empirical studies have concentatg%n a
panel of countries. On this score, early studies attempt to identify the det%
bank profitability provided by Short (1979) and Brouke (1989). Si th

studies have been conducted by other researchers, such as De%q“e-Kunt and

ts of

many

Huizinga (1999). Short (1979) examines the relation betwee% ofit rates and
banking concentration in Canada, Western Europe and Japan, The feSult supports the
view that greater concentration leads to higher profit rates: i '

Bourke (1989) has studied the determinants of ban rofi bwAustralia,
3

Europe, and North America. The study splits the de inants of ban r')fitqgjﬁ;/ to

internal factors such as staff expenses, capita 0, quui‘git ratio, a ans to

deposit ratio and external factors such as re n, w onomies of scale,

competition, concentration, market gro ernment Wners® and market

power. The results show that the in@gover nt Wnﬁp leads to lower

profitability in banking, and the results alse find.tha f ratio and money

supply are positively related to pr ty. Tﬁ%ﬂ t capital and reserves
to total assets as well as cashénk dgposit tor totaQ%?sets are both positively
related to profitability. \ ¥ \A%
Demirgue-Kunt and H%YTQQQ) Jvest' até thbierminants of commercial bank
interest margins and profitabili :s bafr@ével data for 80 developing and
developed countr@ Y tls of 88-19@ he study finds that there is a positive
relationship b M q itx b as (t_sJ\and bank profitability. This study also
establishes re isja neg ive' irQBg t of gross domestic product per capita on
%Fur rmofe, e@ation rate has a positive and highly significant

return onsC

impaction rn on assets ar‘k’j rg{ﬁ’fﬁ on equity. Finally, a lower market concentration
rati to lower profits. \07

‘%guc-Kunt and Huizinga (2000) examine the impact of financial development

Qd structure on bank profitability using bank-level data during the 1990-1997 period,
nd for a large number of developed and developing countries. The empirical

evidence suggests that banks have higher profits and margins in un-developed
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financial systems. In developed financial systems, results indicate that greater bank
development lowers bank profits and margins. Controlling bank and t
development, and the financial structure per se does not have an independen&( 0

bank performance. %

In European banks’ case, Goddard et al., (2004) investigate t fltablllty of
European banks during the 1990s, using cross-sectional, pooled, crosssse
lati

series and dynamic panel models. The study finds that the

ctional time-
ip between the
importance of off-balance-sheet business in a bank’s and profitability is

ll' his _study also

positive for the UK, but it is either neutral or negati

marks that the relationship between the capital ratio and p

S
Athanasoglou et al., (2006) also study the pr ity be}]a ior F:g?kpecific,

industry-related and macroeconomic determina |ng over the
period of 1998-2002, where the study has d anc panel,@a set of South
Eastern European banking mdustry e t sho po significance of
the capital variable which affects banks’ profitabi ty the oﬁzng expenses, as
a variable, present a negative an %lcan@bo Q@ablllty The estimation
results suggest that, the effect tration is pesitive; |ch provides evidence in

otheﬁHowever, the effect of bank
| Iy i icant. As for macroeconomic

support of the structure- condu
e and SF'[ISU

size on profitability isposi
variables, the results % that t‘he in UOQ@ itively and significantly affects
profitability. On t ther har DP g./capita does not seem to have any

3,

1 O
Research in ba FI IP\'l e(/ , (2009) use a sample of 389 banks in 41
Sub-Sah @ over t \)erlod of 1998-2006 to study the determinants
of ba bility. T stl!(rjy flﬁa's that, firstly; the coefficient of equity is positive
an A significant, meanmgc:mat well capitalized banks tend to experience higher

r Secondly, market concentration has no direct effect on bank profitability.
éEdl

significant effect nk pro

the results show a positive, but insignificant effect of overhead costs on bank
fitability. Fourth of all, the inflation has a positive effect on bank profits. Fifth, the
GDP growth has a positive impact on bank profitability, while the GDP per capita

does not seem to affect bank returns in a significant manner.
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Summarizing the results from previous studies of commercial banks’ profitability
(Panel country) the internal and external factors, capital ratio, deposit ratio ,

overhead, liquidity ratio, concentration ratio, bank size, GDP growth, GDP ita

and inflation are correlated differently with profits. These factors are S&H}red as

important determinants of performance. Furthermore, the panel dat Sis is an

appropriate method for panel country studies. Yw

3.7 Previous Studies Related to the Impact of Finaneial Cfises on Bank

3 \T
Studies related to the impact of financial crises o k performanc av! fdélged on
a specific country, while others have concen nel ies.@arding a
2010a) exp‘x the

specific country, Sufian and Habibulla)x(”, i {]gFminants of
Indonesian banks’ profitability during th of 3)_ . T dings indicate
that the impact of economic growthN king sect conc@tion are positive

during the pre-crisis and crisis peri Moreov;é‘ti\he%s' r}@mncial crisis exerts a
negative and significant impact on ofitability.o Indo&_' n banks.
&

Performance

o

Also, Sufian and Habibu 101 e the da %velopment analysis (DEA)
Th @t?

ban sector from 1999 to 2008. The
findings suggest that the regent obalNfindnciakerisis 2008 exerts a negative impact

on the efficiency mam@ %
N

In a panel ofchﬂés’ case, s‘gﬁ anagﬁridi (2010) examine the performance of
Islamic bapk$yand‘conventional ank{(during the recent global crisis 2008 by looking

at the i t of theCrisi 'p proﬁ&ility, credit and asset growth. The data were
collected from about 120 Islamic_banks and conventional banks in Bahrain, Jordan,
Kuwait, Malaysia, Qatar, Sau&ﬁ&rabia, Turkey, and the UAE. The results suggest that

method to examine thefefficiency of t

ic banks of these countries have been affected differently during the crisis than

onventional banks. Factors related to the Islamic banks’ business model help
&\it the adverse impact on profitability in 2008, while weaknesses in risk
management practices in some Islamic banks have led to a larger decline in

profitability in 2009 compared to conventional banks.
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Ahmad and Noor (2011) use the fixed effect model and an unbalanced panel data to
examine the impact of 1998 and 2008 financial crises. This study exami
profitability of the world Islamic banks that consist of 25 countries namelysBaRkain,

Bangladesh, Brunei, Egypt, Gambia, Indonesia, Iran, Iraqg, Jordan, Ku;/s%laysia,

Mauritania, Pakistan, Palestine, Saudi Arabia, Singapore, Syria, T Turkey,
United Arab Emirates, Qatar, Yemen, South Africa, Sudan and during the
period of 1992-2009 with 78 Islamic banks involved. The resultyshows that the 1998
Asian financial crisis and 2008 global financial crisis are neg non significant,
which implies that world Islamic banks’ proﬁtablht® ou“ntrles) does not
impacted during Asian and global financial crises.

Abdulle & Kassim (2012) have conducted a compara nalysi$§ on |Inp \)f the
global financial crisis on the profitability, liquidity credit risk of the IQamlc and

\ZQQ to 2 1Q~ here is no

major difference in profitability and cre 'Mmong the_lslamic conventional

conventional banks in Malaysia in a five-year p fr

banks due to the financial crisis. Th ami€ banks a Idi re of the liquid
assets than the conventional banks, thus they ar exposéd taithe liquidity risks due
N A
to the financial crisis. N,
6 s
" &
Rashwan (2012) concentrate pre- -200\85t|nan0|al crisis to test if there
are any significant differen %n't ’ nl eé ty six Islamic banks and forty
nine conventional ban% un Ef, The findings of the study show

lamic banks and conventional banks

that there is a signi t differf‘
in 2007 and 200 here are.no signifi ifferences in 2008, which indicates the

ffect of the cfisi ) O
effect of the ¢ bofsect?: (J(,)
Mehta (&e’xa mp. \of the global financial crisis on financial

performa dlcators all{he b&ﬂ(s listed on Abu Dhabi stock exchange during the
peri 2005 to 2009. Th&?esult of the study suggests that the global financial
d decreased the United Arab Emirates banks’ profitability measured by both

Q!Ereturn on assets and return on eqU|ty
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3.8 Previous Studies on Profitability and Efficiency Differences between
Domestic and Foreign Banks

There are limited studies interested in comparing the profitability det(%ts of
domestic and foreign banks. Elyor (2009) analyses and compares th fitability of
domestic and foreign commercial banks operating in Malaysia f eriod from
2004 to 2008. The multiple regression analysis has been c osZ%ipdentify the
determinants of the performance of the foreign and domesti m The study has
discovered that foreign banks have strong capital, but the ti&;mw that domestic
banks are more profitable. The findings also su h ank performance
(including ROA and ROE) of commercial banks in Malaysia sMed the

rest expenses td t@oans,

total operating profit to revenue and loans to depositatio. X
Awdeh (2005) examines the profitability % ces dom@t and foreign

banks operating in Lebanon during t@ of 03 ﬁag an unbalanced
pl ries: domestic banks with

panel dataset. The study splits the sam to th%:
| and foreign banks.

domestic banks’ control, domes '&%(s wi.@ﬁlg
é §
tu

capital adequacy ratio, total loans to total assets rati

-

The results establish that fore S are mor mfitgig{han all domestic banks
e, more,khe results indicate that the

determinants of domestic 9anks and fo a@ profitability are different.
Moreover, domestic b% more & ect la)i &;éebanese macroeconomic factors
(inflation and GDP ﬁ@‘ore@ %(J

_ , N

w b@’s specific characteristics and the overall

regardless of their ownership

Fotios and Ky, 2007 exa
banking en g@nt affect_t p?of{tf,b lity of commercial domestic and foreign
% thﬁf teefl E c@rieg over the period of 1995-2001. The results

banks opera
indica:%e profital Iit);of.b\,&ﬁ domestic and foreign banks is affected not only

by specific characteﬁs&fés but also by the financial market structure and
Xonomic conditions. Firstly, the equity to assets is positively related to return
%rage assets. Secondly, the impact of GDP growth and inflation on profitability
positively related to domestic banks and negatively related to foreign banks.

Thirdly, the results have indicated that liquidity and short term funding are statistically
significant and positively related to the profitability of domestic banks. Forth, the
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relation between size and bank’s performance is negative. Finally, the concentration

has a positive and significant impact on foreign banks’ profits, wher
concentration has a negative but not a significant impact on domestic banks’& '

More recently, Azam et al., (2012) analyse and compare the profitabili (oamestic
and foreign banks operating in Pakistan’s banking market between and 2010 on
quarterly basis. Through the regression analysis, the study has fﬁ.that foreign
banks are more profitable than all domestic banks and that do e&d foreign banks

have different profitability determinants, i.e. factors thab,areSimportant in shaping

domestic banks’ profitability are not necessarily imp or the Kl'ei?anks, and
vice versa. o
N4
| o | &
Apart from comparing the profitability determi of dorr}es c and for banks,

there are few studies which are intereSWparimt\h iciency levels of
domestic and foreign banks. Mokhtar et 2006) i e the,éﬁciency of the
full-fledged Islamic banks, Islamic wi conventional ba@dn Malaysia from
1997 to 2003. The study measures the t nicaJ{d efficiency of these banks
using the Stochastic Frontier A ; Th@vg that, on average, the

as in@@ed during the period of
S haﬁr mained stable over time.
lami

However, the efficiency wof I la@ is still lower than that of
conventional banks. y rev.eals ts full-fledged Islamic banks are more
efficient than Isla Wdowi, \"B\ slami (Wlndows of foreign banks tend to be
more efficient thx@e of ab@nank{g
e D, KL
Sufian (2@3@ s thel\efficiency of the Malaysian Islamic banking sector
g

Scue e) during t@eriod of 2001-2004. The findings suggest that

(Islamic Ba
the dge ic/Islamic b ks‘ﬁa\(e\"éT(hibited higher technical efficiency compared to

efficiency of the overall Islami g in‘&ustr

the study, while that of thN en"o

th ir foreign peers. A&ﬁbugh the findings suggest that the foreign Islamic

chnical efficiency is lower compared to its domestic counterparts, the results

trolling their operating costs.

b%i
0 est that the foreign Islamic banks have been relatively more efficient in
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Tahir et al., (2010) examine the relative efficiency levels of domestic and foreign
commercial banks in Malaysia during the period of 2000 — 2006. The results t
that interest margin and operating cost are slightly higher for domestic banl\g:r
foreign banks. Moreover, the results also suggest that profit ratios are i%higher
for foreign banks relative to domestic banks. In addition, the resuA@icate that
domestic banks are found to be more cost-efficient but less profit - e in relation

to foreign banks. \)

Sufian and Habibullah (2010b) examine the efficiency of TR banking sector from
1999 to 2008 and discover that domestic banks hav 0\ n@ient than

their foreign bank counterparts. s
r

N4
. | | O
As seen above, there are limited studies whic to find oqut the differénces in

profitability determinants and efficiency le e estic_‘and foreign
commercial banks in Malaysia, and to the 0 ge th re no studies

conducted to look into the difference 'n%\abilit e inaﬁxetween domestic

and foreign banks in the Malaysian IslamiCbanking sector. A
SIS
N
‘% % " ‘i?
&

3.9 Previous Studies on th@ons" 0 ofita@y and Efficiency Banks

'
There are some empi%udies g)%jgjg- t&/ d out the relationship between
profitability and effiCiency banr : studiégh‘ave focused on a specific country or
panel countries, exa

a sirx@ country, studies based on Malaysia

(Sufian(a), Z(ENII real (Rark (}Wem%/ 2006), Turkia (Abbasoglu et al., 2007),
Sri Lanka@ tha, 2007)have st@;k as prominent.
¢ >

In th

aseyof Malaysia, Sﬁfie@?OO?a) utilises the Data Envelopment Analysis

thodology to exami-%,@ the efficiency of the Islamic banking industry in
. The results also suggest that profitability is significantly and positively

elated to all efficiency measures.

QKorea, Park and Weber (2006) identify the major determinants of profitability in
the Korean banking sector for the period of 1992—-2002. The results indicate that bank
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efficiency has a significant effect on bank profitability. They also find that the major
determinants of bank profitability in Korea have changed between pre- and pos?’gn

financial crisis periods. \
at ;

In Turkey, Abbasoglu et al., (2007) use the Turkish banking sect perated
between the years 2001 and 2005 to explore the relationship betw ficiency and
profitability of the banks in the post-crises. Using return on assetSyand return on

profitability is not confirmed by the panel regression esti

equities as a measure of profitability, the relationship bet ew efficiency and
di

In Sri Lanka, Seelanatha (2007) uses the non-parametricsRata Enve t Analysis
3

(DEA) to measure efficiency of banks in Sri Lanka‘during the fperio fliom(_’) 9to
2004. The results show that technical efficienc a posit‘i've rel onsh'@_&_With the

profitability of banks. \ Y‘}/
S
N O

3.10 Previous Studies on Banks’ efficiency :\T ,<\

N
There are several studies whic aluated t efficiﬂ@ in banks. However, the
studies which have analyzed N ermi ban\ks& ficiency are limited. In the
literature on determinants o s’ efi::ien ,Pa 'G&cirly in Malaysia, Zamil (2007)

uses Islamic commercli s and Gomm cjal&zj s in Malaysia over the period of

2000-2004 to exa we inﬂre the b{&%’ specific characteristics bank size,
profitability, ma&ower @orml@, oans and bank capitalization on the
efficiency m%res Iting ?'the%éta Envelopment Analysis (DEA) using
linear regression <tests. The“stu h@und that bank size is significantly positive
associa o technical.effi Fncya&' scale efficiency and non-performing loans is

also significantly positive, wh sociated to scale efficiency. On the other hand,

m %Ner is negatively s@nficant as it is associated to technical efficiency and
‘%iciency, and bank capitalization is negatively significant as it is associated to
& technical efficiency. Furthermore, it is also found that, there is no link between

ofitability and efficiency measures.
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Sufian (2007b) investigates the efficiency of the Malaysian banking sector around the
Asian financial crisis in 1997. The efficiency estimates of individual ba

evaluated by using the Data Envelopment Analysis (DEA) approach. Th m
findings clearly bring forth the high degree of inefficiency in the Mala scf)anking
sector, particularly a year after the East Asian crisis. The regression'ﬁ&s suggest
that efficiency is negatively related to gross domestic product a k’s market

share, while bank efficiency is positively related to loan intensitysand the bank size.

naisis to identify the

cy“in laysia, over the

Ismail et al., (2012) have utilized Tobit regressio

determinants of Islamic and conventional banks’ effici
period of 2006 to 2009. The results indicate that capitali

positively associated to efficiency. Also, the results that loan alty bank
expenses are found to be negatively associated to effieiency. p X

\ Y}/
Sufian et al., (2012) employ the Data En t A etho@’o compute the

efficiency. Also, the panel regression %based he ene@&zed Least Square
method is employed to examine the internal andwexter ctors'which influence the

%amic
The results find that capitalizatiemmarket pow 'quidny,
and bank size have positive re ship ala;g:’hn Islamic banks’ efficiency,

whereas, the inflation exerts n€gative ifluence lonﬁhc banks’ efficiency. Also, the
study suggests that r% efficiency i yg&l/ antly lower for the Malaysian
domestic IsIamic/bQQ)mparle \fhe r forgwlslamic bank counterparts.

There are als Wes n .th qmizagg of bank efficiency on other countries,
where Fav % Papi (199 i&p@n nt the non-parametric Data Envelopment
Analysis %rosi, cti

Italian banks taken in 1991 to investigate
determina f banks' icignc%m'ltaly. In addition, the regression analysis is used
wi bles such as firmiﬁze, productive specialization, ownership, market
struct

and localization. The study finds that efficiency is best explained by

ation an ks size_are

efficiency of the Malaysian dom period 2006 to 2010.

gross domestic product

Q‘%ﬂve specialization size.

eelanatha (2007) has used a non-parametric Data Envelopment Analysis (DEA) to
measure the efficiency of banks in Sri Lanka during the period from 1989 to 2004.
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Microeconomic, macroeconomic and other factors affecting banks’ efficiency are
used. These factors are assets quality, capital strength, fixed assets to total :
gross interest margin, liquidity, profitability, loans, bank size, sto ?T(B
capitalization, GDP growth, inflation ratio, privately-owned banks and r‘qs The

et

results show that technical efficiency has positive relationships iables of

capital strength, profitability, loans, liquidity and stock market Waﬁon; and
negative relationships with old banks. \)

Sufian and Habibullah (2010b) use the data envelopment aINs (DEA) method and

Tobit regression models to examine the efficiency o hat banking sector from
1999 to 2008. The results of the regression analysis revealb tha CMQ nd

gl;efiﬂ}at the
recent global financial crisis 2008, credit risk and sizeare' ne tivelyzrelated to
bank efficiency, whereas the inflation, gross do&stic p H'Det\a dco c?\rt'r'ation have

an insignificant impact on bank efficienc;cw 0\ ”
Garza-Garcia (2012) applies the Data%pmem\A (&IQ methodology and

the Tobit model to find out the rmi ban @iency in the Mexican
banking industry during 2001-%e resﬂlts ofithe Tomg%gression analysis reveal
that capital, loans, GDP grovw f

efficiency of banks. The Ings sugge

loans are positively related to the efficiency of banks.%khe finding

=~

ershj.\{iare positively related to the
lat s@enses and inflation rate are
otherhand, profitability ratio, bank size

negatively related to b iciencyf n
act o%ﬁank efficiency.

and concentratior@signifli
&
Shah et al., (wve iggte fl‘ecé?@anks’ specific factors on efficiency and

compare th iciency jof sl ie' b{rll,( and conventional banks using data from
banking sstatistics m}P kistan or@ year 2001 to 2008. The data envelopment
analysi is used for tHg meastrement of efficiency; also for the effect of banks’
sp Actors on efficiency@)’bit regression model is used. The findings also,

indicaterthat markup expenses, liability, profit and ownership have significant impact
‘%hnical efficiency. On the other hand, bank size and markup revenue are

insignificant in its relationship with technical efficiency.
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In the literature of the banks’ efficiency determinants, few studies have concentrated
on a panel of countries. Casu and Molyneux (2003) examine the determi f
European bank efficiency between 1993 and 1997, using the Tobit regressﬁj\YiI
approach and employing the non-parametric. The results show that the gagacapital
ratio and the return on average equity explain the variations in bank ef levels.

Grigorian and Manole (2006) examine determinants of the efficiency%ef Commercial
Banks in 17 countries (from Central Europe, Eastern Euro ﬁd
Commonwealth of Independent States) in the years 199 Z&T.
Tobit regression to test the relationships of the da@m t'analysis which
estimates the efficiency scores with commercial™gban swar@es,

he fifdi riaxx%rther

Republics and
he study has used

macroeconomic variables and regulatory variabl

indicated that equity capital ratios, market concen

adequacy and GDP per capita are positively rel%d to \nhe{ cienc m%u"rthermore,
bank age and inflation are insignificant w ed to‘ﬁan i

mil;&Q of Islamic bank

etsn the Tobit model, the

studies find a positive relationghi twegﬁ ba efficieg%:g/ and GDP, bank size,
capitalization, operating expemhy@ d i ity. Als&tﬂ(he results show that loans

: - N :
have a negative relatmﬁshw bank effi el cer}r the other hand, the deposits,

inflation and 2008 glo ancial gnsis ve 22/ significant negative relationship

with bank efficiency’ l \ %(J

N QS
Johnes et al., QQQ us trle linv&l%ﬁhent Analysis of a consistent sample of
Islamic and %tion b\nl‘gééatedj' 19 countries over the period of 2004 to
2009 to gcompare tt? erform nc@ Islamic and conventional banks. The type

efficix Its provi stf%ngfdeence that Islamic banking is less efficient than
ianal banking. \';'j

CO\
‘% iterature of the non-bank financial institutions’ efficiency, Worthington (2001)

Q/estigates the factors that influence post-merger efficiency in co-operative deposit-
king institutions in Australia during the period of 1993 to 1997, using an unbalanced

sectors in 25 countries during the f 19

Noor and Ahmad (2012) investigate%fﬁcg’ ncy

=

panel data set and Tobit regression model. The nonparametric technique of the data
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envelopment analysis is used to measure the efficiency .The results indicate that credit

unions with a higher proportion of real estate and commercial loans, a higher f
non-interest income, and a higher expenditure on information technolo& igh

technical efficiency.

=

The previous studies above have shown that the variables affeeting the banks’

efficiency can be bank-specific characteristics, financial strc% variables and
measur

macroeconomic variables. With regard to the efficienc es, the Data
Envelopment Analysis (DEA) and the Stochastic ntir Aj;proach (SFA)

methodologies are the most often used to measure the

to note that, the Tobit regression is the appropriate meth

determinants of bank efficiency.

Y.

3.11 Summary of the Previous Studies %\,

The previous studies above have provided a

that most of the relations a

relations are not consistent

h what

St

. s‘(‘
&
rrza support to examine the
ous'stu

objectives of the study. The resu of}e W%
Xsistent it
' Y

ie the variables indicate

ix&oected, but some of the
other hand, the findings of

are conducted in the same

h what ected. O
some studies are dif rent,zlthoug these studi
environment and market, ich. lent on'g(is}gpport to conduct this study. The

following Table S&}W

&

ies

[ porta@studies.
&

NS
Table 3.1 the@aryl)f the pre iouu&rfd
O

Period

of &L@ic country:

% Malaysia
@) ability

FZ:S]S B?il Au@s of Results
7, - study
Single igfi and 1995 - | High profitability tends to be
il (2005) | 2004

associated with: high ratio of
total loans, pay higher zakat, and
growth of total assets. GDP
growth has no impact on bank

profitability.
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Malaysia

Malaysia

Malaysia

Malaysia

Sudan

Pakistan

Pratomo and | 2005- | Equity capital ratio has a
Ismail (2006) | 2008 negative and significa jon
with bank profitabi n?:of
bank has an insi %nt effect

on bank profitaﬂl&
Wasiuzzaman | 2005- | Capital and a ality have an
and Tarmizi | 2008 | inverse tionship with bank
(2010) profitalaiti Liquidity,
op R:ﬂ'ciency, GDP and
ion ve positive

elatlonsrlp Wl?b nk &Tts
Idris, et al., %nk siz rﬁoe\ﬂhportant
(2011) alnmg}:e variation
ZQ. C\m'fltabl for  Islamic
@ ms@s in Malaysia.
Choong et 006 -

Cﬁt rlshs'the most significant
%ct rALn the performance of
Isl@ banks. GDP per capita

m%/no impact on Islamic banks
Qfofltablllty

There is a positive association
between profitability and capital
ratio and managerial efficiency.

There is a negative association

between profitability and
liquidity ratio.
B (1999) 1979 - | Bank size and profitability
B 1993 | measures of the bank are
statistically significant.
Akhtar et al., | 2006 - | Capital adequacy ratio has a
(2011) 2009 | significant and positive relation

with bank profitability. The
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operating expenses have a
negative and significa jon
with profitability. B&as
an insignifican %m with
profitability. A

Jordan Khrawish et | 2005 - | There is viﬁcam and

al., (2011) 2009 positivew nship  between

ROE nk size. There are

i Yba 'and negative

onsh' ROA and

bank size, (?rm@ﬁ' and

%Iaﬂon ’30 '

Panel Haron (1996) 1 B ‘él d m@?’l'on have a

countries

~
f\& \

ighi t po%glmpact on the
ofits of IsQn ¢ banks

rath_)forelgn ownership,
%ﬁ s™in capital, overhead
Q@Qes and short-term funding
m%é a positive impact on banks’
Qfoflts GDP per capita and

|nflat|on also have a significant

positive impact on bank profits.

Capital  ratios, GDP and
concentration have a positive
relationship with profitability.
Loan and bank size have a
negative impact on profitability.
GDP per capita has a limited
impact on profitability. No
impact is found between
overhead & inflation and

profitability.
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Bashir (2003)

1993-
1998

Bank  profitability

positively to the inc in
capital and loan % ?Non-
interest  earnin cﬁts and

overhead ar ortant in

promoting b fits. The tax

factors aw more important
in thYWmination of bank
pe ance. l

responds

Haron (2004)

1982-

sits, ,total expenses, bank

1994 ¢ size
&nifica p

and w

ati'on\Y' have
'|inuh t on the

|0r%h Ks. @'significant
relationship §~und between
idity an rk-up and bank

a @\'G'fitability IS positively
as@ed with
&%Wth, inflation and bank
§oncentration. Capitalization and

I
management efficiency enhances

economic

bank profitability.

Capital ratio, GDP, Inflation and
bank
positive impact on the profits of

size have significant

banks. Overhead and cost to
income ratio are negatively and
to

significantly related

profitability. Liquidity IS
insignificantly related to banks'

profitability.
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Q

Panel

country

<}
N

P -

&

an
Y

Ahmad and 1992- | Profit is positive and significant
Noor (2011) | 2009 | with operating expe nd
non-performing Ioanﬁ rable
economic conditi %o exhibit
a positive ship  with

profit.
Determinants | Panel Al Manaseer | 1996- | The equi i0, overhead ratio,
of Islamic countries (2007) 2003 | loans rati P per capita, GDP
and f?‘ irflation rate,
commercial ntrationatigand bank size
banks' variables Mﬁo{m in
profitability &ermin' g rc’fitéb,i ty of

Y. |S|@ n-LsJ&mc banks.

Panel El Biesi 0 ignifican tors affecting
country (2010) 7 \.i i banig’ profitability are

tal to@assets and liquidity
sr'Q‘??k market capitalization
N, . .

Yevel of income per capita

&%Wth.

| ]
Malaysia an Td
an Pei-Tha
4
( l (o)

K

[

o,

7
4
N
J_l c,)(.}
&

NV

~GDP strength the banking sector
~development. The real interest
rates and trade openness are not
significant determinants of the
banking sector development.
Financial liberalization appears
to destabilize the banking sector

development.

Zeitun (2012)

2002-
2009

Cost-to-income has a negative
and significant impact on Islamic
and conventional banks
performance. Equity of bank is
in

important explaining
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conventional banks profitability

only. GDP is itively
correlated to bank’s wzility.
i rrelated

Inflation is nega

to bank’s prﬁ&ity. Bank’s
age has nwkct on bank
performange.

Pakistan Rahman et al, | 2006- deposits  are

(2012) 2010 corfelated to bank’s

.W bank has

negatively relate “[(\Yb'ank’s

profitability. 'hb@ s are

insignifi rel@' to banks'

3 T&%ity. (X\Y.

Determinants | Single Guru et @65- «.Exp itur%‘fb total ~ assets

of country (1999) 998 | v bIeh@negativeimpact on
conventional | Malaysia

banks'

profitability

R\
N
$

N
/\&

/

4

A\

NS
’

:>\~gan ,(\brofitabinty. Current
% ac@ deposits have a positive

i;iﬁ&ct on bank profitability. The

ﬁ‘quidity variable and loans and
~advances have a negative impact
with ROE variable. The ROA
has a positive relation with loans
and advances. No relation is
found between bank profitability
and capital & reserves, time and

savings deposits.

1992-
2003

Liquidity has negatively related
to bank’s profitability. Economic
growth and inflation has positive
on the

impact profitability

banking sector.
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Said and 2001- | Liquidity and bank size do not

Tumin (2011) | 2007 | have influence he
profitability of ban m[ng
expenses is Si k\%y and
negatively rela rofitability
of banks.

Jasmine et al, | 2004- | Capital dequacy ratio is

(2011) 2010 to banks’

Expenses

deposits,

signifi elated
pr@m‘ '
gement;._ loans,
GDP an \.i\gf JafE are
%ignifi
pr fitdbili
Y. s\lgﬁs not have influence on
me |ta’t_)5Ey of banks.

d!te-r)nt‘i?wing the

eter.mﬁgmts. Bank

nt

Single
country

Cameroon

S
Y

o
Australia

marKet.€oncentration power

T
~$ A@\portance in the
de o of bank

@ﬂtability. Bank’s size and

ination

g‘me & savings deposits ratio are
g

positively correlated to bank’s

N
[

1

<

l \\\: profitability.

fang aI.,<Q 97- | Operational efficiency is the
I O'ZOOZ most  important  factor in
4 (JC—) explaining differences in
é\\ profitability. ~ GDP  growth,
\,Y' inflation and real interest rates

\('7 have a positive impact.
Williams 1989- | GDP growth is positively related
(2003) 1993 | to bank profitability. Competitor

market share is negatively

related to bank profitability.
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UK

UK

Philippine

A
Q&

N
[

Kosmidou et
al., (2006)

1995-
2002

Capital strength has a positive

influence

nk
Eﬁiﬂ@w in
man % GDP
a& inflation
concentratiorwvare a positive
and sign% mpact on bank
profita?. Bank
i re'ated

dominant
profitability.
expenses
growth

size is

to banks'

Li. Yuqi
(2008)

as a\ﬁdsitive
nl! ka%tability.

nd rese@' have a
vae and 'Wicant impact
fit. {':ion and GDP
g
A2

h h@insignificant impact

qt@bility.
SN

4 No&i‘[ﬁerest

income and
ieiﬁtalization have a positive
%pact on banks’ profit. Bank
~size and inflation have a negative

impact on banks’ profit.

1(%08) ¢,
’V)! >
b
N
S

Profitability and net interest
margin tend to be associated
high amount of capital, and with
large overheads. Loans have a
positive and significant impact
on bank’s interest margins.
Inflation and GDP per Capita
growth have no impact on bank’s
profitability and net interest
margin. The size has negative

and significant impact on the net
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Macau

Nigeria

Nigeria

Greece

interest margins. Stock market
development

Vong and
Chan (2008)

1993-
2007

has a ve
effect on bank profitabi itz
Capital strength i tance in

affecting 0 rofitability.

ba on average,
higher profitability

than IaYmes. Inflation has an
i p(isitive role in

Smaller

achieve

Aburime
(2008a)

2000- i
20 concentratio
de rr{i

nd i
' sé:r?lficantly

k prafitability.

o‘§ N

Aburime
(2008b)

Q) \~$wp a(‘hn bank profitability.
N, . .
@ .| Exchange rate is negative and
b S6fmines bank profitability.
\ ) & & P Y

Realflinterest, rates and inflation
haye a pc@\/e and significantly

iapital iS important  in
~explaining bank profitability.
Bank size and concentration not
related to bank profitability.
Inflation is positively correlated

to bank profitability.

1999-
2005

Capitalization, economic growth

and inflation correlated
positively to banks' profitability.
Non-interest income, overhead
and GDP per

negative relationship with bank

capita have

profitability.
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Jordan

Switzerland

Indonesia

Al-Jarrah et al | 2000- | Loans ratio, operating

(2010) 2006 | expenditures  ratio, ital
structure, deposit raﬁanon
operating expen i&aratio are
the most inﬂkwt internal
determinants the banks’
profitabi ation is the most
impor ernal determinants

‘Yr:‘illability.

Dietrichand | 1999- ar e erences in

Wanzenried | 2008 | profitabili y%t{‘(ﬁanks.

(2010) %ﬂer-ca italized !Jadg)seem to
be.mare

Kﬁ able\gé'nk age has
i 'cant%qsﬁ:lct on bank

iIity<'g ung banks seem

e Mo rofitable than older

\ ‘k

LONES.

_ | I
Sufi \fl 1990; ¢ In(t;%nz diversification,
‘mlo IIah'_ ~3 alization, economic growth

Qnd concentration ratio are
&
bank

size and

positively related to
profitability. Bank
overhead have negative impact

on bank profitability.

2001-
2008

Expenses management has a
negative and significant impact
on profitability. Capitalization,
loan and concentration have a
positive and significant impact
on profitability. Inflation and
bank size have insignificant

effect on bank profitability.
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Ukraine

Pakistan

Pakistan

Turkey

Davydenko 2005- | Capital, Inflation, GDP and bank

(2011) 2009 | size are positively r to
banks profitabilit\ oans,
administrative e % deposits
and foreign o&\ip have a
significant rwﬂve impact on
profitability.

Alietal., 2006- | GDP W and operating

(2011) 2009

Y.

ha"e positive and

Wwith bank
al

ican

profitability. thaQZ' and
%Iation rat es’ﬂt—& owed a
negativ sigm’{&nt relation

qha

g‘ﬁ:%* proi?‘aBﬁity.
Baui

an(tgaéposits have a
tive @ significant impact

rofitability. Bank size
‘a}negative and significant
@act on profitability. Loans
~Qave not significant impact with

bank profitability.

Capital adequacy and loans have
positive and significant impact
on bank profitability. Cost

management and concentration

é\\ negative and significant impact
\3" on bank profitability. Bank size,
\('7 inflation and GDP results
showed insignificant impact on

bank profitability.
Alper and 2002- | Asset size and non-interest
Anbar (2011) | 2010 |income have a positive and
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bank
profitability. Credit porifelio.and

loans have a negativ\'q ct on

significant effect on

bank profitability
Capitalization * bank size

Tunisian Ayadi and 1995-

Boujelbene 2005 | have a posi d significant
(2012) effect OW nk profitability.
Conce ien ratio, GDP growth
ygc:'ate do not have
ican W on bank

pr ‘y "y
Panel Demirgue- 1g®uity, ,in 0 e and
countries | Kunt and 1 conceftrati ra@' have a
Huizinga ?. UX‘impg bank profit.

N

er capita has a negative

~
{\

N
4|
|

apital,_inflation, concentration
an@nk size positively and

@Hficantly bank

Qrofitability. Operating expenses
I

affects

variable have a negative and
significant  effect bank

profitability. GDP per capita

on

does not have significant effect
on bank profitability.

1998
2006

Equity, inflation and GDP
growth have a positive and
significant impact on bank

profitability. Overhead costs,

market concentration and GDP
per

capita have insignificant

effect on bank profitability.
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The impact Indonesia | Sufian and 1990- | Asian financial crisis exerts
of financial Habibullah 2005 | negative and significantsimpact

crises on (2010a) on the profitability o ’Yp
banks Thailand Sufian and 1999- | Global financi %W
performance Habibullah 2008 | exerts a negaﬂ&pact on the

(2010b) efficiency ofvanks.

Panel Ahmad and 1992- | 1998 A fipancial crisis and
countries Noor (2011) | 2009 | 2008 Inancial crisis have
g;Y:'f'nd insignificant

sp :
Panel Rashwan 2007- i crisis
countries | (2012) 200$pacted on p'er ce of
bo B‘a I sectogtl' raditional

P 5

Difference in | Lebanon | Awdeh For hQn‘Rs are  more
profitability (2005) itable\than domestic banks.
and \%h determinants of domestic
efficiency bar&} and foreign  banks'
between E&‘dﬂtability are different.

domestic and
foreign banks

&
R
S

Malaysia

%omestic banks are more
&
affected by inflation and GDP

than foreign banks.

Full-fledged Islamic banks are

more efficient than Islamic

windows. Islamic windows of
foreign banks are more efficient
than The
Islamic

that

domestic  banks.

efficiency level of

banking is lower of

conventional banks.

Sufian (2006)

2001-
2004

Domestic Islamic banks have

technical

higher efficiency
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Panel

countries

compared to foreign banks.

Foreign Islamic ba ve
relatively more ﬁigtﬁain
controlling their g costs.
Fotios and 1995- | Equity is po related to
Kyriaki 2001 | foreign an estic banks
(2007) profitabi the relation

betwe ize and both banks’

T' IS negative.
dity and.shortdterm funding
igni caM’ p@ﬁively
related ofitability of

domesti S. @' impact of
wth {qg. inflation on
iIity(E ositively related

mest@anks and negatively
d\'\to foreign  banks.

Co \tration has a positive

@act on foreign banks profits,
ﬁvhereas, the impact on domestic

I
banks profits is not significant.

Foreign banks have strong
capital, but the statistics show
that domestic banks more

profitable.

Operating cost is slightly higher
for domestic banks than for
foreign banks. Profit ratios are
slightly higher for foreign banks
relative to domestic banks.
Domestic banks are more cost-
efficient but less profit - efficient
relative to foreign banks.
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Thailand Sufian and 1999- | Domestic banks have relatively
Habibullah 2008 | more efficient than forei ks

(2010Db) peers. ew
Pakistan Azam et al., | 2004- | Foreign  bank %
(2012) 2010 | profitable tha stic banks.
Domestic a reign banks
have w profitability
deter that the factors are
i WY: ,;haping domestic
> profitabili arec not
necessary, Mﬁ' \far the

&eign b nk% l/i rsa.
Determinants | Single Zamil (2007) B kis' d n{fﬁ)erforming
of banks country X- :x% sig '%Ently positive
efficiency Malaysia c? \ﬁ ed {:mk efficiency.
italiz@ and market power
\xge A-Q\?gatively significant

ass E&ed to bank efficiency.
Malaysia - &fms intensity and bank size are

Qositively related to bank
I

efficiency. Bank’s market share
and GDP are negatively related

to bank efficiency.

Capitalization and bank size are

positively associated to
efficiency. Loan quality and
bank expenses are negatively

associated to efficiency

Malaysia

Sufian et al.,
(2012)

2006-
2010

Capitalization, market

liquidity, GDP and bank size

power,

have a positive relationships

with Malaysian Islamic banks’
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efficiency. The inflation exerts

Single
country

Sri Lanka

Thailand

Mexico

<
3

Pakistan

4

<

negative influence o ic
banks’ efficiency.

Banks efficienci positive
strength, pwluility, loans,
liquidity4and,” stock  market

capital?. Old banks have a
i Iatirnship with banks

relationships capital

Seelanatha 1989-
(2007) 2004
Sufian and 1999-
Habibullah 20 positivel
(2010b) efficien

£

T
N

the
U\ banks,, Credit risk

ank siz %?e negatively
tokbﬁks efficiency.

tion, P and concentration

|
\Wav A’ﬁ?ignificant impact on
ba

@iciency.

NS
’

ggfs‘ltal, loans, GDP growth and
gbreign ownership  positively
~related to the efficiency of
banks. Overhead and inflation
rate are negatively related to
banks efficiency. Profitability,

bank size and concentration have

insignificant impact on bank
efficiency.
{\,‘i" y
Shah et al.,|2001- | Markup expenses, liability, profit
(2012) 2008 | and ownership have significant

impact on technical efficiency.

Bank size is insignificant in

relationship with efficiency.
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Panel Casu and 1993 | Capital ratio and return on equity
countries | Molyneux 1997 | explain  variations nk

(2003) efficiency. YW
Grigorian and | 1995- | Equity capital r%m
Manole 1998 concentration,* foreign
(2006) ownership, chequacy and
GDP p apita are positively
relate k efficiency. Bank
ag dY:n ' inflation are
ific nt‘*el# to bank

effic encq ?, . CA\Y'
Noor and 19%GDP, bafk e, "capitalization,
Ahmad op. ra‘n%jixge}ge and
(2012) ZQ. itability ﬁe positive
N ship<< with bank
e ienc@oans have negative
(,) \\$Ia @'p with  bank
‘% % efficitency.  Deposits, inflation
\ ﬂ%/global financial crisis have
I _{Qﬂsignificant negative
' 0 relationship with bank
‘\ l\\" ‘:Cj/ efficiency.

'\}
N O ,?(.z
The revie preyio Utﬁescje ated to bank profitability provides the

justification is sy.ld todbe on@ed. Moreover, to determine whether there is a

gap b he previous s(ud'Qs?i's needed to be bridged. 1) This study seeks to
pr w support for thé&ﬁ]pact of the 2008 global financial crises on the

profitability of Islamic banks. 2) To the best of my knowledge, this first study

pts to find out the differences in profitability determinants between domestic and
eign Malaysian Islamic banks. 3) In contrast to the previous studies which are

conducted to find out the determinants of profitability and to identify determinants of

efficiency, this study, however, is an attempt to identify the differences between
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profitability determinants and efficiency determinants of Islamic banks in Malaysia.

Therefore, this study has sought to examine whether banks’ efficiency in the

banking industry in Malaysia is determined by a set of profitability variables\

O



