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ABSTRACT 

 

The purpose of this research is to analyse the performance of Islamic and Conventional 
banks before and after the adoption of Malaysian financial blueprint policy in 2011 in 
terms of profitability. The study was analysed using secondary data from 2006 to 2018. 
Data for bank specific variables are mainly taken from the Bloomberg, DataStream and 
banks websites while macroeconomic indicators were mainly collected from Bank Negara 
Malaysia website.  Ordinary Least Square (OLS) model was applied in order to identify 
the financial difference of Islamic and conventional banks in Malaysia. In addition, the 
paper also intends to identify the determinant factors that explain the variation in the 
banking performance models and whether there is also difference in terms of profitability 
between conventional and Islamic banks before and after the adoption of financial 
blueprint policy in Malaysia. The research question also addressed whether there is 
structural change in the performance’s parameters before and after the adoption of the 
financial blueprint policy reforms using Chow test. The results indicate that the 
performance of Malaysian banks was affected by asset quality, financial risk, operational 
efficiency, liquidity, gross domestic product, bank sector development and inflation rate 
across all study period. The results also compared the performance of Islamic and 
conventional banks before and after the adoption of the reform and it reveals that 
conventional banks to be more profitable than Islamic banks but the difference isn’t that 
big at the same time foreign banks in Malaysia seem to be performing better than local 
banks. . Moreover, using year 2011 as break point, the structural stability tests of banks’ 
performance parameters show that there is no structural change between the two periods 
namely before the adoption of the financial blueprint reforms and after. 

Keyword: Conventional banks, Islamic banks, Policy reforms, Panel data, Performance. 
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ABSTRAK 

Tujuan kajian ini adalah untuk menganalisis prestasi bank Islam dan Konvensional 
sebelum dan selepas penggunaan dasar pelan kewangan kewangan Malaysia pada tahun 
2011 dari segi keuntungan. Kajian ini dianalisis dengan menggunakan data sekunder dari 
tahun 2006 hingga 2018. Data bagi pemboleh ubah tertentu bank terutamanya diambil dari 
Bloomberg, DataStream dan laman web bank manakala petunjuk makroekonomi 
kebanyakannya dikumpulkan dari laman web Bank Negara Malaysia. Model Biasa Biasa 
(OLS) digunakan untuk mengenal pasti perbezaan kewangan bank Islam dan 
konvensional di Malaysia. Di samping itu, kertas itu juga bertujuan untuk mengenal pasti 
faktor penentu yang menjelaskan variasi dalam model prestasi perbankan dan sama ada 
terdapat perbezaan dari segi keuntungan antara bank konvensional dan Islam sebelum dan 
selepas penggunaan dasar pelan kewangan di Malaysia. Soalan penyelidikan juga 
membahas apakah terdapat perubahan struktur dalam parameter prestasi sebelum dan 
selepas penggunaan pembaharuan dasar pelan tindakan kewangan menggunakan ujian 
Chow. Hasilnya menunjukkan bahawa prestasi bank Malaysia terjejas oleh kualiti aset, 
risiko kewangan, kecekapan operasi, kecairan, keluaran dalam negeri kasar, pembangunan 
sektor bank dan kadar inflasi merentas semua tempoh kajian. Hasilnya juga 
membandingkan prestasi bank Islam dan konvensional sebelum dan selepas penggunaan 
pembaharuan dan ia mendedahkan bahawa bank konvensional menjadi lebih 
menguntungkan daripada bank Islam tetapi perbezaannya tidak begitu besar pada masa 
yang sama bank asing di Malaysia nampaknya melakukan lebih baik daripada bank 
tempatan. Selain itu, dengan menggunakan tahun 2011 sebagai titik putus, ujian kestabilan 
struktur parameter prestasi bank menunjukkan bahawa tidak ada perubahan struktur antara 
kedua-dua tempoh sebelum penggunaan reformasi pelan tindakan kewangan dan selepas 
itu. 

Kata kunci: Bank konvensional, Bank Islam, Data panel, Pembaharuan dasar, Prestasi.  
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CHAPTER 1  
 

INTRODUCTION 
 

1.0 Introduction  
 

This research seeks to inspect the financial performance of Malaysian banks before 

and after the adoption of the Malaysia financial blueprint policy. This study will 

compare both conventional and Islamic bank’s performance in terms of profitability 

and whether the policy reform have made any difference in transforming Malaysia’s 

financial system particularly the banking sector performance. This section contains of 

the background of the report to provide general discussion with regards to the topic 

under investigation, research problem in order to discuss on arising issues, research 

questions and research objectives as a guideline to this topic. Besides that, the 

importance of this research, scope and limitation and structure of the research will be 

discussed in chapter too.  

 

1.1 Background of the Study  
 

The essential position of the financial sector in the course of economic development 

and advancement is commonly recognized by academics and legislators. Over the last 

two spans, numerous nations have reformed their financial sector and have applied a 

variety of structural and financial modifications with the objective to encourage the 

responsibility of financial establishments and banks in the economic system. This 

implies that, the significance of the finance sector is theorized that banks are the most 
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important networks of allocations of resources and savings in a financial system 

(Levine, 1997, Dell'Ariccia and Marquez, 2004). This is to say that, the finance sector 

offers crucial fiscal intermediation work by transforming deposits into valuable assets 

(King and Levine, 1993). This is in contrast with the other advanced countries where 

the banking sector and financial markets perform in harmony to direct resources, in 

emerging nations, financial markets are stunted and occasionally totally non-existent 

(Arun and Turner 2004). However, the financial institutions’ goal is to link the 

mismatch among borrowers and savers, in order to execute all duties related with profit 

maximization and ensure directing of resources. 

 

In addition, according to Sufian (2010) in other emerging markets, the banking system 

acts an essential economic mediator function in the Malaysian market. This means 

that, the financial institutions monitor nearly all economic streams and records beyond 

more than seventy percent of the financial scheme's overall resources. Consequently, 

this is a realistic way of believing that an effective and beneficial finance segment may 

assist safeguard an operative economic system which is advantageous to financial 

progress and development. Having said that, Levine (1998), identifies the 

effectiveness of fiscal mediator influences a nation's financial development and at the 

same time, bank (monetary mediator) bankruptcies might cause general calamities 

therefore result adverse consequences on the financial structure.  
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One of the most important goals of financial reforms is to develop an effective, greater 

and stronger economic structures, thus this can help the development of not only public 

sector businesses (Ajilore 2003). Conversely, the advocates of financial liberalization 

contended such restructuring might bring about noteworthy financial reimbursements 

through enhanced bank functioning competence plus efficiency towards 

supplementary operative enlistment and well-organized distribution of funds among 

many financial components. The question of whether financial institutions achieve 

these anticipated performance benefits remains seriously questionable empirically. 

However, if the restructuring of the financial system does, lead to productivity 

improvements, then stockholder prosperity may possibly enhance. At the same time, 

if amendments don’t show the vowed encouraging results, but then again amendments 

may possibly guide to a fewer valuable and appreciated banking businesses. 

 

On the other hand, if we look at the 2008 global financial calamity which initially 

began in United State of America in the wake of subprime loan market disaster and 

then circulated to other nations (Morris, 2008). For the period of the shelter bubble in 

US, there was unwarranted loaning of capital by banks even without sensible 

insurance. Additionally, the effortless accessibility of money has expanded many 

families’ expenditure amount beyond their affordability and increased private and 

public sector debt (Chapra, 2007). Besides, there was breakdown of financier-debtor 

relationship. Fundamentally, in the standard banking system since risk is carried only 

by the businessperson or debtor; there is no reason to pursue up and oversee the plan. 
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Likewise, there was disproportionate info due to lack of clarity in the asset market 

values. Moral hazard “occurs after the transaction takes place because the lender is 

subjected to the hazard that the borrower has incentives to engage in activities that are 

undesirable (immoral) from the lender’s point of view” while adverse selection “is an 

asymmetric information problem that occurs before the transaction occurs when 

potential bad credit risks are the ones who most actively seek out a loan” (Mishkin, 

1997). This type of disproportionate knowledge worsened the predicament.    

 

The finance sector was not condemned to fall in disasters as far as the economic 

structure in which they function is capitalism. In capitalism, revenue boosting is the 

focal driving purpose of the company irrespective of ethical importance. Capitalism 

essentially only contributed to extraordinary salary disparity between the needy and 

the rich, materialism and rent seeking of the stakeholders (bankers), manipulating the 

weak, inadequate knowledge and lack of clarity (particularly in asset values). These 

features of the system by itself are cause for the financial crunch.  Therefore, the finest 

approach to salvage the sector from these persistent calamities is via engaging the 

inclusive financial structure (Islamic Economic System) which reacts both for ethical 

and material benefit and assist to dodge the existence and circulation of financial 

disaster or at least, diminish their regularity.  
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 According to Chapra (2008), it is the communal impact of three things which can 

improve avoid the re-emergence of financial calamity. One is to set ethical constraints 

on the “rent seeking” and selfishness to boost producing and growth of prosperity by 

any entails. Secondly, there should be market control that is supposed to regulate on 

influence, too much loaning and complex financial tools. Thirdly, there should be 

liberalization of structure of the system similar with sensible law and supervision 

appropriately designed to avoid financial calamities, achieve environmental 

advancement and preserve societal wellbeing.  In all honest, many of Muslim 

intellectuals and experts believe that Islamic finance has fundamental ability to be 

selected and developed as an alternate template for capitalism and other man-made 

financial approaches (Kabir and Kayed, 2009). Moreover, Islamic financial 

establishments have demonstrated extraordinary strength throughout the 2008 

worldwide economic crunch. The effect of financial crisis was less on Islamic banks 

equated to their conventional opponents.  Certainly, indirectly or directly, Islamic 

economic structure is not only the Muslim intellectuals’ suggestion but also of some 

western scholars. For example, scholars such as, Bookstaber (2007), cited by (Chapra, 

2008), contend that economic crunch do not happen because of financial volatility, 

instead from the style of financial structure itself. These western scholars noticed that 

the fresh belief of economic system should appear to conform to the necessity of all 

humankind.  
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In addition, as a result of the financial crunch horror surrounding in the universe after 

2008 crunch, bank negara Malaysia announced a new Financial sector Blueprint 

themed “Strengthening Our Future”, the policy summarizes the forthcoming course of 

Malaysia’s financial structure over the following 10 years starting from 2010. This 

comes after Malaysia’s transition aim from developing nation towards first world 

economy. For Malaysia to achieve such title the position of the financial sector is 

anticipated to develop away from its starring position as a development contributor to 

an important facilitator and driver for economic development (BNM, 2011). In this 

perspective, one can say that a well-developed financial structure can provide 

effectively in boosting financial success and growth. This assumption was originally 

established by the ground-breaking work by Bagehot in Lombard Street, initially 

printed in 1873 who contended that financial institutions have played a main position 

for the manufacturing uprising of the UK in the start of the nineteen centuries and later 

on by Schumpeter (1983) in “The Theory of Economic Development” who also 

contended that financial institutions play a key part in the economy through the 

distribution of wealth and the formation of capital. 

 

Having said that, in Malaysia the Financial Sector Blueprint reform was announced in 

2011 against a backdrop of unequal worldwide development in the outcome of the 

2008 and 2009 worldwide financial crunch. This policy reform embraces a cohesive 

method whereby plans from the income allocation are used for several secondary 

sectors in the financial sector. Beyond the local border, Blueprint suggests larger 
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involvement by the Malaysian financial sector in aiding local economic streams, 

specifically in strengthening local investment and commerce activities, local economic 

assimilation, and “internationalization” of Islamic economics industry. Additionally, 

the formation of the financial reform also invites substantial examples from the latest 

worldwide financial calamity where financial steadiness is an essential necessity in 

guaranteeing a viable and balanced growth of the economic and financial areas. 

 

The Blueprint's approach and suggestions will be constructed on the sensible basis of 

the Malaysian financial structure. Realistically speaking, Malaysian financial 

institutions today is properly developed with solid cushions, enhanced risk supervision 

and commercial authority procedures, and superior local existence. The Blueprint 

phases the foresight and leadership of the Malaysian financial segment throughout the 

following ten years will boost the country’s long-standing aspirations. The policy also 

ranks Malaysia to obtain the complete advantages of this advancement. Its additional 

strengthens the country’s management in Islamic finance to cultivate the country as a 

global Islamic financial centre. To safeguard the anticipated findings, this study is so 

important in order to observe the policy reform influence on the banking sector 

performance especially the Islamic banks thus the necessity for this research. 

 

1.1.1 Outline of Conventional and Islamic institutions 
 

Financial institutions can be separated into two main types which are Islamic and 

conventional banking. The most important distinction among the two-banking 
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structure is the use of “interest” model in conventional banks. In addition, Halal or 

Haram is not a problem in conventional banking and consequently a Muslim person 

or anyone with sound intellect may not favor conventional banks as their first-choice 

banks. In the meantime, Islamic banking must conform with Shariah or Islamic Law. 

According to Ariff and Rosly (2011) the fundamental values of Islamic banking are 

mutual risk, no gharar (exclusion of uncertainty, risk and conjecture), no usury or 

Riba or any form of interest, transactions must involve in halal activities only (which 

is permissible in Islam) and lastly, the focus should be the assurance of fairness for 

all and Islamic goals.  

 

This is to say that, the Islamic banking process must include with authorized Islamic 

elements. Consequently, the process of Islamic banking primarily deals with risk 

distribution and the exclusion of riba in any commodities or facilities related to the 

banks. The core element of Islamic banking is loss and profit-sharing concept of 

conducting a business. Nevertheless, Islamic financing is not restricted to Muslims 

only however applicable to everybody regardless of their religion. 

 
The following table addresses Islamic and conventional banks differences based on 

the research done by Khir, Gupta & Shanmugam (2008). 
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Table 1.1 
Elements of Islamic and conventional banks 
 
 
Elements 

 
 
Islamic Banking Schemes 

 
 
Conventional Banking 
Scheme “Interest-Based” 

Commercial 
Arrangement 

All process and functions must 
comply with the Sharia. The 
organization or firm must safeguard 
all business actions and must follow 
Shariah obligations. 

All process and functions 
must comply with the secular 
principles and not associated 
on any spiritual laws or rules. 

 

“Interest” Exclusion in 

Funding 

Noninterest based for funding and 
buy and sell assets principles. Profit 
margin was incorporated in the 
selling rate and must be fixed from 
the start of a 

business deal. 

Funding is established on 
“interest” and interest fee is 
permanent/floating for the 
usage of cash. 

 

“Interest” Exclusion in 

Deposits 

 

Deposits are established on loss and 
profit-sharing and not “interest” 
based. Profit is provided to the 
financiers centered on stable 
proportion. 

 

 

Deposits are “interest” 
adjusted and primary 
compensation is ensured by 
the banks with a prearranged 
amount of “interest” is 
promised to the banks. 

 

Equity Funding with 
“risk” allocating 

Equity funding is presented by the 
banks for a venture or enterprise. 

predetermined profit-sharing 
percentage and damages are shared 
established on the equity 
involvement. 

Equity funding is presented 
through Project Capital 
Corporations and Investment 
Banks. 

 

The banks normally will also 
engage in 

Management. 
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Limitations 

Limits Islamic banks engagement in 
economic events which do not 
conform with Shariah. I.e. Banks is 
not permitted to fund any business 
containing pork, alcohol, gambling. 

 

Nevertheless, if the said elements are 
a slight ratio of the business in 
overall, the Islamic institution can 

Still fund the business. 

No constraints. 

 

Zakat 

It is suitable to pay zakat for Islamic 
banks. 

Zakat isn’t dealt at all. 

 

Failure to Pay 
“Penalty” 

 

An extra income is not asked to 
default. 

 

Note: Collection of a “penalty” is 
acceptable to some Islamic nations; 
the reason is the damage sustained in 
accumulating the “penalty” which is 
typically one percent from 

the payment sums due. 

 

Extra money “compound 
interest rate” is asked if there 
is any default. 

 

Exclusion of 

“Gharar” 

Contracts with betting and conjecture 
components are precisely forbidden. 

 

E.g. Exclusion to engage in 
derivative transaction as it is 
speculative in nature. 

Permit to exchange and deal 
in any kind of derivative / 
futures deals which include 
speculation. 

 

Client Relationships 

The bank relationship position to its 
customers is the partner / financier 
and industrialist. 

The bank relationship 
position to its customers is the 
financier and borrowers. 
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Shariah regulatory 
body 

All business actions must be in line 
with Shariah obligations and each 
bank should have a Shariah 
Regulatory Body to make sure the 
banks obeyed with the Islamic law. 

Not required. 

 

Legislative Prerequisite 

 

Need to conform with Bank Negara 
Malaysia legislative obligations and 
Shariah Regulations. 

 

Need to conform with Bank 
Negara Malaysia legislative 
obligations only. 

Source: Khir, Gupta & Shanmugam (2008). 

 

1.2 RESEARCH PROBLEM 
 

In Malaysia, the financial markets have answered strongly to the 2008 financial crunch 

in a healthy approach, facilitated by reduced dependence of financial arbitrators in 

foreign markets, a solid and sophisticated supervisory and regulatory system, and a 

fully capitalized banking regime (Kassim and Abd. Majid, 2010). Moreover, the 

authorities were ardent and effective in interacting with the international financial 

calamity, with preventive procedures by BNM containing the introduction of Financial 

Sector Blueprint policy reform which was announced in December 2011 against a 

backdrop of irregular financial development as a consequence of the “2008 and 2009 

global financial crisis”. At the time, the 2008 financial crunch compressed progress in 

the established markets of the Europe and US, triggering revived attention in the 

evolving markets of Africa, Middle East, Latin America and Asia (including 

Malaysia). The formation of this new financial reforms makes the goal of Malaysia to 

become more viable, vibrant, comprehensive, multi-lined along with unified ability to 
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present high-class financial facilities in terms of benefits, complexities and excellence 

to meet Malaysia's demands. The growth of the financial sector must ultimately be 

attached to development in the actual economy. 

 

Like many countries in East and Southeast Asia, the impact of the global economics 

and financial crisis on Malaysia has been felt largely through a contraction in aggregate 

demand caused by a collapse in exports, either directly or indirectly, to the United 

States (Abidin and Rasiah, 2009). GDP growth slowed down to 0.1% in the last quarter 

of 2008, and for the first two quarters of 2009 a negative growth of -6.2% and -3.9%, 

respectively, were recorded. Overall, in this period GDP growth declined, this was 

reflected in the slowdown in manufacturing activity. However, Malaysia did not 

experience any direct repercussions on its currency or capital markets from the crisis. 

This was mainly because it had little exposure to the financial derivatives based mainly 

on sub-prime mortgages. BNM, the Central Bank, also managed the financial services 

sector very well following its experience from the 1997 Asian financial crisis. The 

impact of the crisis on the Malaysian banking system was relatively modest as 

domestic banks had negligible exposure to US subprime loan products. Also, domestic 

banks have strengthened and built significant buffers during the decade after the Asian 

Financial Crisis. 
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Figure 1.1 Profitability ratio comparison of Islamic and conventional banks from 2003 
to 2010 in Malaysia. 

Source: Al-Mamun, A. et al (2014) 

The impact of the Malaysian financial blueprint reforms in the system is still 

undetermined and based on a research conducted by Al-Mamun, A. et al (2014) that is 

displayed in figure 1.1, which reveals that conventional banks recorded 1 and -0.26 

ROA ratios for Islamic banks between 2003 until 2010 in Malaysia. This shows that, 

there is a big gap between the performance of Islamic and conventional banks in terms 

of ROA. Therefore, since the Malaysian government already arranged financial 

reforms to transform the Malaysian financial sector including the progress of Islamic 

banks, studying the causes of such difference in terms profitability of both banking 

system is much needed. 

 

One of the key goals of the 2011 financial blueprint policy reform is to make Malaysia 

a centre for Islamic finance and strengthen particularly the Islamic banks performance 

in respective to their counter party. Hence, the studies which equate the performance 

of these two categories of institutions considering the recent financial reforms made 
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by the Malaysian government is still limited. Such study is vital because comparison 

between both types of banks using internal bank variables and macroeconomic 

external variables that might have impact on the performance of banks before and after 

the adoption of the policy and finding out whether the Malaysian government made 

financial progress which is the aim of this reform before 2020, could be beneficial.  

1.3 Research Questions  
 

1. What is the level of financial performance in terms of profitability between 

conventional and Islamic banks before and after the adoption of financial blueprint in 

Malaysia? 

2. What are the significant determinants of profitability of Islamic and Conventional 

banks in Malaysia? 

3. Is there any structural change in Islamic and conventional banks performance in terms 

of profitability before and after adoption of the financial blueprint policy in Malaysia? 

1.4 Research Objectives 
 

1. To measure the financial profitability level between Islamic and conventional banks 

before and after financial blueprint reforms. 

2. To investigate the significant determinants of financial performance of banks in 

Malaysia. 

3. To identify if there is a structural change in terms of profitability between Islamic and 

conventional banks before and after the adoption of the financial blueprint policy 

reforms 
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1.5 Significance of The Study 
 

This research will benefit a lot in terms of literature since the study deals with the 

performance of banks in respective to policy reforms which is very limited in Malaysia 

and helps to provide significant guidelines for future researchers such as academicians 

and students who would be interested to conduct further research and enhancing the 

knowledge that relate to this area. Hence, this research can fill the practical and 

empirical gap in this area of study.  

 

There are not many studies done about the influence of the Malaysia’s financial 

blueprint on conventional and Islamic institutions thus this study intends to analyse 

the policy before 2020 target and fill the knowledge gap missing. Besides, this study 

will be significant for executives of the intended institutions, BNM, financial agencies 

and other banking groups in order to aid them put together strategies to enhance the 

performance of the banking segment. Therefore, it is expected that proper actions 

towards the betterment of financing sector growth and ensuring the improvement of 

the banking sector for Malaysia to remain viable in the international economy. In the 

addition, the finding of the study may help the government or other relevant body 

regulations such as BNM, ministry of finance (MOF), central bank and Association of 

Islamic Banking Institutions Malaysia (AIBIM) to improve the existing policies by 

creating new policies with regard to betterment of the Islamic finance institutions 
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particularly in order to boost the competence of Islamic institutions “banks” in 

Malaysia.  

 

Lastly, this research, will contribute a beneficial information to not only to creditors, 

but also for administrators in order to improve the banks’ current performance. Some 

people do not prefer to do transaction with Islamic banks as they think that Islamic 

institutions provide smaller return equated to conventional institutions. The main goal 

of the financial blueprint policy was to transform the Malaysian financial sector 

especially Islamic finance industry hence, in this study we aim to answer whether 

Islamic institutions “banks” can compete healthier than conventional ones following 

the financial reforms made by the Malaysian government in 2011.  

1.6 Summary 
 

In this chapter, the researcher discussed comprehensively regarding the background of 

the study which includes a brief history financial reforms relationship with banking 

performance. The study also discussed issues in the banking performance in Malaysia 

and the variation between Islamic and conventional banks as a problem statement of 

the study. Consequently, the researcher had come up with research questions and 

objectives as a guideline to solve the issues as well as to fill the research gap. Besides 

the researcher also discussed the significance of the study as well the scope at the end 

of this chapter.  
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CHAPTER 2 
 

 

 LITERATURE REVIEW 

2.0 Introduction 
 

This section revises on the earlier literature which connected to the research variables. 

It comprises variation between Islamic and conventional banks and studies on each 

selected variable in this study. Section 2.2 reviews Islamic banking model and it’s 

unique characteristics. Section 2.3 reviews the Malaysia financial blueprint objectives. 

In addition, section 2.4 reviews literature about relationships between financial 

reforms and banks performance. Meanwhile, section 2.5 describes our dependent 

variable which is profitability and details the determinant of the banks performance as 

known as our independent variables.  

2.1 Islamic Banking Model and its unique characteristics 
 

Both conventional and Islamic financial systems are integrated within the economic 

systems. The conventional institution banks are identical to the Islamic ones regarding 

their functions, activities and components. However, the Islamic financial structure 

differs itself from the conventional one with distinct features in terms of its operational 

mechanism, behaviour of its economic agents, and its philosophy (Ayub et al 20012). 

the Islamic financial institutions must be adherent to the Qur’anic principles, both in 

terms of their operations and goals (Warde, 2000). Thus, Islamic banks operate 

differently from their counterparts. A banking system or banking endeavour that is 
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compliant with Islamic law, ethics and values is referred as an Islamic institution bank. 

Although they act as an agent between investors, render custodial, depositors and other 

services found in other traditional banks for their profit maximization objectives; they 

must adhere to the Islamic economic rulings (Imam and Kangni, 2010). 

 

It was believed that, compared to conventional banks, Islamic institutions have a 

potential to resist financial calamities. During the 2008 global financial disasters, great 

resilience was shown by the Islamic financial institutions which demonstrated them 

intrinsic strength. According to (Chapra, 2008), this occurred due to two fundamental 

necessities of Islamic finance: one being, “that the financial transaction must be 

accompanied by an underlying productive economic activity that will generate 

legitimate income and wealth, thereby establishing a close link between the financial 

transactions and productive flows”. Therefore, the Islamic banking’s participation is 

limited to only activities that have real economic values. 

 

The other fundamental requirement is that as the Islamic finance is founded on both 

loss distribution and mutual profit, it therefore means that it “impels the Islamic 

financial institutions to undertake the appropriate due diligence on the viability of 

business proposals and by enforcing the requirement for transparency and disclosure”. 

Furthermore, by analysing the two reasons above, it can be concluded and said: “these 

in-built dimensions of governance and risk management contribute to safeguarding 
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Islamic finance from the potential risks of financial stress arising from excessive 

leverage or speculative activities” (Chapra, 2008). The optimistic correlation between 

financial development and profit-loss distribution system (Islamic banking) is also 

shown by these two important obligations. Regarding risk coverage, contrasted to their 

equivalents, the Islamic banks are less exposed due to various essential elements.  This 

is to say that, Islamic banks are working via removing a harmful blow on the asset 

flank to the liability side (financing investors). Subsequently financiers (investors) do 

not have credit protection, they have a reason to pursue up and oversee the bank’s 

ventures. 

 

Furthermore, Islamic banks have traditionally been holding a larger proportion of their 

assets than commercial banks in reserve accounts with central banks or in 

correspondent accounts. So, even if Islamic investments are more risky than 

conventional investments, the question from the financial stability perspective is 

whether these higher risks are compensated for by higher buffers (Čihák and Hesse, 

2008). 

2.2 Financial Sector Blueprint 2011-2020 

The Malaysian financial sector blueprint is adopted in 2011, the policy reforms will 

focus on achieving nine areas of improvement, considering expected changes in the 

global and domestic economies and demands on the financial system in the coming 

decade. 
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In addition, The nine areas that the policy reforms will focus include the effective 

intermediation for a high value-added and high income economy; development of deep 

and dynamic financial markets; greater shared prosperity through financial inclusion; 

strengthening regional and international financial integration; internationalisation of 

Islamic finance; safeguarding the stability of the financial system; achieving greater 

economic efficiency through electronic payments; empowered consumers and talent 

development for the financial sector (BNM, 2011). 

 

According to Bank Negara governor Tan Sri Dr Zeti Akhtar Aziz said that “With the 

blueprint, the financial system is expected to expand from the current 4.3 times to six 

times of gross domestic product (GDP) by 2020. The financial sector contribution to 

nominal GDP is projected to rise from 8.6% to between 10% and 12% in the same 

period. More than half of total financing will continue to increase in prominence, 

growing at a faster pace to account for 40% of total financing. Zeti also noted that 

emerging economies were projected to account for 60% of total world output from the 

current 40%, even though they would continue to be affected by global developments.” 

 

The next phase of transformation will build on these achievements to evolve a financial 

ecosystem that will further enhance the competitiveness and dynamism of the financial 

sector. This will be reinforced by strategies that will continue to promote inclusive 
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access to financial services; encourage the development of the range of financial 

institutions, products and markets that will facilitate and drive the development of new 

domestic sources of growth; and accelerate Malaysia’s regional and international 

connectivity. This regional and international integration will deepen cross-border trade 

and investment activities and will allow for more effective intermediation of cross-

border financial flows. An important part of this will be the internationalisation of 

Islamic finance and the development of Malaysia as an international Islamic financial 

centre (BNM, 2011). 

 

Since, the Malaysia government is interested the internationalization of Islamic 

finance and making Malaysia an Islamic finance hub which is suggested in the 

blueprint. Therefore, for Malaysia to achieve that, it means the banking sector must be 

doing better than before the adoption of the policy reforms in 2011, particularly the 

Islamic banks since they are, the key drivers of the Islamic finance in Malaysia hence 

justifying our study objectives.  

2.3 Financial policy reforms on banks performance 
 

The benefits of financial sector reforms were studied which includes the study of Fry 

(1988).  Fry (1988) disputed that financial strengthening and liberalisation enables 

exchange ratios and interest ratios to indicate their relative simulative savings, 

shortages and eventually enhances economical bias among different investments. 

(World Bank, 1989, Cho and Khakhate, 1989 and Fischer, 1993) all agreed and 
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contended that in order to improve the level financial savings, there must be reforms 

of the financial sector.  Furthermore, the probability of greater actual yields for savings 

can be created by widening the range of available savings. The subsequent lower 

financial markets reduce the likelihood of risks of maintaining financial guarantees 

and create them to be more liquefied. This would result in higher investment and 

savings mobilisation.  

 

However, there are many researchers conducted to assess the connection among 

financial sector restructurings and bank performance. One of such study is Demirguc–

Kunt and Detragiache (1998) who performed a survey in fifty-three nations for the 

time of (1980-1995), on financial instability and financial reforms. In addition, these 

two writers’ results presented that a feeble institutional setting makes reforms high 

conceivably lead to finance disasters, precisely in nations where the law of rule is 

feeble, bribery is prevalent, the administration is incompetent and agreement 

implementation instruments are useless. 

 

McKinnon (1973) in his research found that reformed financial practices face 

excessive instability of small interest levels in contrast to regulated ones and 

particularly more so if financial reforms pave the way to economic balance. Therefore, 

banks are subjected to a larger threat, hence more vulnerable in the procedure of 

executing their financial intermediation purposes. The researcher claimed that banks 

build further concern in implementing high-risk loan assortment because of the reform 
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practice. The reason is said that, the entrance of additional banks into the business wear 

down the monopolistic revenue as contest increases thus lowering the price of 

dropping a banking permit when one goes bankrupt. It was formed that enhanced 

liberty of entrance into the financial sector caused in indiscriminate tendering for 

financing which can bring up interest levels to extremely high levels as established in 

(Kharkate,1975 and Sundararajan and Balino, 1991).  

 

Andries and Capraru (2013) examines the influence of financial reforms on banking 

sectors performance from Eastern and Central European states utilizing a two-stage 

experimental model with data including the time of 2004 – 2008. The research used 

Ordinary Least Square (OLS) which evaluates banks performance utilizing total 

productivity growth index and cost efficiency via the Malmquist index. This was 

utilized to evaluate the degree of financial openness. The study utilized ratio of equity 

to assets and return on assets to calculate bank solidity applying Z-score as a common 

technique in the financial information. The research discovered that the financial 

reforms enhance cost effectiveness of banks and openness is able to improve cost 

effectiveness and ultimately, the organizations will be competent to present lower 

essential services to customers. The study determines that the intensity of banking 

restructuring and “interest” liberalisation gauge has a positive effect on the overall 

efficiency development of banks (Andries & Capraru, 2013). Additionally, it contends 

that the crucial elements influencing the overall productivity are simply the banking 
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structure attributes and bank-precise factors, and the only macroeconomic variable 

with effect is the GDP growth level (Andries & Capraru, 2013). 

 

On the other hand, Williams and Nguyen (2005) examine the connection among 

financial liberalization and bank performance. The survey explores 231 industrial 

banks between 1990- 2003 from South East Asia. The researcher’s findings reveal that 

reforms of privatization of banks improves more on bank productivity performance 

than other kinds of liberalization reforms. Njie (2006) analyses the effect of financial 

reforms on bank spreads in Malaysia. The writer utilizes the two-stage regression 

structure and discovers that despite the intensity of administration interference, 

financial liberalization has productivity-boosting influences on Malaysian banks. 

Additionally, descriptive statistics reveal that bank spreads decline substantially 

following financial liberalization procedure.  

 

Hermes and Nhunq (2008) examined the effect of financial liberalization on bank 

productivity. Both researchers utilize the bank financial ratios of 10 developing nations 

from 1991-2000, the data cover assessment to assess bank effectiveness and the 

financial liberalization index established by Claessens, S., & Laeven (2003). However, 

the acquired findings demonstrate that financial liberalization has a positive effect on 

bank productivity. Angkinand et al. (2010) attempt to present a clarification 

concerning the notion that financial liberalization precedes to banking crunch. These 

researchers attain a cross-nation study of 48 nations from 1973 to 2005. Consequently, 
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the findings discover that the connection among financial liberalization and banking 

crunch can be clarified by the kind of liberalization, intensity of credit indemnity 

insurance, sort of state and firmness of the amendments. 

2.4 Financial Performance  
 

The thorough profitability analysis is needed for comprehensive evaluation of banking 

performance. In both conventional and Islamic banking, this parameter indicates how 

the funds of the depositors and shareholders are used. Inherently, the well performing 

banks are expected to realize higher return, which in turn, leads to high profitability. 

Thereby some of the most used determinants of profitability were reviewed as follows. 

2.4.1 Profitability and performance 
 

In general, the basic financial proportion used to assess bank performance in term of 

profit is profitability ratio (Moin, 2008). Profitability ratio reveals the bank proficiency 

to produce return after deducts all the expenses and other cost within the time period. 

The study made a comparison of the first Islamic banks in Pakistan (Meezan Bank 

Limited) with five Pakistan’s conventional institutions in term of performance from 

2003 to 2007. This study has used T-test and f-test to determine the significance 

difference between Islamic and conventional banks performance. It was found that the 

difference between Islamic and conventional banks is significance in term of 

profitability where conventional banks are more profitable. Study had concluded that 

the poor result is due to Islamic banking in Pakistan is still newly established than 

conventional banking and need time to develop the business in financial market. 



26 
 
 

 

 

 

Besides, conventional banks in Pakistan had dominated the financial sector by holding 

a large share in financial assets of Pakistan. This study also found that even Islamic 

bank is less profitable than to conventional bank, but the banks performance kept 

improving year-by-year by giving competitive return and managing the operating 

expenses effectively. 

 

The above study is in line with Masruki et al. (2011) where the study found that 

Malaysia’s Islamic banks are less profitable than conventional banks. The study took 

the performance sample of Bank Islam and Bank Muamalat and makes a comparison 

with 21 conventional banks in Malaysia from 2004 to 2008. The performance of the 

banks was taken from annual audited financial statement and then was analyse using 

return on average assets (ROAA) and return on average equity (ROAE). T-test had 

performed to examine the significance level of the means. Conventional banks were 

found to be more profitable because of higher financing and quality of asset is better 

than Islamic banks. The study indicates that the Islamic banks lower financing may 

due to the limited financing offered to customers compared to conventional banks as 

the financing must be Shariah compliant. In overall, Bank Muamalat is better in term 

of profitability if compared to Bank Islam as the financing is higher and the asset 

quality is better than Bank Islam. Even so, Bank Islam is more profit efficient as the 

profit margin is higher relative to average assets. 
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Besides that, Al Mahfuz (2012) compared Islamic banks and conventional banks 

performance in Bangladesh based on profitability. The period of study is from 2009 to 

2011 and the reason behind the different in profitability was found in this study. In this 

Study return on assets and return on equity ratios was calculated to measure the bank’s 

profitability. Data for the ratios was collected from the banks’ annual report which the 

banks were listed in Dhaka Stock Exchange (DSE). This study had an interview with 

both type of banks executives and found that diversification of portfolio is the reason 

why conventional banks recorded high profit than Islamic banks. This is due to Islamic 

banks are not involved in business that is not comply with Shariah. Meanwhile, 

conventional banks are more diversified as they can invest in any businesses which 

might not comply with Shariah. In Bangladesh, the community are proved not aware 

on products and services offered by Islamic banking even the Muslims community is 

among the biggest in the world. Their preferences are more to conventional banks 

products and services. Therefore, Islamic banks should take an initiative to do an 

awareness and explanation regarding products and services offered by Islamic banks 

in order to increase the knowledge on Islamic banking for the community in 

Bangladesh. 

 

 

The financial standing of financial institutions is quantified by several financial ratios 

adopted from previous literature (Masruki et al, 2011 and Ansari and Rehman, 2011). 

Financial shares utilized to determine the performances of the banks are profitability, 
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risk and solvency, efficiency and liquidity ratio (Moin, 2008). As Islamic banks 

provide an alternative banking to society, it is crucial to make comparison in terms of 

financial performance with conventional banks (Faizulavey, 2011). 

 
2.4.2 Liquidity 
 

 

Liquidity variable gauges the risk of insufficient reserve of liquid asset (cash) in 

response to the withdrawal demand of the deposits. This variable shows the consistent 

and sustainable capability of banks to satisfy the withdrawal request of deposit 

customers. Hence it measures the correlation between bank performance and liquidity 

handling. Generally, there is a negative association amongst banks’ profitability and 

liquid asset. Nevertheless, predictions vary pertaining to the influence of liquidity on 

profitability. Thus, the relationship can be either positive or negative. Chen and Liao 

(2011) empirically discover a positive and significant link between liquidity and return 

which implies a rise in bank liquidity tends to increase a bank’s profitability. This 

contrast, Pasiouras and Kosmidou (2007) who reveal a significant negative association 

amongst liquidity and profitability except for foreign owned banks. On the other hand, 

Ben Naceur and Kandil (2008) find that bank’s liquidity does not explain significant 

variation on returns although they have functional relationship. Thus, the expectation 

of directional and statistically significant association among liquidity and profitability 

can be negative or positive due to the ownership structure or other factors. 
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Based on Ansari and Rehman (2011), liquidity ratios evaluate the ability of the banks 

to payback it short period debt obligation. According to Samad and Hassan (1999) 

who stated that liquidity risk faced by the bank and financial institutions that receive 

deposit as they involve with transaction that can withdraw anytime such as deposit 

and saving accounts. This study had evaluated Islamic institutions “banks” 

performance in Malaysia which is Bank Islam Malaysia Berhad (BIMB) for 

different times of 1984 to 1989 and 1990 to 1997. Study has been divided into three 

categories. First, they compared the BIMB performance with Bank Pertanian which 

has smaller assets than BIMB. Then, comparison was made with Perwira Affin 

which has larger asset than BIMB. Lastly, BIMB was equated to eight conventional 

institutions. They tested the liquidity ratio of Islamic banks whether it is higher 

during the early period compared to later period. Besides that, they also test on the 

increase of Islamic loan supply (Mudharabah and Musyarakah) over years. The 

financial productivity of the banks had been measured using 14 financial ratios and 

ANOVA had been utilized to assess the significant variation of the means. When 

compared to conventional institutions, BIMB are more liquid. In addition, they 

found that the main reason why financing under Mudarabah and Musharakah profit 

sharing in Malaysia is still lower due to the bankers is generally lack of knowledge 

in terms of managing, selecting and evaluating a profitable project. 

 

 
In another study, Hamid and Azmi (2011) compared the performance in term of 

liquidity between BIMB and nine conventional counterparties from 2000 to 2009. 
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The financial performance had been measured using financial ratios which comprise 

of qualitative and quantitative contexts. Meanwhile, the liquidity ratios used in this 

study are loan deposit ratio (LDR), current ratio and current asset ratio (CAR) and 

cash deposit ratio (CDR). T- test is utilized to determine the significant level of the 

means. They found that Islamic financing products such as Mudarabah and 

Musyarakah are not convincing portfolio for Bank Islam. However, conventional 

institutions are found as illiquid and riskier as equated to Bank Islam. The study 

highlighted that Bank Islam need to maintain high liquidity due to the need to 

guarantee customer’s deposit and trust; less scope of investment as investment in 

non-Shariah is not permitted; short-term loan and investment; and lastly the bank is 

not afford to bear loss and give a bad reputation to the whole Islamic banking system. 

Furthermore, study found that Islamic bank is not relying so much to borrowed fund. 

There are several factors contributed to higher liquidity of Bank Islam when the 

comparison was made with conventional banks. Firstly, small scope of investment 

where it can only invest in Shariah compliance projects; secondly, major loan and 

investment are only short term such as Murabahah where the investment is only 

short term and involve low risk; thirdly, the need to maintain good reputation of 

Islamic banking as the bank is still new related to conventional ones and the bank is 

not affordable to bear any losses. 

 
 

Babatunde (2013) measured conventional and Islamic institutions performance in 

United Kingdom from 2007-2011. In this survey, the performance comparison has 
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been made by selected five conventional and four Islamic institutions. The relevant 

figures have been extracted from annual report of the banks, Bloomberg, World 

Bank and IMF. The liquidity ratio has been measured using loan to asset ratio 

(LAR), cash and portfolio investment to deposit ratio (CPIDR) and loan to deposit 

ratio (LDR). Based on liquidity percentage, Islamic banks were low liquid in tenure 

of LDR if equated to standard banks. However, Islamic CPIDR and LAR remain 

greater than standard banks. High LAR indicates that Islamic bank is in higher 

illiquidity. In this ratio, the conventional banks were able to meet it obligation timely 

and effectively as the investment mostly in short period liquid holdings like Treasury 

bill which the instrument could be swapped to cash prior to maturity period. 

Meanwhile, Islamic banks mostly offered loans that have permanent duration and 

could not converted to money prior to maturity date. Overall, this study reveals that 

conventional institutions are performing better in term of liquidity than Islamic ones. 

Broaden management skills, differentiation and innovation of products and services 

could provide better performance in future for Islamic institutions. 

 

In reference to the work of Usman and Khan (2012), conventional institutions show 

a reduced amount of liquid when equated to Islamic ones. Both researchers analyzed  

the performance of conventional and Islamic banks in Pakistan for three years 

starting 2007 to 2009. Analysis has been made on the bank cash and portfolio 

investment ratio (CPIDR) and loan to asset ratio (LAR) loan deposit ratio (LDR). 

They utilized t-test to test the significant of the result comprising three conventional 
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and three Islamic banks chosen in this study. In addition, Islamic founded 

institutions are extra liquid than conventional based ones throughout the study time. 

The analysis present obvious indication that Islamic institutions are in expanding 

stages and is going to have additional yields from the banking activities. 

 
2.4.3 Credit Risk (Asset Quality) 
 

Credit risk as a gauge of asset quality normally attributed as major determinant for the 

variation in profitability. This variable considers the extra costs associated with loans 

for underwriting and monitoring expenditures that influence loan quality (Manlagñit, 

2011). The additional costs for handling this type of loan raises the operating cost of 

the banks thereby reduces the return. Thus, credit risk is projected to have a negative 

connection with profitability of the banks. This is because incompetence of banks with 

fewer quality finances may enhance the growth of outstanding credits which in turn 

has adverse effect on banks’ profitability. On the other hand, the results of Manlagñit 

(2011), Athanasoglou et al. (2008) and Sufian and Chong (2008) show the negative 

and significance association among credit risk and profitability. Conversely, Dietrich 

and Wanzenried (2011) studying the Switzerland’s banks case find statistically 

insignificant association among credit risk and profitability before global financial 

crisis. This is linked to the reality that Switzerland had negligible loan loss provision 

in pre-financial crisis period. However, he also found a significant negative influence 

of credit risk on banks’ profitability for the duration of the crisis time. 
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According to Sehrish et al (2012), Islamic institutions are found to be low risk in 

dealing in financing than commercial banks. The comparison has been made for five 

years period from 2007 - 2011. The aim of this survey is to make comparison on the 

performance of conventional and Islamic institutions in term of profit, efficiency 

and asset quality. Thus, sample size of this study has been taken from four 

conventional and four Islamic institutions operating in Pakistan. The banks credit 

risk had been measured using total impaired loan to gross loan ratio (IMLGL) and  

equity to net loan ratio (EQL). Due to financial crisis in 2009, banking sector profit 

has sharply decreased. However, Islamic banks still manage to minimize the 

decrease in profit and minimize the losses as equated to conventional ones. 

Meanwhile, in term of asset quality, Islamic banks are less risky as the banks were 

competent to deal deficits throughout financial crunches period and were able to 

deal with non-performing loan equated to conventional ones. The survey had 

established that the risk involve in Islamic institutions is very minimal and this may 

protect Islamic banks for the duration of crisis in the future. 

 

Rahim and Zakaria (2013) had made comparison on conventional and Islamic 

banks’ stability in Malaysia’s context. For the period of financial crisis, Islamic 

banks are not much affected than conventional counterparty. This shows that Islamic 

institutions are much better and stable than conventional ones. Therefore, this study 

analyzes stability in context bank specification and macroeconomics in Malaysia. 

Data had generated from the bank’s yearly report from 2005 to 2010. Meanwhile, 
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macroeconomics data has been generated from Monthly Statistical Bulletin of Bank 

Negara Malaysia’s (BNM). 17 Islamic institutions and 21 conventional ones were 

selected in this research. The banks stability has been analyzed using non-

performing loans (NPL) and Z-score. For Islamic banks the Z-score is higher which 

indicate that Islamic banks are not very perilous as associated to conventional banks.  

 

In term of NPL, conventional banks are found to be riskier where the NPL for 

conventional institutions are superior than Islamic ones. Hence, Islamic institutions 

are extra resistant and the probability to default is lower which indicate that 

Islamic banks stability is superior related to conventional ones. Even though, factor 

affecting stability for both type of banks is similar, except for degree of income 

diversification. 

 
2.4.4 Financial risk 
 

The determinant variable (financial risk) may give a negative effect on bank return. 

Srairi, et al (2009) finds a positive association among financial risk and profitability 

for all banks, Islamic and conventional. Therefore, revealing a significant direct 

correlation especially for Islamic institutions, which have a tendency of bearing farther 

risks than the former. Empirically, Srairi, et al (2009) and Khrawish (2011) confirm 

the significance and positive association among financial risk and profitability. 

Profitability is a general incentive for banks and depositors, and particularly for the 

case of Islamic banks, where asset investors are considered stockholders. Some of the 



35 
 
 

 

 

 

other dominant monitored factors that influence the bank profitability also need to be 

rigorously analysed, including bank size, credit risk, capital adequacy, financial risk, 

liquidity, overhead (operational efficiency), and macroeconomic factors (especially 

GDP).  

 

Rahim et al (2013) had made comparison on Islamic and conventional banks’ stability 

in Malaysia’s context. During financial crisis, Islamic banks are not much affected 

than conventional banks. This shows that Islamic banks are much better and stable 

than conventional banks. Therefore, this study analyses stability in context bank 

specification and macroeconomics in Malaysia. Data had generated from the bank’s 

annual report from 2005 to 2010. Meanwhile, macroeconomics data has generated 

from Bank Negara Malaysia’s (BNM) Monthly Statistical Bulletin. 17 Islamic banks 

and 21 conventional banks were selected in this study. The banks stability has analyzed 

using Z-score and non-performing loans (NPL). Z-score is higher for Islamic banks 

which indicate that Islamic banks are not very risky as compared to conventional 

banks. In term of NPL, conventional banks are found to be riskier where the NPL for 

conventional banks are higher than Islamic banks. Hence, Islamic banks are more 

resistant and the probability to default is lower which indicate that Islamic banks are 

stability is higher compared to conventional banks. Even though, factor affecting 

stability for both type of banks is similar, except for degree of income diversification 
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2.4.5 Operation efficiency  
 

Operational efficiency seems to be the main factor of bank profitability. The reason 

for this, is because only overhead operational cost is linked with the bank supervision 

as a dominated variable, yielding a negative link among bank profitability and 

overhead. Previous empirical work supports this expectation, including studies by 

Pasiouras and Kosmidou (2007), Chen and Liao (2011), and Athanasoglou et al., 

(2008). Yet, bank profitability can be affected by exogenous factors too. Among 

external determinants, macroeconomic indicators are attributed to the greatest 

explanatory impact on financial sector performance. Efficiency ratios measure the 

banks effectiveness and efficiency in order to make use of its assets and shareholder 

equity to produce revenue, excellence of receivables, by what means the banks 

managing its collections, payment timeliness to supplier or creditors, efficiency in 

inventory management and how well it controls their expenses (Sehrish et al, 2012). 

Furthermore, Wasiuzzaman et al (2013) indicates that Malaysia’s Islamic banks 

recorded high efficiency if related to conventional ones. They had analysed the 

productivity in operational to differentiate the conventional and Islamic institutions 

characteristics. Sample has been selected from nine conventional and five Islamic 

institutions in Malaysia from 2005 to 2009. Financial statement figures for this 

research is generated from Bank scope while the details for business governance were 

derived from yearly report of the institutions. This study has carried out in a few stages’ 

analysis. Firstly, descriptive analysis has been performed and has found that 

conventional banks net interest margin (NIM) is lower for Islamic ones. This shows 
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that conventional institutions are less effective in financing activities than Islamic 

banks. Then, t-test was utilized to assess the significant of the variation and the 

variables are found significant. 

 

Viverita (2010) had identified the Islamic banks’ performance in Indonesia and had 

equated with conventional ones. Islamic banks in Indonesia grew rapidly and much 

higher than conventional banks. Revenue efficiency, profit efficiency and cost 

efficiency ratios had been calculated to determine the cost and revenue of the banks 

from 2004 to 2008. Data for the report had been generated from annual financial 

statement of the banks which has been published by Central Bank of Indonesia. One-

way ANOVA had been utilized to test the significant of Islamic institutions 

performance. Meanwhile, f-test and t-test have been utilized to test the significant in 

performance different of Islamic and conventional banks. Study found that the 

efficiency in Islamic banks had contributed to the performance improvement. 

Conventional banks experienced lower cost efficiency compared to Islamic banks. 

In addition, Islamic institutions are more efficient in profit where it is able to 

generate more returns than conventional banks even when they lack experience in 

banking industry. This survey also reveals that big size Islamic banks are more 

efficient in costs meanwhile small size banks are more profit efficient. As a 

conclusion, big size Islamic institutions are more efficient in cost, revenue and 

revenue when related to big size conventional banks. 
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Similarly, Al-Smadi et al (2012) discuss the international financial crunch impact to 

the Islamic and conventional institutions’ performance in the context of operational 

efficiency. The study period is from 1997 to 2011 and had taken two period consist 

of Asian Financial Crisis in 1997 and international financial crunch in 2007. A few 

banks had been selected in a few countries such as Malaysia, Kuwait, Iran, Iraq, 

United Arab Emirates, Turkey, and Jordan. The study had proven that Islamic 

institutions are more efficient in operation equated to conventional ones. Islamic 

banking had expanded to the whole world not only to Muslim nations but to western 

nations and Non-Muslim as well. The humanization factor and justice are the factor 

that attracted the customer to do the business with Islamic banks equated to 

conventional ones which are exposed to interest based. Based on the study, 

conventional banks’ customers who took conventional loans had suffered losses as 

the interest rate for conventional banks are fluctuating based on economic condition. 

Therefore, during the crisis, many customers had chosen Islamic banks as it offered 

fixed interest rate along the tenure and offered products and services like 

conventional banks but comply to Shariah. Finally, this research has the view that 

Islamic banks have a potential to grow, sustain and acceptable to any religion in the 

future. 

 

In addition, Shahid et al (2010) indicates that Islamic banks are more efficient than 

conventional banks in terms of cost efficient and allocation but less efficient for 

technical efficiency. The study compared the performance efficiencies of Islamic 
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and conventional institutions in Pakistan from 2005-2009. Five conventional and 

five Islamic banks had been selected in this study. During the research period, 

Islamic banking in Pakistan is in early stages and only a few banks operated under 

fully Islamic policy. The measurement of efficiency for both banking sectors had 

been using variable returns to the scale (VRS) approach and Data Envelopment 

Analysis (DEA) under constant return to the scale (CRS). The reason conventional 

banks are better in technical efficiency is due to technology improvement and long-

time experience in banking industry. This study addresses the limitation for Islamic 

banking to grow is lack of public awareness on Islamic banking. However, even 

Islamic banks are in early stages, it had showed an improving trend every year. 

 

Johnes et al (2012) also made a comparison of Islamic and commercial institutions 

performance before, during and after the crunch for the period 2004 to 2009. The 

comparison had made using (DEA) data envelopment analysis. 207 conventional 

institutions and 45 Islamic ones had been selected in this study from 18 countries 

with at least 60% Muslim’s population. DEA model showed that the variation is not 

substantial in term of gross productivity among Islamic and conventional banks. 

This survey discovered that Islamic banks’ modus operandi has leads to lower 

competence of Islamic banks and effective modus operandi has leads to high 

efficiency of conventional banks. Nevertheless, managers in Islamic institutions are 

more effective which able to cover the disadvantages of Islamic banking system. 

Therefore, Islamic banks require to enhance their products and the banking system 
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by standardized the banking systems, while conventional banks need to improve the 

management skills in order to increase the managers’ efficiency. 

2.4.6 Gross Domestic Product (GDP) 
 

Profitability of the banks can be affected by exogenous factors too. Among external 

determinants, macroeconomic indicators are attributed as the most factors in 

explaining the performance of financial sectors. Generally, in the case of sound 

economic situation banks will be motivated to give more and the condition permit 

them to charge elevated margins. As an indicator of economic condition business 

cycle can determine banks’ performance. Theoretically, Gross Domestic Product 

(GDP) captures the ups and downs in business cycle. Accordingly, GDP is 

anticipated “to influence numerous factors related to the supply and demand for 

loans and deposits. As GDP growth slows down particularly during recessions, 

credit quality deteriorates, and defaults increase, thus reducing bank returns”, 

(Sufian and Chong, 2008). Thus, the association among GDP and profitability is 

anticipated to be statistically significant and positive. The results of several previous 

empirical findings support the direct effect of GDP on bank’s profitability (Dietrich 

and Wanzenried, 2011; Athanasoglou et al, 2008; Sufian and Chong 2008; Oslon 

and Zoubi, 2011). 

2.4.7 Bank Sector Development 

Banking Sector Development (BSD) is calculated as the total assets of the banking 

industry to GDP ratio. This variable is widely used in the literature (Lee et al. 2015; 

Tan 2016; Tan and Floros 2012a, 2012b, 2012c). The more developed banking 
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sector indicates the demand for banking product and services which attracts more 

competition, and banks can increase their profitability with effective strategies (Tan 

and Floros 2012a). On the other hand, banks are expected to compromise on profit 

margin in a more competitive banking structure, as argued by Demirgüç-Kunt and 

Huizinga (1999). We are not certain about any specific effect of banking sector 

development over profitability.  

2.4.8 Inflation  
 

There are some truths about global issues concerning on profitability. These studies 

discovered that inflation positively influenced on creating more profit and interest 

margins. This is to say that, bank returns develop better with inflation than bank 

expenses do. On the other hand, another study of banking system in Nigeria was 

presented by study of Aburime (2008). Inside this study, they examined 154 banks 

over the 1980- 2006 periods. It is important to understand that, main idea of this 

work is the analysis of external factors. According to the findings of the researchers 

reveal real interest rates, inflation, monetary policy and exchange rate are significant 

macroeconomic indicators of bank performance in Nigeria. In addition, the above 

study shows a solid association among profitability of the bank and macroeconomic 

indicators. But they also stated that banking sector development, financial structure 

and stock market development are not statistically substantial; and the association 

among tax policy and bank profitability in Nigeria is inadequate. 

 

On the other hand, Naseem, et al. (2012), who intended to pinpoint profitability of 
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factors of bank sector in Pakistan. In this work, forty institutions were examined 

from 2006-2010. The two researchers studied the association between bank specific 

characteristics and macroeconomics variables. In their survey, they use ROCE 

(return on capital employed), NIM (net interest margin), ROE (return on equity) and 

ROA (return on assets) as profitability gauges. To evaluate the effect of inflation, 

economic growth, market capitalization, deposits, equity and loans on factors of 

profitability methods by utilizing POLS (Pooled ordinary least square). The findings 

of this study reveal both internal and external 30 determinant have solid effect on 

profitability. 

 

Lastly, the study of Ahmad, et al. (2011) finds the bank net interest margins and 

profitability measures utilizing a stable panel of 167 institutions from 2003-2008. 

Among these 167 Institutions, 89 banks signify Latin America and other 78 of them 

stand for East Asia. By the analysis of this regression model, it can be noticed that 

inflation and gross domestic product have feeble impact on bank profitability. 

Nevertheless, capital adequacy, bank size, cost-income ratio, loan loss reserves and 

liquidity ratio are statistically substantial. This means that macroeconomic factors 

have feeble impact on profitability, whilst internal variables are extremely 

associated with profitability of banking structure in Latin America and East Asia. 
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2.5 Summary 
 

Bank profitability is a main issue for the sustainability of the sector. In addition, high 

earning is an incentive for the banks and depositors particularly for the case of Islamic 

institutions where depositors are considered as shareholders unlike their conventional 

counterparty. Consequently, the internal and external determinant factors for bank 

profitability must be analysed thoroughly since both bank specific variables and 

exogenous factors can affect the banks’ profitability performance. Some of the 

dominant controlled variables which affect bank profitability are asset quality, capital 

adequacy, liquidity, overhead (operational efficiency) and financial risk, whilst 

macroeconomic factors are mainly GDP, inflation and bank sector development are 

considered as external determinant factor that affects banks’ profitability. 
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CHAPTER 3 
 

 
METHODOLOGY 

3.0 Introduction 
 

This section presents about the methodological details and the organization used for 

the assessment of the research objectives. According to Kothari (2001) research 

methodology is more than just collections of method to perform a research; it is a 

systematic way to solve the research problem. The research methods refer to the 

methods and techniques used by the researcher in performing the research.  It 

comprises research framework, hypothesis development data sourcing, data selection, 

model design and statistical assessments to be commenced. In this section, the 

formulated model to analyse the link among explanatory variables (bank specific & 

external banking characteristics) and performance of Islamic and conventional banks 

(profitability) has been explicitly specified. Thereby, the model analyses the internal 

performance of the bank utilizing bank specific variables while external variables 

analysed by evaluating macro and financial variables.   

3.1 Research Framework  
 

Usually, research framework reveals the dependent variable and independent variable 

of the research. We have chosen the independent variables of this research based on 

the variable that other researchers used before to test for profitability of banks. 
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Figure 3.1: Research Framework 
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          Dependent Variable 
 
 
 
 
 
 
 
 
 
  
                                                                                                         

 

The dependent variable for this study is the performance of banks which in study is 

assessed using ROA of banks. The independent variables refer to factors that are 

determining the dependent variable such internal bank variables and other 

macroeconomic variables.  
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3.2 Hypothesis Development  
 

In respect of the acknowledged research queries and research goals, this study seeks 

to empirically test or identify different hypothesis pertaining our research objectives. 

The following provides the discussion about how each hypothesis was made.  

3.2.1 financial policy reforms on banks performance 
 

One of the most important goals of financial reforms is to develop more effective, 

greater and strong economic structures, thus can help the development of not only 

public segment businesses (Ajilore 2003). Conversely, the advocates of financial 

liberalization contended such restructuring might fetch about noteworthy financial 

reimbursements through enhanced bank functioning competence plus efficiency 

towards supplementary operative enlistment and well-organized distribution of funds 

among many financial components. However, if the restructuring of the financial 

system does, lead to productivity improvements, then stockholder prosperity may 

possibly enhance. At the same time, if amendments don’t show the vowed encouraging 

results, but then again amendments may possibly guide to a fewer valuable and 

appreciated banking businesses. 

H1: There is a structural break in the performance of banks before and after 

adoption of financial blueprint policy reforms.  

3.2.2 Variables 
 

3.2.2.1 Profitability and Performance 
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Moin (2008) indicates that profitability ratio shows the bank ability to generate 

return after deducts all the expenses and other cost within the time period. 

Profitability ratios measure the return on assets, equity, investment and deposits. It 

indicates the banks performance in term of profit. Profitability ratios describe the 

banks’ ability to generate more profit which is higher than the cost and expenses. 

The four ratios below are displayed as percentage and used to indicate the earnings 

or profit of banks. Meanwhile, Samad and Hassan (1999) indicate the efficiency in 

managerial using ROA and ROE. The higher ratios value as compare to previous 

year, industry average or competitors, imply that the institutions are doing well.  

 

H2 = there is a significant difference in terms of profitability between Islamic and 

conventional banks before and after adoption of financial blueprint policy 

reforms.  

 

3.2.2.2 Liquidity and Performance 
 

Ansari and Rehman (2011) used the four ratios below to calculate liquidity ratios. 

Liquidity ratios evaluate the ability of the banks to payback it short term debt 

obligation. This ratio generally show that the higher value is better as it showed the 

ability of the banks to payback its debt obligation are higher except for LTA ratio. 

Three general liquidity ratios are current ratio, quick ratio and operating cash flow 

ratio. However, in this research we took four ratios to measure the banks’ 

performance in term of liquidity. 
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H3 = there is a positive relationship between liquidity and profitability of banks  

3.2.2.3 Credit Risk (Asset Quality) 

Credit risk as a gauge of asset quality normally attributed as major determinant for 

the variation in profitability. This variable takes into account “the extra costs 

associated with loans for underwriting and monitoring expenditures that influence 

loan quality” (Manlagñit, 2011). The additional costs for handling this type of loan 

raises the operating cost of the banks thereby reduces the return. Thus, credit risk is 

expected to have a negative relationship with profitability of the banks. This is 

because inefficient banks with less quality loans may enhance the accumulation of 

unpaid loans which in turn has adverse effect on banks’ profitability. The findings 

of Manlagñit (2011), Athanasoglou et al. (2008) and Sufian and Chong (2008) show 

the significant and negative relationship between credit risk and profitability. 

H4 = there is a negative relationship between Asset Quality and profitability of 

banks. 

3.2.2.4 Financial Risk 
 

the determinant variable (financial risk) may give a negative effect on bank return. 

Srairi (2009) finds a positive association among financial risk and profitability for all   

banks, Islamic and conventional, therefore, revealing a significant direct correlation 

especially for Islamic institutions, which have a tendency of bearing farther risks than 

the former. Empirically, Srairi (2009) and Khrawish (2011) confirm the significance 

and positive association among financial risk and profitability. Profitability is a general 

incentive for banks and depositors, and particularly for the case of Islamic banks, 
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where asset investors are considered stockholders. Some of the other dominant 

monitored factors that influence the bank profitability also need to be rigorously 

analysed, including bank size, credit risk, capital adequacy, financial risk, liquidity, 

overhead (operational efficiency), and macroeconomic factors (especially GDP).  

H5 = there is a positive relationship between Financial Risk and profitability of 

banks. 

 
3.2.2.5 Efficiency and Performance 
 

Efficiency ratios measure the banks effectiveness and efficiency in make use of its  

assets and shareholder equity to produce revenue, quality of receivables, how well 

the banks managing its gatherings, payment timeliness to supplier or creditors, 

efficiency in inventory management and how well its control their expenses (Sehrish 

et al, 2012).  The higher the values of efficiency ratios consider a good sign for the 

banks (Moin, 2008). 

H6 = there is a negative relationship between Operation Efficiency and 

profitability of banks. 

3.2.2.6 Bank Sector Development and Performance 
 

The development of any real economic sector has either direct or indirect influence on 

the performance of Islamic banks. Bank sector can develop due to factors such as 

merger, agglomeration effect, adoption of high tech, or privatization. It is calculated 
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as the total assets of the banking industry to GDP ratio. This variable is widely used in 

the literature (Lee et al. 2015 and Tan, 2016).  

H7 = there is a negative relationship between GDP and profitability of banks. 

3.2.2.7 GDP and Performance 
 

This variable is the indication of economic growth. The banks are expected to deal 

with more operational activities including lending, borrowings, and non-interest-

bearing services during the economic growth. One can expect its positive relationship 

with the profitability of a bank, which is consistent with previous studies (Sinha and 

Sharma 2016; Athanasoglou et al. 2008; Dietrich and Wanzenried 2011; Trujillo-

Ponce 2013). Therefore, we also expect a positive impact of economic growth over 

profitability.  

H8 = there is a positive relationship between GDP and profitability of banks 

3.2.2.8 Inflation and Performance 

Annual change in the consumer price index is used as a proxy. We found mixed 

evidence in previous literature: Moualhi et al. (2016) found a negative relationship 

of inflation and profitability; Lee et al. (2015) found a positive relationship with 

ROE and negative with ROA and NIM; and Djalilov and Piesse (2016) found a 

negative relationship with profitability of early transition countries and positive 

relationship in late transition countries. Considering the mixed evidence, we do 

expect a positive relationship between inflation and the profitability of banks in 

Malaysia.  
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H9 = there is a positive relationship between GDP and profitability of banks 

Table 3.1 Explanation of variables for bank profitability model 

Variables  Description Computing                           Expected 
Result 

ROA Return on assets (net 

income to assets) 

Net income 
 Total asset 

 

LR Liquidity Ratio Loan to Assets Ratio (LTA) = Net 

loans/Total assets 

+Ve 

AQ Asset Quality (credit 

risk) 

Loan loss provision / Total asset -Ve 

OPE Operational Efficiency The cost of overhead/Total asset -Ve 

FR Financial Risk Total liability /Total asset +Ve 

GDP Gross Domestic Product Real Annual rate +Ve 

IF Inflation rate Annual rate +Ve 

BSD Bank Sector 

Development 

Value of credit to private sector / 

GDP 

-Ve 

 

3.3   Data source 
 

The financial ratios of the banks used in this study is mainly taken from Bloomberg, 

DataStream and the financial reports recorded in the website of the banks. The data 

consists of 9 Islamic banks (RHB, Bank Islam, Bank Muamalat, Maybank Islamic, 

Affin Islamic and Hong Leong Islamic, CIMB Islamic, KHF  and Al Rajhi) and 13 
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conventional banks (Alliance, CIMB, RHB, Affin, Hong Leong, Maybank, Ambank, 

Standard, United Overseas, China Bank, Citi bank, Deutsche Bank and Public) during 

2006-2018. 7 Islamic banks were excluded (Public Islamic, Ambank, HSBC Amanah, 

MBSB, OCBS, Standard Sadiq and Alliance Islamic bank) due to their data availability 

and all of them started their operations after 2008. It’s also important to note that some 

other conventional banks were excluded as some of them got their licence very 

recently like China Construction bank while others have data from 2010 and onwards. 

The remaining exogenous variables are collected from Malaysian statistical database 

and Bank Negara Malaysia website.  

3.4   Data selection    

Data used in this research had been generated from balance sheet, notes to the 

accounts, income statements contained in banks’ annual reports. Based on the data, 

financial ratios had been computed to examine the financial performance of the 

banks. Both banks’ performance was evaluated in term of profit, liquidity, asset 

quality, financial risk and operation efficiency. The annual reports had been obtained 

from the website of selected banks and Bloomberg and DataStream in university 

library. Other external variables were evaluated such as GDP, Inflation and bank 

sector development. This study had selected 9 Islamic and 13 conventional 

institutions in Malaysia. The list of all banks in Malaysia can be referred to 

Appendix I. The banks are selected based on the local bank status which is 

established in Malaysia and the availability of their financial data. However, the 

study period for this research is from 2006 to 2018 therefore, some of the Islamic 
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banks chosen started the operation very recently are excluded from the sample. The 

list of banks studied under this research are displayed in table 3.2 and 3.3.  

Table 3.2 List of Islamic Banks  

No. Name Ownership 

1 Affin Islamic Bank Berhad L 

2 Al Rajhi Banking & Investment Corporation Malaysia 

Berhad 

F 

3 Bank Islam Malaysia Berhad L 

4 Bank Muamalat Malaysia Berhad L 

5 Cimb Islamic Bank Berhad  L 

6 Hong Leong Islamic Bank Berhad L 

7 Kuwait Finance House Malaysia Berhad F 

8 Maybank Islamic Berhad L 

9 RHB Islamic Berhad L 

Source: BNM website 
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Table 3.3 List of Conventional banks  

No. Name Ownership 

1 Affin Bank Berhad L 

2 Alliance Bank Malaysia Berhad L 

3 AmBank M Berhad L 

4 Bank of China Malaysia Berhad F 

5 Citibank Berhad  F 

6 Deutsche Bank Malaysia Berhad F 

7 Hong Leong Bank Berhad L 

8 Malayan Banking Berhad L 

9 RHB Bank Berhad L 

10 Public Bank Berhad L 

11 Standard Chartered Bank Malaysia Berhad F 

12 Cimb Bank Berhad  L 

13 United Overseas Bank Malaysia Berhad F 

Source: BNM website 
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The kind of data opted for this study is panel data across the study period. Panel data 

refers to the “pooling observations on a cross-section of households, countries, firms, 

etc. over several time periods” (Baltagi, 2008).  Intrinsically, panel data has some 

crucial advantages which make it suitable for this kind of research. Among its 

advantages are; it helps to control the individual bank’s heterogeneity, “it increases the 

number of observations” (Murray, 1946), it gives more degree of freedom compared 

to the sole time series or cross-section data. In addition, there will be less collinearity 

among determinant factors. Furthermore, it is more suitable to measure the dynamics 

of change such as bankruptcy of the sector.  On the other hand, the study duration was 

explicitly chosen to see the structural change of 2011 financial blueprint policy reform 

on the performance of Islamic and conventional institutions in Malaysia. Likewise, the 

Malaysia is chosen to observe the resilience of Islamic and conventional banks during 

the policy reform since Malaysia has considerable market share of shariah compliant 

banks and other conventional which has competency excellence in leading the 

industry. 

3.5   Model specification    
 

To carry out banking performance analysis, profitability model is used as a dependable 

variable in the analysis. ROA is used as a proxy for profitability as explicitly stated 

below. 

ROA = f (LR, AQ, FR, OPE, GDP, IF, BSD) 
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where, ROA is Return on assets measured, LR is liquidity ratio, AQ is asset quality 

(credit risk), OPE is operational efficiency, FR is financial risk, BSD is Banking sector 

development GDP is real Gross Domestic Product growth and IF is Inflation rate 

indicator.  

Equation: 

𝑹𝑶𝑨 = 𝜷𝟎 + 𝜷𝟏𝑳𝑹𝒊𝒕 + 𝜷𝟐 𝑨𝑸𝒊𝒕 + 𝜷𝟑𝑶𝑷𝑬𝒊𝒕 + 𝜷𝟒𝑭𝑹𝒊𝒕 + 𝜷𝟓𝑮𝑫𝑷𝒊𝒕 + 𝜷𝟔𝑰𝑭𝒊𝒕

+ 𝜷𝟕𝑩𝑺𝑫 + 𝜺𝒕 

Where, the subscript ‘’ refers to the banks and ‘’ stands for the time period of the study. 
The dependent variable of model I is the overall banks’ profitability performance.   

3.6   Data Analysis  
 

In this research, we will use Stata and EViews software to analyse the collected ratios. 

Other than that, broadly speaking, the commonly utilized methods to analyse the 

overall banking performance are parametric and non-parametric approaches of 

stochastic and Data Envelopment Analysis (DEA). The former is an econometric 

approach which consists both explanatory and stochastic (error) term while the later 

involves input-output mathematical linear programming. None of the approaches is 

exceptional to each other. One method could be more appropriate than other based on 

the kind of student's variables and data. Rather this practical distinction gives about 

virtues and imperfections for every one of these techniques.   
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For instance, “there are no diagnostic checks for model misspecification in DEA (Data 

Envelopment Analysis) that could result due to wrong choices in variable selection” 

(Bitog, J. P., et al 2011). In addition, even though financial sector is sensitive to shocks 

the magnitude of disturbance (stochastic noise) term will not be included in non-

parametric approach. Besides, econometric technique is more appropriate to analyse 

the structural stability of the sector using breakpoint. Thus, some of the shortcomings 

of non-parametric approach lead to prioritizing ordinary lease square econometrics 

technique in order to answer for the research objective.   

3.6.1 Descriptive Analysis 
 

The descriptive analysis is carried out to analyse the descriptive information of the 

model. Later we will also look at the trend of the independent variable across the two 

periods under investigation before the adoption of financial blueprint policy and after 

in order to see whether there is structural change visible in the present study period. 

 
3.6.2 Statistical tests   
 

In this sub-section statistical tests such as statistical importance of the coefficients, 

existence of heteroscedasticity, multicollinearity will be performed and lastly 

Hausman’s test will be conducted to choose the fit model for the analysis.   

3.6.3 Diagnostic Tests of Panel Data Analysis 
 

Normality, heteroscedasticity, autocorrelation and multicollinearity are the common 

diagnostic tests to be conducted before analysis and econometric modelling can be 
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done (Carneiro, 2006). These four (4) tests were conducted in this study in order to 

prove that there is a high possibility that econometric assumptions are not violated and 

to obtain truthful results.  

3.6.3.1 Normality Test 
 

 Normalcy is described as the shape of the allocation of data for individual quantitative 

data variable and its normal distribution. It is a basic assumption in multivariate 

analysis that follows the premise that a significant deviation from normality will result 

in an invalid statistical outcome (Hair, Black, Babin, Anderson, & Tatham, 2006). 

According to Tabachnick and Fidell (2007), the distribution shape can be observed on 

a graph. The residual distributions according to standardized normal probability plots 

(pnorm) that are sensitive to non-normality in the middle data range were noted. For 

the purpose of this study Shapiro-Wilk, Shapiro-Francia, and Mardia Skeness were 

used respectively. 

3.6.3.2 Heteroscedasticity Test 
 

The test for heteroscedasticity of a group of variances is needed in the panel data 

analysis because such analysis is a combination of time series and cross-sectional data. 

There are many heteroscedasticity tests available, namely, Goldfeld-Quandt Test, 

Spearman’s Rank Correlation, Glejser Test, Park Test, White Heteroscedasticity Test 

and the Breush-Pagan Goldfrey Test. Consequently, Gujarati and Porter (2009) 

pointed out that there is no answer for the best and most powerful test to diagnose the 

problem. Greene (2003) suggested using the White Heteroscedasticity Test. The 
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Whites test itself has many alternatives and the choice of such a test depends on the 

statistical package used. In the panel data analysis using Stata statistical software, a 

revised Wald test for cluster shrewd heteroscedasticity in the residuals could measure 

heterogeneity from the significance of the chi-square value (Greene, 2003). 

3.6.3.3 Autocorrelation Test 
 

Another diagnostic test that is pertinent to the panel data analysis involves checking 

the correlation between the disturbance term of observations in time or space (Gujarati 

& Porter, 2009). In the panel data analysis, the test to ascertain the presence of 

autocorrelation in the panel is based on the Wooldridge test for autocorrelation 

(Carneiro, 2006). The test involves checking the significance of null hypothesis that 

there is no idiosyncratic error of a linear panel data model. The significant F-value 

indicates the existence of autocorrelation in the model. This problem can be solved by 

using the random effect model or the fixed effects model since the model always 

provides consistent estimators (Gujarati & Porter, 2009; Wooldridge, 2003). 

3.6.3.4 Multicollinearity Test 
 

Although the panel data analysis, to some extent, can reduce the multicollinearity 

problem (Baltagi, Bratberg & Holmås, 2005). Multicollinearity examining is a normal 

analytical test to confirm that not any of the independent variables are extremely 

linked, which can result in massive variance bias. The high correlation between two 

(2) independent variables would result in a huge bias in variance, thus, causing the 

estimations to be unreliable (Baltagi et al., 2005). The Variance inflation Factor (VIF) 
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is an example of the test that is common to examine such a problem. It treats one (1) 

of the independent variables as dependent variables and the remaining independent 

variables as independent variables. Other tests that have been used by many 

researchers include the Correlation Matrix and Condition Index (Anderson & Zeghal, 

1994). It is anticipated that, by conducting a multicollinearity test for the panel data, 

one (1) of the basic requirements for econometric regression is met. 

3.6.4 Correlations 
 

The present research defines the interrelationships among the variables. The result of 

the assessments shows the kind, path and importance of the relationship of the 

variables appear in the research and this relationship is evaluated based on the Person 

Correlation. 

3.7 Panel Data Analysis 
 

 According to Baltagi et al. (2005), panel data refers to the pooling of observations on 

a cross section over several times. In short, it is a hybrid of time series and cross-

sectional data structures, thus, enabling the researcher to study the dynamics of change 

over the short time series. In this study, panel data is utilized due to the potential 

benefits provided by this approach, in particular it can enhance the quantity and quality 

of data that could not be provided with either a cross sectional or a time series alone 

(Greene, 2003). The researchers further suggest that research on corporate governance 

and financial performance could be conducted by utilizing panel data analysis since it 

offers various benefits other than data structure, such as cross sectional and time series 
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where panel data are capable, to some extent, of controlling for model specification 

(Henderson & Kaplan, 2000). In the current study, the data is analysed using Stata 14 

statistical data analysis software. The analysis of static panel data includes the random 

effect and fixed effect analysis. 

3.7.1 Choosing between Fixed Effects Model vs Random Effects Model 
 

 Baltagi et al. (2005) proposed the fixed effects model or random effects model to 

evaluate the panel data. The fixed effects model is a regression with continuous slopes; 

however, the intercepts vary corresponding to the cross-sectional unit while the 

random effects model would have a random constant term (Greene, 2003). The choice 

of the fixed effects model or random effects model can be tested based on the Hausman 

requirement test recommended by (Hausman 1978). This test is established on the 

disparity among the fixed effects and random effects estimators. The fixed effect is 

preferable over random effect when the Hausman test result is significant in the model 

(Al-Ajmi, 2008). 

3.7.2 Hausman’s test  
 

The equation is regressed using both fixed effect (FE) and random effect (RE) 

estimates. However, OLS model is not applicable to perform the estimation of the 

random effect estimates. Rather Generalized Least Squares (GLS) technique is 

preferable. Hence, the Hausman test is applied in bid to opt among the two models 

(OLS and GLS). The Hausman test is the test for the statistical significance of the 

disparity among the measurement assessments resulted from FE and RE.  To perform 
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this test, the null hypothesis, H0, is stated as “RE estimates are efficient and consistent, 

and FE estimates are inefficient”. If H0 is rejected, the conclusion is that RE is not the 

appropriate estimate instead FE is preferred estimator. 

3.8 Structural Stability Test of Profitability   
 

The connection among dependent variable and explanatory variable could be changed 

and/or the magnitudes of the variables may not be the same throughout the research 

period due to some internal and external forces. This test is held by employing ‘Chow 

test’. Particularly, it helps to answer the objective of the research by evaluating 

whether there is structural change as an impact of financial blueprint in the parameters 

of Malaysian banks before and after the adoption of the policy reform.   The hypothesis 

for the structural change between the two period or otherwise is given as follows: 

𝑯𝟏 = 𝜷𝟎𝟏 = 𝜷𝟎𝟐,  𝜷𝟏𝟏 = 𝜷𝟏𝟐, 𝜷𝟐𝟏 = 𝜷𝟐𝟐, 𝜷𝟑𝟏 = 𝜷𝟑𝟐 = ··· = 𝜷𝟖𝟏 = 𝜷𝟖𝟐 

H1: at least one of pairs is not equal 

The refusal of null hypothesis reveals that there is structural change to the model 

parameter(s) due to the impact of financial blueprint reform implemented by the 

Malaysian government in 2011. 

~Fk, (n1 + n2 – 2k – 2), Where 1 & 2 refer to the 

period before the adoption of the financial 

blueprint policy and after reform, respectively. 
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3.8 Summary  
 

The researcher has discussed about the theoretical framework, hypothesis 

development, research design and measurement, data collection and data analysis 

techniques in this section. Secondary data of specific parameters (bank specific and 

macro variables) is utilized to estimate the determinants of bank performance 

pertaining to profitability. Before the results were interpreted some relevant tests will 

be performed to confirm whether the finding is consistent with prior expectations of 

the study or otherwise. Accordingly, Hausman’s test of model selection, statistical 

significance test, multicollinearity, heteroscedasticity, and structural stability tests are 

performed.   
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CHAPTER 4  
 

 

FINDINGS AND ANALYSIS 
 

4.0 Introduction 
 

This chapter exhibits the analysis of the outcomes of the study. The data is analysed 

with the use of Stata 14 software. As was revealed before in chapter three, we are 

measuring the performance banks using ROA model. Moreover, this section is divided 

into six sub-sections which are as follows; Section 4.1 start with introductory and 

Section 4.2 exhibits the descriptive statistics of the variables in the study and analysis 

of banks all banks performance across periods. Section 4.3 discusses diagnostic tests 

of panel data and 4.4 model selection between fixed and random models. Correlation 

analysis is presented in Section 4.5 Section and 4.6 discusses about the regression 

analysis. Additionally, the structural stability test is performed in section 4.7 and 

Section 4.8 present the discussion of the profitability model result. Finally, Section 4.9 

ends with the summary/concluding remarks of the chapter. 

4.1 Descriptive Statistics 
 

Descriptive analysis is conducted in order to give brief information about the model 

that can prompt simple and better elucidation of data (Genser, Cooper, Yazdanbakhsh, 

Barreto, & Rodrigues, 2007). Table 4.1 exhibits the mean, standard deviation, 

minimum and maximum of the variables shown in the study. In the underlying steps, 
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the descriptive statistics for the dependent and independent variables have been 

abridged and exhibits in Table 4.1 that included the information of mean, standard 

deviation, minimum and maximum of the variables in the study.  

Table 4.1 Summary of Descriptive analysis (All Banks) 

Variable Obs. Mean Std. Dev. Minimum Maximum 
ROA 286 1.526     .9992       -6.76         5.5 
LR 286 .6006     .1607   .0083    .833 
AQ 286 .0036    .0071   -.001    .078 
FR 286 .905      .056    .228    .998 
OE  286 .022     .022    .001    .260 
GDP 286 4.915     2.022        -1.5         7.4 
BSD 286 14.019     25.883   -74.406   29.502 
IF 286 2.495     1.254          .6 5.43 
      

Table 4.2 Summary of Descriptive analysis (Islamic Banks) 

Table 4.3 Summary of Descriptive analysis (Conventional Banks) 

ROA = Return on Asset; LR = Liquidity Ratio; AQ = Asset Quality; FR = Financial 
Risk; OE = Operation Efficiency; GDP = Gross Domestic Product; BSD = Bank Sector 
Development; IF = Inflation. 

Variable Obs. Mean Std. Dev. Minimum Maximum 
ROA 117 1.449     .8938         .18  5.5 
LR 117 .5907     .1394    .0083   .833 
AQ 117 .0047     .0102   -.0003    .0785 
FR 117 .9102     .0736    .2282    .998 
OE  117 .0132     .0272    .001    .260 
GDP 117 4.915     2.022        -1.5         7.4 
BSD 117 14.019     25.883   -74.406   29.502 
IF 117 2.495     1.254          .6 5.43 
      

Variable Obs. Mean Std. Dev. Minimum Maximum 
ROA 169 1.624     .8505         -.4         4.65 
LR 169 .6075     .1741    .0581    .821 
AQ 169 .0029     .0035   -.0014    .0263 
FR 169 .9018      .0400    .6500     .9582 
OE  169 .0287     .0134    .0057    .071 
GDP 169 4.915     2.022        -1.5         7.4 
BSD 169 14.019     25.883   -74.406   29.502 
IF 169 2.495     1.254          .6 5.43 
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Referred to the Table 4.1 above, it shows the outcome for descriptive statistic carried 

from the variables integrated into the model. The descriptive figures which comprises 

of mean, standard deviation, minimum and maximum, which were run with Stata 

version 14. Considering the descriptive analysis as condensed in Table 4.1, the mean 

value for ROA in all Malaysia banks is 1.526 (1.449 for Islamic banks and 1.624 for 

conventional banks) and the minimum and maximum ROA in all banks are -6.76 and 

5.5 (.18 and 5.5 for Islamic banks and -.4 and 4.65 for conventional banks) as seen in 

table 4.2 and 4.3 respectively, showing that ROA of IBs is 1.45% which is lower than 

that of CBs at 1.62%, indicating that managerial efficiency in CBs is higher since their 

assets can generate higher returns than IBs. This shows that CBs are more profitable 

and is inconsistent with the findings of Khan et al. (2017) which asserted that IBs are 

more profitable than CBs in Pakistan. On the other hand, the outline of the findings 

shows that the mean for Liquidity Ratio (LR) which evaluates the competence of the 

banks to payback short term debt obligation is .5907 for Islamic banks and .6075 for 

conventional CBs as displayed in table 4.2 and 4.3 respectively, which shows that are 

Islamic banks to be dominating in Liquidity, since they have a lower NLTA than CBs 

(IBs; 59% and CBs 61%). The lower net loans to total assets ratio in IBs indicates that 

they are more liquid, because they have fewer assets engaged in loans. Iqbal et al 

(2011) and Merchant (2012) found that the NLTA should be as low as possible, 

because a high NLTA means that bank is highly engaged in lending and this may have 

adverse effects as the bank might face huge risk of defaulters. The findings are 

consistent with those of Momeneen et al (2011). 
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In addition, based on the above result, Islamic banks have Asset Quality (AQ) with a 

mean value of 0.47% and 0.29% for conventional banks as displayed in table 4.2 and 

4.3 respectively, which shows that conventional banks have fewer loan loss provision 

to their total assets which relatively means CB’s have more credible and superior asset 

quality than IB’s.  Asset quality provide earnings for banks which directly impact their 

performance. This is inconsistent with findings of Momeneen et al (2012) as they 

assert that banks maintaining high provisions for bad loans should be concerned as this 

will signal towards future losses. 

 

Meanwhile Islamic banks record Financial Risk (FR) with mean value of 90% and 

91% for conventional banks as displayed in table 4.2 and 4.3 respectively. Lack of 

banking performance signifies financial risk. Operational Efficiency (OE) is a proxy 

to assess how bank’s board controls the overhead expenses thus in the above 

descriptive result it shows that operation efficiency of Islamic banks with mean value 

of 1.3% and 2.8% for conventional banks. Therefore, the more efficient management 

of the banks utilizes less rate of expense to total assets. Basically, (GDP) Gross 

Domestic Product is a gauge of economic level and its trend shows the fluctuation of 

associated business cycle. In this study, GDP is used to as a macroeconomic variable 

which has mean value of 4.915 with minimum of –1.5 and maximum of 7.4. In the 

case of real economic growth, the performance of financial institutions is expected to 

be positive and vice versa. conversely, the development of any real economic sector 

has either direct or indirect impact on the performance of banks. In the above result 
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shows, Bank Sector Development (BSD) to have a mean value of 14.019 with 

minimum of -74.406 and maximum of 29.502. Samir (2009) found a positive 

significance relationship between bank sector development and profitability. Lastly, 

the impact of inflation on the performance of bank depends on anticipation. If the 

inflation rate is not anticipated, it is expected to have adverse effect on banks’ 

performance (see Pasiouras and Kosmidou (2007). Thus, in the above result reveals 

Inflation (IF) to have mean value of 2.495 with minimum of .6 and maximum of 5.43. 

therefore, inflation can be attributed as one of a key determinant of bank performance. 

4.1.1 Performance of banks 
 

The trend movement of bank profitability performance also indicates that there are 

differences in terms of profitability before and after the adoption of financial policy 

reform in Malaysia. There has been a dramatic decline in the return on assets of Islamic 

banks after the global financial crisis. This indicates that Islamic banks are not directly 

affected by the global financial crisis of the 2008 due to internal reasons, but that their 

profitability has been affected due to external shocks that affect economy as shown in 

figure 4.2. On the other hand, based on the graph, the profitability ratio of Islamic 

banks started increasing after the financial crisis and if we particularly look after  

financial blueprint policy reform in 2011, it seems that the rate of profitability of 

Islamic banks started declining which is quite surprising, because our assumption was 

that the reforms will bring better financial performance of Islamic banks. Kuwait 

Finance Bank (foreign), Al Rajhi Islamic (foreign) and Cimb Islamic (local) are the 
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only banks with average rate of ROA therefore, the rest of other Islamic banks in 

Malaysia seem to be performing very low just like during financial crisis in 2008.  

Figure 4.1 Profitability ratio of Islamic Banks 

 

Meanwhile, looking at the conventional banks in Malaysia as shown in the figure 4.2, 

there has been dramatic decline in the return on assets of the banks after the global 

financial crisis. This indicates that conventional banks are directly affected by the 

global financial crisis of the 2008 due to internal reasons, but also their profitability 

has been affected due to external shocks that affect economy just like other banks 

experienced globally due to high risk exposed which is associated with the interest 

rate. In addition, in figure 4.2 we realized that only conventional foreign banks in 

Malaysia such as (Standard, United overseas and Citi banks) are performing better 

before and after the 2011 policy reforms on average 4.6 maximum and 1.9 minimum 

of ROA. Meanwhile Deutsche bank has experienced a surprising sharp increase of 

ROA for the last three years as the bank was previously performing below average. 
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On the other hand, Malaysia local conventional banks seem to be performing very low 

as well on average ROA of 1.6 maximum and 0.6 minimum.  

Figure 4.2 Profitability ratio of conventional banks in Malaysia  

 

Having looked at both Islamic and conventional banks performance before and after 

the adoption of Malaysian financial blueprint policy, we accept our H2 hypothesis and 

confirm that there is difference in terms of profitability between conventional and 

Islamic banks in Malaysia. Overall, based on the trend of average ROA of banks, local 

Islamic banks were much better off before the adoption of financial blueprint reform 

and they seem to decline after the reforms were made in 2011 except in 2018 which 

they seem to increase little bit even though the end of the reforms target is approaching 

which is 2020. On the other hand, Islamic foreign banks seem to be performing better 

than local banks in terms of profitability. Meanwhile, local conventional banks are 
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performing below 1.6 profitability ratio since post financial crisis and after the policy 

reforms were made in Malaysia except foreign conventional banks who are performing 

in an average ratio. Both banking system, the foreign banks are much better than the 

local banks in terms of profitability.  

4.2 Diagnostic Tests  
 

Research diagnostics are carried out to assist the cogency of the result from regression 

analysis by classifying and modifying the model from regression associated glitches 

namely non-normality, multicollinearity, heteroscedasticity and autocorrelation  

Gujarati and Porter (2003); Hair Jr, Black, Babin, Anderson and Tatham (2010) tests 

have been carried out in this study. The discussions are as follows: 

4.2.1 Normality Test  
 

The normality issue is tested using Shapiro-Wilk test on the residual of the models and 

supplement with the descriptive analysis on kurtosis and skewness for each data used 

in the model. Appendix 2 reveals the summary result on the normality of the residual 

of the model. The outcome indicates that residual is ordinarily dispersed by statistical 

evidence provided by the insignificant p-values of Shapiro-Wilk, Shapiro-Francia, 

Mardia Skeness and Henze-Zirkler, respectively. Thus, neglect to deny the null 

hypothesis that the residual is ordinarily spread. 

The study also conducts additional test to supplement the result on the “Shapiro-Wilk 

W Test” on the normality of the data used in each model. The outcome reveals that all 
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variables are normally distributed. Thus, the descriptive statistics provide reliable data 

on normality and the result of the final model utilizing these data are supported. 

4.2.2 Heteroscedasticity Test  
 

Heteroscedasticity or what is generally known as the unequal variance is viewed as 

one of the common transgressions. It is known in multivariate analysis in which the 

residuals in regression measurement are heteroscedasticity. Heteroscedasticity shows 

up with any expansion or reduction of the variance and this prompts statistical 

extrapolation issues within the regression model. The homoscedastic presumption 

should be analysed prior to employing regression analysis on the outcomes. 

Heteroscedasticity can be identified through graphical tests where; the residuals of the 

model are plotted in contradiction of the anticipated value of firm performance and 

each descriptive variable to ascertain regardless of whether the model's error terms 

have consistent variances.  

 

Many tests can be employed in order to identify the heteroscedasticity issue, such as 

the white’s General Heteroscedasticity Test, Spearman’s Rank Correlation Test, Park 

Test, Goldfeld-Quandt Test, Glejser Test and Breusch-Pagan-Godfrey Test. This study 

has utilized Breusch-Pagan-Godfery/ /Cook-Weisberg Test in other check for the 

existence of homoscedasticity among the error terms (Gujarati & Porter, 2012).  

The problem of heteroscedasticity is taken care of with the assistance of “White 

Heteroscedasticity Consistent Variance” with the Standard error method as was 
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recommended by (Gujarati & Porter, 2003). Such a test is carried out by STATA 

(version 14) software. The above technique reduces or expands the standard error as 

required and the variances prompt the respective decline or expansion of t-statistics 

with the coefficient staying fixed. The outcomes don’t basically vary from the previous 

regression with slightly variations in the p-values and t-statistic to display the 

estimator's correction. 

Table 4.4: Test for model description and heteroscedasticity 

 Chi2 F p-value 
Breusch-Pagan 2.21 -- 0.1347 
Ramsey Test -- 0.19 0.8889 
Ho (null) Not Rejected   Not Rejected  

 

The outcome of “Breusch-Pagan/Cook-Weisberg Test” are shown in Table 4.4 

Considering the result, the p-value is greater than 0.05 in the model, suggesting that 

there is no heteroscedasticity problem in the model. In statistical analysis, the “Ramsey 

Regression Equation Specification Error Test (RESET)” test in general is a design test 

within the linear regression model. Furthermore, it checks whether non-linear blends 

of attached values would assist describe the reaction variable. The instinct behind this 

test is the fact that if non-linear blends of the explanatory variables have any impact in 

describing the reaction variable, that is the model is mis specified (Ramsey, 1974; 

Semykina & Wooldridge, 2013).  
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Going by the result shown in Table 4.4 above, Ramsey test indicate that if the F-

statistic is lower that the p-value at a given significance point, then we accept the null 

hypothesis of correct specification. This implies that the functional form is not correct 

and thus there is no issue of heteroscedasticity in the model. 

4.2.3 Multicollinearity Test  
 

Multicollinearity is a condition where 2 or more front's variables are very linked to 

each other. To the point of which one variable can be explained by the other variables 

in the model. As “multicollinearity” raises, it complicates the understanding of the 

variate since it is more difficult to ascertain the influence of any variable, in relation 

to their interrelationships (Hair, Black, Babin, & Anderson, 2013).  

 

Research by Hair, Tatham and Black (1995) specified that “multicollinearity” is one 

out of the frequent approaches applied by the academics to check the existence of an 

asymmetrical association among independent variables that more frequently than not 

clarifies the significances of which variables inclined can be measured by alternative 

variables inside the survey. The use of “Variance Inflation Factor (VIF)” for each 

independent variable transformed into a general approach for finding the 

multicollinearity and to estimation the outcome (Naser, Al-Khatib, & Karbhari, 2002). 

This is to say that, the VIF stated that if VIF is more than ten, it proves that the 

independent variable in the research have severe connections that prompts the 
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multicollinearity problem. In this study, the researcher joined the multicollinearity 

diagnostic with the VIF while running the linear regression models.  

 

Table 4.5 discloses the result of the multicollinearity matter as VIF for all independent 

variables is smaller than ten which implies that the independent variables are inside 

the ordinary scale. Thus, there is no problem of multicollinearity in the model.   

Table 4.5 Summary of Multicollinearity Test 

Variables  Collinearity result 
Tolerance  VIF 

BSD 0.257235 3.89     
GDP 0.267583 3.74    
FR 0.668023 1.50     
OE 0.708062 1.41 
AQ 0.928410 1.08 
IF 0.814817 1.23     
LR 0.809869 1.23 

    Mean VIF      2.01 

LR = Liquidity Ratio; AQ = Asset Quality; FR = Financial Risk; OE = Operation 
Efficiency; GDP = Gross Domestic Product; BSD = Bank Sector Development; IF = 
Inflation. 

 

4.3 Model Selection Between Fixed Effect and Random Effects 
 

The Hausman test (which is also called as the “Wu–Hausman test”) is another 

numerical theory test in the field of econometrics which is named after “James Durbin, 

De-Min Wu and Jerry A. Hausman”. This test assesses the impact of an alternative 

estimator against an estimator. It assists researchers to assess whether a statistical 
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model matches to the data (Oyerinde, 2014). Hausman specification test supports in 

choosing among “FE model and RE model”. As indicated by the Hausman test, the 

null hypothesis is a coefficient estimated by efficient RE estimator and is equivalent 

to the one estimated by the dependable FE estimator. If the figures in the model are 

insignificant (p-value, prob > chi2 larger than .05), at that point it is safe to utilize RE 

model; else, FE model impact is used (Davidson & MacKinnon, 1993; Greene, 2003; 

Stock, Watson, & Addison-Wesley, 2007). 

Table 4.6 Hausman Specification Tests 

 Chi2 P-value 
Hausman 0.88 0.9965 
Ho Reject Reject 

 

The p-value (0.9965) for the Hausman test as indicated in Table 4.6 is insignificant 

and therefore established that RE model is more suitable for all Islamic and 

conventional banks model, since there is no proof of significant disparities within the 

banks; hence, RE regression can be run (Gujarati & Porter, 2012). Meaning that reject 

fixed effect and accept random effect. Thus, this study adopted random effect to 

analyse panel data based on (Gujarati & Porter, 2012) guideline of conducting 

Hausman test. 

4.4 Correlation Analysis 
 

Since Pallant (2011) expressed that the correlation analysis is important in depicting 

the direction and strength of the linear relationship amongst two variables. More 

precisely, the Pearson correlation analysis was undertaken to clarify and assess the 
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strengths of the relationship amongst the study variables as presented in Table 4.7. The 

correlation coefficient (r) values presented in the Table 4.7 displays the strength of the 

relationship among variables. Joseph (2010) suggested that the correlation value of 0 

proves no relationship, while the correlation ±1.0 indicates perfect relationship. Cohen 

(1988) on the other hand, interpreted the correlation within 0 and 1.0 which are as 

follows; the correlation (r) between ±0.1 and ±0.29 indicate little relationship, then 

between ±0.30 and ±0.49 indicate an average relationship and more than ±0.50 

displays strong/solid relationship. Generally, the outcome of this study reveals that all 

correlation is less than 0.70. This is in consistent with the revelation of Hair, Black, 

Babin, Anderson, and Tatham (2010) that correlation matrix ought not to exceed 0.70 

to guarantee that the multicollinearity problem is not in existence in this study. 

Table 4.7 Summary of Pearson Correlation matrix.  
 LR AQ FR OE GDP BSD IF 

LR 1.0000       

AQ 0.0465    1.0000      

FR 0.1421*    0.0746    1.0000     

OE 0.3064**    0.0923   -0.2623    1.0000    

GDP -0.0429    0.0701    0.0368    0.0137    1.0000   

BSD 0.1195   -0.3774   -0.1007   -0.0248   -0.5144    1.0000  

IF -0.0307    0.0099    0.0674    0.0190    0.2311    0.0330    1.0000 

Notes: ** Correlation is significant at the 0.01 level (2-tailed). * Correlation is 
significant at the 0.05level (2-tailed).   
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The above Table 4.7 discloses the Pearson correlation matrix between the control 

variables and independent variables with the return on asset of banks listed in Malaysia 

bank negara website. In assessing the relationship between all variables in this study 

and the ROA as another way of measuring financial performance.  From the table 

above, they are few correlations amongst the variables in the model at 1% and 5% 

significant level. we can see that the peak level of correlation is seen amongst Liquidity 

Ratio and Operation Efficiency with 30.6% at level of correlation of 1% of significant. 

Another correlation is found between Financial Risk and Liquidity Ratio at a 

significant level of 5% of 14.2%. All other variables are found not correlated. 

4.5 Regression Analysis 
 

 In the present work, the analysis of linear regression is being employed as a 

arithmetical method to explore the associations that occur between the dependent 

variable and seven independent variables including Liquidity Ratio, Asset Quality, 

Financial Risk, Operation Efficiency and three external macroeconomic variables 

which are GDP, Inflation and Bank Sector Development for 22 listed Banks in 

Malaysia. Table 4.8 uncovers the analysis of outcomes for fixed and random effects 

model in the study. 

Table 4.8 Regression outcome of the model “fixed and random effects” (Dependent = 
ROA) 

 Fixed Effect Random Effect 

 Coefficient       t     P>|t|            Coefficient           z P>|z| 
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LR .5510556    1.32    0.189        .5367135    1.38    0.169     

AQ -2.56956    -0.86    0.000***     -2.74574    -8.13    0.000***     

FR -0.582815     -1.66    0.098**     -0.248533    -1.60    0.109*     

OE -1.33106    -0.48    0.000***     -1.877     -0.74    0.000***     

GDP .0827084    2.70        0.007*** .0826125    2.72    0.007***      

BSD -.0068809    -2.76    0.006***     -.0068645    -2.78    0.005 ***     

IF .0264379    0.94    0.348     .0258515    0.93    0.355     

_CONS 6.550327    1.96       0.051 6.229637    1.91    0.056       

Number of 
Obs 

  286   286 

Number of 
groups 

  22   22 

Wald Chi2 (8)   __   209.22 

F (8,24)    2.27                       __ 

R2   0.2272                                            0.2279                                          

Prob > chi2          __   0.0000 

Prob > F   0.1740   ___ 

significant at 1%, 5% and 10%.  

In consideration of the hypotheses model and using a linear regression analysis, some 

indicators were engaged. Some of which are using the R2 (R Square) Coefficient, that 

assesses the robustness of the regression equation. It is also referred to as the 

coefficient of determination which reveals the point of difference between the DV 

which is defined by model of the variables. In this study, the R2 displays the point of 

difference of dependent variable (ROA) which is described by the dependent variable 
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(financial performance as was being measured using ROA) resulting from the 

collective influence of the independent variable namely (Capital Adequacy, Liquidity 

Ratio, Asset quality, Financial Risk, Operation Efficiency, GDP, Inflation, Bank 

Sector Development). Furthermore, when the R2 is corresponding to 1 that means that 

there is an excellent linear connection amongst the dependent and independent 

variables in the study.  

 

More so, when R2 is corresponding to 0, this entails no linear connection existing 

amongst the dependent and the independent variables. As a result, the value/unit under 

R2 exhibits the level of difference in the dependent variable (financial performance as 

was being measured using ROA) is being described in the model which involves 

(Liquidity Ratio, Asset quality, Financial Risk, Operation Efficiency, GDP, Inflation, 

Bank Sector Development). As illustrated by the results in Table 4.8, the level of R2 

in the Random model which we are using is 0.2279. This indicates that the model 

defines 22.79% of the difference in financial performance as being measured using 

ROA. This is being considered as an acceptable outcome. R2 connotes that 0.2279 

percent of the discrepancy in the dependent variable is examined by the differences in 

the independent variables inside the survey. This suggests that the variation in financial 

performance, as being computed by ROA, is statistically explained by the regression 

calculation. The outcomes in Table 4.8 likewise display that the model is substantial 

(p<0.0l) indicating the authenticity of the model used. 
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Generally, the outcomes in Table 4.8 exhibited that five variables in the report were 

uncovered to be significant with financial performance interpreters. The variables are 

Financial Risk (FR), Asset Quality (AQ), Operation Efficiency (OE), Gross Domestic 

Product (GDP) and Bank Sector Development (BSD). Liquidity ration and inflation 

are both positively related with profitability not significant.  

4.6 Determinants of profitability 

Liquidity  

As liquidity variable gauges the risk of insufficient reserve of liquid asset (cash) in 

response for the withdrawal demand of the deposits; it could have either positive or 

negative impact on profitability. Since predictions vary across the literature pertaining 

to its impact on profitability’s performance, the research hypothesis expected either 

negative or positive relation from the output. However, the result shows that bank’s 

liquidity does not have significant relationship with bank profitability. This result is 

consistent with the finding of Ben Naceur and Kandil, (2008). This could be due to the 

fact that a cash reserve is not an issue in the banks of Malaysia since there is no 

shortage of liquidity asset during the period.  

Credit Risk   

Credit risk is a parameter for the indication of asset quality. This variable takes in to 

account the marginal cost related to loans for monitoring expenditures. This additional 

cost for handling this type of loan raises the operating cost of the banks thereby reduces 

the return. Moreover, this parameter is attributed as a major determinant for 
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profitability. Bank executives must be concerned with their asset superiority or 

mortgages value since it will give profits for the bank and will immediately influence 

the bank performance. This is to say that, when an institution asset superiority is 

elevated, the bank productivity will improve and hence will boost the bank 

performance as well. Nevertheless, when a financial institutions asset feature is terrible 

happen due to the corporate credits and dump bonds which give a greater probability 

of turn out to be a nonperforming mortgage with no profit and therefore will drop down 

the bank’s effectiveness. In addition, if we look at Kosmidou (2008) who previously 

tested the ROA and ratio of loan loss reserve to gross loans to proxy profitability and 

asset quality utilizing the linear regression model for commercial bank in the year 1990 

to 2002, whereas the outcome they get presented that there is a negative substantial 

influence of asset quality to bank profitability for all nature of bank. Thus, strong 

statistical significance and negative correlation among credit risk and bank 

profitability is predicted. Likewise, the regression result (Random output) reports a 

statistically significant and a negative connection among credit risk and bank 

profitability. This result confirms the past findings of Manlagñit (2011), Athanasoglou 

et al. (2008) and Sufian and Chong (2008).    

Financial Risk  

Investors do take high risk in order to earn a considerable return. According to shariah 

principle, Islamic banks can invest their capital to realize a competitive reward for the 

shareholders with reference to their conventional counterparts. Basically, high risk-

taking leads to high return which in turn realizes high banks’ profit. Thus, a direct 
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association among financial risk and profitability of Islamic and conventional 

institutions anticipated in the hypothesis. Also, the result reveals a negative association 

among the parameter and bank profitability. It further shows a strong statistical 

significance in explaining the variation in the function. Similarly, Samir (2009) and 

Husni (2011) empirically confirm the significance and positive association among 

“financial risk” and profitability.   

Operational Efficiency  

Operational efficiency is a proxy to gauge how bank’s management controls the 

overhead expenses. The more efficient management of the banks utilizes less rate of 

expense to total assets. The greater the ratio of overhead cost the less will be the 

operational competence. Consequently, the less will be the return. Hence, a negative 

association among operational efficiency and bank profitability is expected. The 

regression output reveals a strong statistical significance of the variable (significant 

even at 5% level). Thus, there is a functional relational association among the 

operational efficiency and profitability but with positive sign. Indeed, Ben Naceur and 

Kandil (2008) found that cost efficiency (overhead/total assets) does not influence 

substantially on banks’ profitability. 

Gross Domestic Product  

Basically, Gross Domestic Product (GDP) is a gauge of economic level and its trend 

shows the fluctuation of associated business cycle. In the case of real economic 

growth, the performance of financial institutions expected to be favourable and vice 
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versa. As one of their distinctive features, Islamic banks are highly linked to the real 

economy than their commercial counterparts. In this sense, Gross Domestic Product 

(GDP) highly explains the variation in profitability of Islamic and conventional 

institutions. Thus, a substantial and direct association between GDP and profitability 

is anticipated.  

 

Accordingly, the finding shows statistical significance of the variable in determining 

bank profitability with strong positive relationship between them. The result of current 

study is similar with finding of several previous works such as Athanasoglou et al. 

(2008), Dietrich and Wanzenried (2011), Sufian and Chong (2008).   

Bank Sector Development       

The development of any real economic sector has either direct or indirect influence on 

the performance of Islamic banks. Bank sector can develop due to factors such as 

merger, agglomeration effect, adoption of high tech, or privatization. Here the ‘value 

of credits by banks to private sectors’ used as proxy to gauge the sector’s development. 

Particularly, the development of bank sector projected to have strong influence on 

banks’ profitability. Indeed, Samir (2009) discovered a positive significance 

association among bank sector development and profitability. Nevertheless, the 

research finding reveals a negative relationship between bank sector development and 

profitability having strong functional relationship. This negative impact could be due 

to difficulty faced by the banks and private sectors during the period of the crisis.   
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Inflation  

Inflation has strong relationship with tools of monetary policy. It can be attributed as 

one of a main factor of bank performance. However, the impact of inflation on the 

performance of bank varies on anticipation. If the inflation level is not anticipated, it 

is anticipated to give adverse effect on banks’ performance (see Pasiouras and 

Kosmidou (2007). Thus, the finding reveals a positive relationship between inflation 

rate and bank profitability but not significant. This is in line with the hypothesis of 

Pasiouras and Kosmidou (2007) and Samir (2009) for unanticipated rate of inflation. 

Indeed, for the period of 2008 International Financial Crunch not only the rate of 

inflation but also the pace of economic sectors in general and the performance of 

financial institutions have shown unpredictable trend. 

Table 4.9 Summary of Profitability RE Model output  

Variables  Description Computing                                             
Effect 

ROA Return on assets (net 
income to assets) 

Net income 
 Total asset 

Expected Actual 

LR Liquidity Ratio Loan to Assets Ratio 
(LTA) = Net loans/Total 
assets 

+Ve +Ve 

AQ Asset Quality (credit 
risk) 

Loan loss provision / Total 
asset 

-Ve -Ve 

OPE Operational Efficiency The cost of overhead/Total 
asset 

-Ve -Ve 

FR Financial Risk Total liability Total asset +Ve -Ve 

GDP Gross Domestic Product Real Annual rate +Ve +Ve 

IF Inflation rate Annual rate +Ve +Ve 
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BSD Bank Sector 
Development 

Value of credit to private 
sector / GDP 

-Ve -Ve 

 

Based on table 4.9 result, H3, H4, and H6 are all accepted and H5 is rejected. On the 

other hand, we have matching result in terms inflation whereby in this result it shows 

that inflation to have positive relationship with profitability which is in line with our 

proposed assumption in the above table which is consistent with Lee et al. (2015) thus 

H9 is accepted. Also, BSD result matches with our previous assumption hence it’s 

negatively related to profitability of banks thus H7 is accepted. Lastly, GDP is found 

to have positive relationship with profitability which is consistent with (Sinha and 

Sharma 2016; Athanasoglou et al. 2008; Dietrich and Wanzenried 2011; Trujillo-

Ponce 2013) thus H8 is accepted.  

4.7 Structural Stability Result    
 

In order to answer the hypothesis, which is stated below, we have to conduct Chow 

test for structural break point.  

H1: There is a structural break in the performance of banks before and after 

adoption of financial blueprint policy reforms.  

Table 4.10 Chow Test result  

Sum of Squares Before Policy Reform After Policy Reform Total study period 
Sum of square 
regression (SSR) 

1.231702 1.434357 2.215143 

Sum of square 
residual (SSE) 

34.26129 275.1388 654.2992 

R2 0.633271 0.522374 0.691275 
F-stat 6.165022 7.388801 8.256769 
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Prob(F-statistic) 0.015242 0.002363 0.000723 
F-critical   7.43* 
F-calculated   1.23*  

 

Thus, H0 is not rejected, at α=0.05, since F-statistic (1.23*) is smaller than F-critical 

value (7.43*).  

Hence there is no structural change found in the profitability of Malaysian banks 

before and after the adoption of the financial blueprint reform in Malaysia. This means 

that the parameters of the profitability function have not changed after the financial 

reforms were made. The implication is that even though Malaysian banks were not 

openly influenced by the international financial disaster; their performance was 

adversely affected during the crisis period due to the hit of real economy and 

international interdependence thus after the government these reforms to strengthen 

the financial system of the country it seems not big impact is felt in the performance 

of the banks based on our analysis.  
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Figure 4.3 Profitability ratio trend of Malaysian Banks during total study period 

 

Looking at the above figure 4.3, we can confirm our table 4.10 structural stability test 

result to be accurate because the ROA of the all Malaysian banks seem to move in 

normal scale with just few spikes and nothing showing like a breaking point. 

Conversely, foreign institutions such as Kuwait Finance House bank and standard and 

united overseas bank seem to have higher ROA equated to the rest of local Malaysian 

banks.  

4.9 Summary   
 

 Secondary data of specific parameters (internal bank variables and external 

macroeconomic variables) is utilized to estimate the determinants of bank performance 

pertaining to profitability. Conventional banks are found to be more profitable than 
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Islamic banks across all the study period. Similarly, the study found that five variables 

in the report were uncovered to be significant with financial performance interpreters. 

The variables are Financial Risk (FR), Asset Quality (AQ), Operation Efficiency (OE), 

Gross Domestic Product (GDP) and Bank Sector Development (BSD). Liquidity ration 

and inflation are both positively related with profitability not significant. Lastly, after 

performing chow test for structural break in the parameters of the data, the study found 

that there is no structural break.  
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CHAPTER 5 
 

CONCLUSION AND RECOMMENDATION 
 

5.0 Discussion   
 

This study intends to analyse the performance of Islamic and conventional institutions 

in Malaysia before and after the adoption of financial blueprint policy reform using 

secondary data from 2006 to 2018. The performance of Islamic banks was analysed 

using bank profitability model. The specified study duration is targeted to show 

whether there is was structural change in the performance of these two-banking system 

after the Malaysia government have made reforms in order to prevent uneven 

economic growth in the world after what happened in 2008. In addition, Malaysia is 

selected for the study since the market comparison of the two-banking system is 

impressive in the region. One of the main goals of financial reforms is to develop an 

effective, stronger and greater financial structures, which can help the development of 

not public sector businesses (Ajilore 2003). On the other hand, the advocates of 

financial liberalization contended that such restructuring would bring about 

noteworthy financial benefits through enhanced bank operational competence and 

efficiency in order to pledge a more operative enlistment and well-organized 

distribution of funds among many financial components. The question of whether 

financial institutions achieve these anticipated performance benefits, remains seriously 

questionable empirically.  
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To answer our first objective of this study, based on the findings of descriptive result 

and the excel graphs, conventional banks are found to be more profitable than 

Islamic banks across all the study period. Therefore, since one of the main objectives 

of the policy reform was to transform the financial system of the country particularly 

the performance of the Islamic banks, the result we have seen seems to show that 

CBs to be more profitable however, the difference between Islamic and conventional 

banks isn’t that significant compared to the findings of Al-Mamun, A. et al (2014) 

thus in order for Malaysia to become a center for Islamic finance then the 

performance of Islamic banks must be better. The findings demonstrate that the 

variations of the conventional and Islamic banks are not that big or far apart. 

Therefore, Islamic banks performance may have a room to improve to be equally or 

even better in the future.  

 

In order to answer our second research objective, the result of profitability model 

reveals that three bank internal variables namely asset quality, financial risk, and 

operational efficiency are found to have significant negative relationship with 

profitability while Liquidity ratio is found to have positive relationship with 

profitability but not significant level.  For asset quality, when an institution asset 

superiority is elevated, the bank productivity will improve and hence will boost the 

bank performance as well. Nevertheless, when a financial institutions asset feature is 

terrible happen due to the corporate credits and dump bonds which give a greater 

probability of turn out to be a nonperforming mortgage with no profit and therefore 
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will drop down the bank’s effectiveness. The result of our analysis confirms the past 

findings of Manlagñit (2011), Athanasoglou et al. (2008) and Sufian and Chong (2008) 

who revealed a significant negative relationship between asset quality and 

profitability. As for the financial risk, high risk-taking leads to high return which in 

turn realizes high banks’ profit. Thus, a direct association among financial risk and 

profitability of Islamic and conventional institutions anticipated in the hypothesis. 

Also, the result reveals a negative association among the parameter and bank 

profitability. It further shows a strong statistical significance in explaining the variation 

in the function. In addition, for operation efficiency, the more efficient management 

of the banks utilizes less rate of expense to total assets. The greater the ratio of 

overhead cost the less will be the operational competence. Consequently, the less will 

be the return. Hence, a negative association among operational efficiency and bank 

profitability is revealed. Meanwhile, liquidity variable gauges the risk of insufficient 

reserve of liquid asset (cash) in response for the withdrawal demand of the deposits; it 

could have either positive or negative impact on profitability. However, the result 

shows that bank’s liquidity does not have significant relationship with bank 

profitability. This result is consistent with the finding of Ben Naceur and Kandil, 

(2008). This could be due to the fact that a cash reserve is not an issue in the banks of 

Malaysia since there is no shortage of liquidity assets.  

 

Likewise, macroeconomic external factors such as Bank Sector Development is found 

to have a significant negative association with profitability and GDP and Inflation are 
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found to have positive functional affiliation with bank profitability.  The negative 

association between bank sector development and profitability could be due to 

difficulty faced by the Malaysia banks and private sectors during administrational 

change experienced in this country and the arrival of the new government with new 

ideas. GDP and inflation are particularly crucial in describing banking performance. 

These variables can explain the indirect effect of financial obstacles due to 

international interdependence. GDP as a proxy of output and inflation as a proxy of 

product prices can justify the performance of banks, especially Islamic banks, which 

rely on the real economic sectors and realization of new wealth creation. 

 

Furthermore, to answer our last objective of this study, the structural stability tests of 

bank profitability shows that there is no structural change between the two periods 

namely before the Malaysian financial blueprint policy reform and after thus the 

parameters of the bank profitability model have not changed at all only normal spikes 

is seen from the Chow test analysis and Excel plotted graphs. This implies that even 

though Malaysia government applied these reforms, the impact can’t be detected by 

only studying the ROA of banks in Malaysia. Therefore, there should reform proxies 

that can utilized in similar studies in order to test the real impact of such reforms in 

order to fully understand their implications. 

 

In my opinion, the Malaysian government should conduct new studies that fully 
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focus on the impact of the reforms made in 2011 so that in the future they can learn 

a lot from all the drawbacks that couldn’t make Malaysia achieve its goal in 2020. 

This will give an idea for the current government to organize efficient way of 

achieving the new goals set in 2030 for Malaysia. On the other hand, there aren’t 

many studies that is done in Malaysia since the adoption of financial blueprint policy 

in 2011 therefore, the Malaysian government need to fund the construction of such 

studies in order to review the previous reforms and come out with better and efficient 

ones.  

5.1 Limitation of the Research 
 
This research concentrates on the financial performance of conventional and Islamic 

institutions “banks” after the adoption of Malaysia financial blueprint policy reform 

which is cantered on the bank specific performance variables and other 

macroeconomic factors as a control variable. This study is conducted only for selected 

banks both conventional and Islamic institutions banks in Malaysia not all. Moreover, 

this paper is limited to data derived from financial statements in annual reports for 

selected conventional and Islamic institutions banks in Malaysia, the database is from 

Fitch connect, Bloomberg, bank websites and data stream which are related to this 

study, the data from World Bank as well as Bank Negara Malaysia (BNM for 

macroeconomic factors. Financial statements are those which are already audited and 

available for public use and reference.  

Apart from that, this study is restricted in terms of literature because there are limited 

studies on financial reforms influence on banking sector performance in Malaysia. 
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Therefore, the resources are limited especially literature on Malaysia financial 

blueprint which made difficult for the researcher to provide in depth studies of the 

policy under study. Other problems that are faced during data collection include, some 

banks not providing enough information of their financial ratio’s or missing data due 

to the banks not updating about their information. So, to solve such problem we will 

have to delete such data and find other banks that have it. Besides that, a few Islamic 

banks under selection had just started the business before the study period and 

therefore the banks are still in growing phase. 

 

5.2 Theoretical and Practical Contribution of the Study 
 

As contrasted to the earlier reports on banks performance in Malaysia, this paper has 

extended the number of studies on Islamic and conventional institutions in Malaysia 

from 22 banks, 13 conventional and 9 Islamic ones. This study has also found that 

Islamic institutions were better off before the adoption of the Malaysian financial 

blueprint reform in 2011 compared to conventional banks which is surprisingly 

doing very well in the last 8 years in respect to what happened during financial 

disaster in 2008. Meanwhile, if you look at the study done by Rosly et al. (2003) and 

Samad and Hassan (1999), Malaysia banks, their study period starts from 996 to 

1999 and 1984 to 1997; thus, there was a need for a fresh study on these two banking 

structure with present time. This survey basically had given current picture of the 

performance of Islamic and conventional institutions in Malaysia. 
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In addition, the previous research in Malaysia context has specifically done only to 

compare stability of Islamic and conventional banks. Such study has been done by 

Rahim et al (2013). Rahim had conducted study in term of stability founded on inner 

and exterior factors such as GDP, market share, cost income ratio (CIR), loan asset 

ratio (LAR), inflation, Herfindahl Index (HI) and log total assets (LTA). However, 

this study has conducted in in respect to recent financial policy reform made by the 

Malaysian government in order to see whether there was a positive impact from the 

policy on the performance of Islamic and conventional Institutions. 

 

5.3 Suggestion for Future Research 
 

The overall results show that although there was financial policy reform made by 

the Malaysian government we couldn’t identify any structural change from the 

model we run thus for future research, I would like to recommend them to conduct 

similar research where they incorporated the model with policy reform proxy 

indicator which can show the influence of the policy on the performance of Islamic 

and Conventional institutions.   

 
I would like to recommend a few ideas to further improve the future research on the 

comparison of Islamic and conventional banks’ performance. Firstly, the study on 

performance evaluation should be conducted from time to time to ensure the 

remedial measures to be undertaken appropriately. 

 
Other than that, future research needs to include all banks data starting from the 



97 
 
 

 

 

 

2011 when the policy was implemented then study the influence of the policy on the 

performance of Islamic and Conventional institutions in Malaysia.  

 

 

5.4 Summary  

This section recaps the complete findings of the thesis and emphasizes more on what 

should be improved in future research on this area. This chapter also highlighted 

again; on the limitations we have faced while conducting this project. In addition, 

the study has recommended areas that should be focused by future researcher in 

order to get a very useful research finding. 
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Appendix 1B 

Conventional Banks  
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Appendix 2 
 

  ___  ____  ____  ____  ____ (R) 

 /__    /   ____/   /   ____/ 

___/   /   /___/   /   /___/   14.0   Copyright 1985-2015 StataCorp LP 

  Statistics/Data Analysis            StataCorp 

                                      4905 Lakeway Drive 

     MP - Parallel Edition            College Station, Texas 77845 USA 

                                      800-STATA-PC        http://www.stata.com 

                                      979-696-4600        stata@stata.com 

                                      979-696-4601 (fax) 

 

Single-user 8-core Stata perpetual license: 

       Serial number:  10699393 

         Licensed to:  Irfan 

                       Group 

 

 

Checking for updates... 

(contacting http://www.stata.com) 

bad serial number 

unable to check for update; verify Internet settings are correct. 

 

. edit 

. *(12 variables, 286 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2018 

                delta:  1 unit 

 

Descriptive Analysis  

 ALL BANKS 

. sum roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

    Variable |        Obs        Mean    Std. Dev.       Min        Max 

-------------+--------------------------------------------------------- 

         roa |        286    1.525944    .9992258      -6.76        5.5 

liquidityr~o |        286    .6005989    .1607468   .0082642   .8325188 

assetquality |        286    .0036429    .0070534  -.0013536   .0784827 

financialr~k |        286    .9052205    .0562812   .2281897   .9984131 

operatione~y |        286    .0223467    .0215806   .0010131   .2600901 

-------------+--------------------------------------------------------- 

         gdp |        286    4.915385    2.022238       -1.5        7.4 

banksector~v |        286    14.01981    25.88092  -74.40667   29.50238 

   inflation |        286    2.494615    1.253707         .6       5.43 

 

. sktest roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

 

Islamic Banks 

 

. *(12 variables, 117 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2018 

                delta:  1 unit 

 

. sum roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

    Variable |        Obs        Mean    Std. Dev.       Min        Max 

-------------+--------------------------------------------------------- 

         roa |        117    1.449145    .8938155        .18        5.5 



110 
 
 

 

 

 

liquidityr~o |        117    .5906849    .1394392   .0082642   .8325188 

assetquality |        117    .0046894    .0101508  -.0003026   .0784827 

financialr~k |        117    .9102221    .0735973   .2281897   .9984131 

operatione~y |        117    .0131565    .0271751   .0010131   .2600901 

-------------+--------------------------------------------------------- 

         gdp |        117    4.915385    2.027382       -1.5        7.4 

banksector~v |        117    14.01981    25.94675  -74.40667   29.50238 

   inflation |        117    2.494615    1.256896         .6       5.43 

 

. edit 

 

. drop _all 

 

Conventional Banks 

 

. *(12 variables, 169 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2018 

                delta:  1 unit 

 

. sum roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

    Variable |        Obs        Mean    Std. Dev.       Min        Max 

-------------+--------------------------------------------------------- 

         roa |        169    1.623609    .8504673        -.4       4.65 

liquidityr~o |        169    .6074626    .1740515   .0581134   .8206398 

assetquality |        169    .0029184    .0034586  -.0013536   .0262755 

financialr~k |        169    .9017578     .040051   .6499927    .958194 

operatione~y |        169    .0287092    .0134394   .0056608   .0707068 

-------------+--------------------------------------------------------- 

         gdp |        169    4.915385    2.024699       -1.5        7.4 

banksector~v |        169    14.01981    25.91241  -74.40667   29.50238 

   inflation |        169    2.494615    1.255233         .6       5.43 

 

. 

 

 

Normality Test 

 

                    Skewness/Kurtosis tests for Normality 

                                                          ------ joint ------ 

    Variable |        Obs  Pr(Skewness)  Pr(Kurtosis) adj chi2(2)   Prob>chi2 

-------------+--------------------------------------------------------------- 

         roa |        286     0.0000        0.0000           .         0.0000 

liquidityr~o |        286     0.0000        0.0000       67.69         0.0000 

assetquality |        286     0.0000        0.0000           .         0.0000 

financialr~k |        286     0.0000        0.0000           .         0.0000 

operatione~y |        286     0.0000        0.0000           .         0.0000 

         gdp |        286     0.0000        0.0000           .         0.0000 

banksector~v |        286     0.0000        0.0000           .         0.0000 

   inflation |        286     0.0000        0.6193       17.26         0.0002 

 

. swilk roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

                   Shapiro-Wilk W test for normal data 

 

    Variable |        Obs       W           V         z       Prob>z 

-------------+------------------------------------------------------ 

         roa |        286    0.81869     37.027     8.458    0.00000 

liquidityr~o |        286    0.85818     28.962     7.883    0.00000 

assetquality |        286    0.39382    123.794    11.285    0.00000 

financialr~k |        286    0.54734     92.441    10.601    0.00000 

operatione~y |        286    0.65040     71.396     9.996    0.00000 

         gdp |        286    0.67960     65.431     9.792    0.00000 



111 
 
 

 

 

 

banksector~v |        286    0.43234    115.927    11.131    0.00000 

   inflation |        286    0.93453     13.370     6.073    0.00000 

 

. sfrancia roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

                  Shapiro-Francia W' test for normal data 

 

    Variable |       Obs       W'          V'        z       Prob>z 

-------------+----------------------------------------------------- 

         roa |       286    0.80891     42.316     7.926    0.00001 

liquidityr~o |       286    0.85871     31.288     7.287    0.00001 

assetquality |       286    0.38534    136.114    10.398    0.00001 

financialr~k |       286    0.53639    102.666     9.801    0.00001 

operatione~y |       286    0.64108     79.481     9.260    0.00001 

         gdp |       286    0.67796     71.314     9.030    0.00001 

banksector~v |       286    0.43074    126.061    10.236    0.00001 

   inflation |       286    0.93439     14.530     5.663    0.00001 

 

. regress roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation 

 

 

      Source |       SS           df       MS      Number of obs   =       286 

-------------+----------------------------------   F(8, 264)       =     10.09 

       Model |  58.6396923         8  7.32996153   Prob > F        =    0.0000 

    Residual |  191.825737       264   .72661264   R-squared       =    0.2341 

-------------+----------------------------------   Adj R-squared   =    0.2109 

       Total |  250.465429       272  .920828783   Root MSE        =    .85242 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .3418365   .3796694     0.90   0.369    -.4055555    1.089228 

       assetquality |  -9.823505   8.081422    -1.22   0.225    -25.73206    6.085049 

      financialrisk |  -5.214593   1.193977    -4.37   0.000    -7.564977   -2.864208 

operationefficiency |  -19.49506   3.024511    -6.45   0.000    -25.44891   -13.54121 

                gdp |   .0365112   .0525042     0.70   0.487    -.0668451    .1398674 

      banksectordev |  -.0011345   .0041842    -0.27   0.786    -.0093712    .0071022 

          inflation |   .0010432   .0485321     0.02   0.983    -.0944939    .0965803 

              _cons |   6.346267   1.060373     5.98   0.000     4.258887    8.433647 

------------------------------------------------------------------------------------- 

 

. estat hettest 

 

 

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity  

         Ho: Constant variance 

         Variables: fitted values of roa 

  

         chi2(1)      =     2.21 

         Prob > chi2  =   0.1347 

 

 

. estat ovtest 

Ramsey RESET test using powers of the fitted values of roa 

       Ho:  model has no omitted variables 

                  F(3, 57) =      0.19 

                  Prob > F =      0.8889 

 

 

. estat ovtest 

 

Ramsey RESET test using powers of the fitted values of roa 

       Ho:  model has no omitted variables 

                 F(3, 275) =     27.04 

                  Prob > F =      0.0000 
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. vif 

 

    Variable |       VIF       1/VIF   

-------------+---------------------- 

banksector~v |      3.89    0.257235 

         gdp |      3.74    0.267583 

financialr~k |      1.50    0.668023 

operatione~y |      1.41    0.708062 

liquidityr~o |      1.23    0.809869 

   inflation |      1.23    0.814817 

assetquality |      1.08    0.928410 

-------------+---------------------- 

    Mean VIF |      2.01 

 

 

. xtreg roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation, fe 

 

Fixed-effects (within) regression               Number of obs     =        286 

Group variable: id                              Number of groups  =         22 

 

R-sq:                                           Obs per group: 

     within  = 0.4591                                         min =         13 

     between = 0.0429                                         avg =       13.0 

     overall = 0.2272                                         max =         13 

 

                                                F(8,24)           =      25.88 

corr(u_i, Xb)  = -0.1234                        Prob > F          =     0.1740 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .5510556   .4185619     1.32   0.189       -.2734    1.375511 

       assetquality |  -2.56956    .961861     -0.86   0.000     -.25231    -4.88682 

      financialrisk |  -0.582815    3.36411    -0.66   0.098     -1.20922    1.043587 

operationefficiency |   -1.33106   3.870976    -0.48   0.000     -2.95585   -9.706267 

                gdp |   .0827084   .0306464     2.70   0.007     .0223432    .1430736 

      banksectordev |  -.0068809   .0024894    -2.76   0.006    -.0117843   -.0019775 

          inflation |   .0264379   .0280999     0.94   0.348    -.0289114    .0817872 

              _cons |   6.550327   3.337208     1.96   0.051    -.0230851    13.12374 

--------------------+---------------------------------------------------------------- 

            sigma_u |  .70588858 

            sigma_e |   .5199944 

                rho |  .64823244   (fraction of variance due to u_i) 

------------------------------------------------------------------------------------- 

F test that all u_i=0: F(20, 24) = 2.27                    Prob > F = 0.0000 

 

. estimates store fixed 

 

. xtreg roa liquidityratio assetquality financialrisk operationefficiency gdp 

banksectordev inflation, re 

 

Random-effects GLS regression                   Number of obs     =        286 

Group variable: id                              Number of groups  =         22 

 

R-sq:                                           Obs per group: 

     within  = 0.4590                                         min =         13 

     between = 0.0429                                         avg =       13.0 

     overall = 0.2279                                         max =         13 

 

                                                Wald chi2(8)      =     209.22 

corr(u_i, X)   = 0 (assumed)                    Prob > chi2       =     0.0000 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .5367135   .3898468     1.38   0.169    -.2273722    1.300799 

       assetquality |   -2.74574   7.717069    -0.13   0.000      -.87092    -4.62056 
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      financialrisk |  -0.248533   3.275322    -0.60   0.109     -1.66805    1.170981 

operationefficiency |    -1.877    3.56387     -0.74   0.000     -2.86205    -9.89194 

                gdp |   .0826125   .0304225     2.72   0.007     .0229855    .1422395 

      banksectordev |  -.0068645   .0024651    -2.78   0.005     -.011696    -.002033 

          inflation |   .0258515   .0279277     0.93   0.355    -.0288858    .0805889 

              _cons |   6.229637   3.260109     1.91   0.056      -.16006    12.61933 

--------------------+---------------------------------------------------------------- 

            sigma_u |  .74775769 

            sigma_e |   .5199944 

                rho |  .67404156   (fraction of variance due to u_i) 

------------------------------------------------------------------------------------- 

 

. estimates store random 

 

. hausman fixed random 

 

Note: the rank of the differenced variance matrix (7) does not equal the number of 

coefficients being tested (8); be sure this is 

        what you expect, or there may be problems computing the test.  Examine the 

output of your estimators for anything 

        unexpected and possibly consider scaling your variables so that the coefficients 

are on a similar scale. 

 

                 ---- Coefficients ---- 

             |      (b)          (B)            (b-B)     sqrt(diag(V_b-V_B)) 

             |     fixed        random       Difference          S.E. 

-------------+---------------------------------------------------------------- 

liquidityr~o |    .5510556     .5367135        .0143421        .1523598 

assetquality |   -2.56956     -2.74574        .1761783          1.9591 

financialr~k |   -0.582815    -5.248533        -.334282        .7677895 

operatione~y |   -1.33106      -1.877         -.4540626        1.511054 

         gdp |    .0827084     .0826125        .0000959        .0036975 

banksector~v |   -.0068809    -.0068645       -.0000164        .0003467 

   inflation |    .0264379     .0258515        .0005864        .0031056 

------------------------------------------------------------------------------ 

                           b = consistent under Ho and Ha; obtained from xtreg 

            B = inconsistent under Ha, efficient under Ho; obtained from xtreg 

 

    Test:  Ho:  difference in coefficients not systematic 

 

                  chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B) 

                          =        0.88 

                Prob>chi2 =      0.9965 

 

. edit 

 

. drop _all 

 

. *(12 variables, 169 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2018 

                delta:  1 unit 

 

 Comparative analysis 

 

 

Conventional banks all years 

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

      Source |       SS           df       MS      Number of obs   =       169 

-------------+----------------------------------   F(8, 160)       =      7.07 

       Model |  31.7515948         8  3.96894936   Prob > F        =    0.0000 

    Residual |  89.7619049       160  .561011906   R-squared       =    0.2613 

-------------+----------------------------------   Adj R-squared   =    0.2244 
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       Total |    121.5135       168  .723294641   Root MSE        =    .74901 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |    .529496   .4271603     1.24   0.217    -.3141035    1.373096 

       assetquality |   44.44069   19.49672     2.28   0.024     5.936586     82.9448 

      financialrisk |   1.554167   4.280608     0.36   0.717    -6.899613    10.00795 

operationefficiency |  -39.14627   5.890309    -6.65   0.000    -50.77905   -27.51349 

                gdp |  -.0128541   .0554101    -0.23   0.817    -.1222836    .0965753 

      banksectordev |   .0031598   .0044481     0.71   0.479    -.0056248    .0119444 

          inflation |  -.0062624   .0511985    -0.12   0.903    -.1073745    .0948496 

              _cons |   .9274797   4.301688     0.22   0.830     -7.56793    9.422889 

------------------------------------------------------------------------------------- 

 

. edit 

 

. drop _all 

 

. *(12 variables, 117 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2018 

                delta:  1 unit 

 

Islamic Banks 

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

      Source |       SS           df       MS      Number of obs   =       117 

-------------+----------------------------------   F(8, 95)        =     13.54 

       Model |  64.1590483         8  8.01988103   Prob > F        =    0.0000 

    Residual |  56.2584326        95  .592194028   R-squared       =    0.5328 

-------------+----------------------------------   Adj R-squared   =    0.4935 

       Total |  120.417481       103  1.16910176   Root MSE        =    .76954 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .2077097   .6049102     0.34   0.732    -.9931889    1.408608 

       assetquality |  -67.29053   13.48837    -4.99   0.000    -94.06833   -40.51274 

      financialrisk |  -7.708261   6.512096    -1.18   0.239    -20.63641    5.219883 

operationefficiency |  -20.63033   5.492531    -3.76   0.000    -31.53438   -9.726276 

                gdp |   .1313363   .0758168     1.73   0.086     -.019179    .2818516 

      banksectordev |  -.0107595   .0062664    -1.72   0.089    -.0231998    .0016808 

          inflation |   .0126344   .0680766     0.19   0.853    -.1225148    .1477836 

              _cons |   8.317332   6.519797     1.28   0.205    -4.626102    21.26077 

------------------------------------------------------------------------------------- 

 

. drop _all 

 

. *(12 variables, 45 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2011 

                delta:  1 unit 

Islamic banks  

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

 

      Source |       SS           df       MS      Number of obs   =        54 

-------------+----------------------------------   F(7, 46)        =      5.42 

       Model |  53.1732474         7  7.59617821   Prob > F        =    0.0001 
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    Residual |  64.4998108        46   1.4021698   R-squared       =    0.4519 

-------------+----------------------------------   Adj R-squared   =    0.3685 

       Total |  117.673058        53  2.22024638   Root MSE        =    1.1841 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .2340789   1.158724     0.20   0.841    -2.098311    2.566469 

       assetquality |  -7.611036   12.39785    -0.61   0.542    -32.56661    17.34454 

      financialrisk |  -11.55556   2.575481    -4.49   0.000    -16.73973   -6.371381 

operationefficiency |  -37.87245   6.994164    -5.41   0.000    -51.95098   -23.79393 

                gdp |  -.4583583   .3235327    -1.42   0.163    -1.109596    .1928792 

      banksectordev |   .0519015   .0329762     1.57   0.122     -.014476    .1182791 

          inflation |  -.3718206   .2749434    -1.35   0.183    -.9252529    .1816117 

              _cons |   15.37257   3.171868     4.85   0.000      8.98793    21.75721 

-------------------------------------------------------------------------------------

.  

. *(12 variables, 65 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2006 to 2011 

                delta:  1 unit 

 

Conventional banks 

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

      Source |       SS           df       MS      Number of obs   =        78 

-------------+----------------------------------   F(7, 70)        =      4.59 

       Model |  15.4313195         7  2.20447422   Prob > F        =    0.0003 

    Residual |  33.6192108        70   .48027444   R-squared       =    0.3146 

-------------+----------------------------------   Adj R-squared   =    0.2461 

       Total |  49.0505304        77  .637019875   Root MSE        =    .69302 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .5603952   .5262749     1.06   0.291    -.4892269    1.610017 

       assetquality |  -.2758371   24.76386    -0.01   0.991     -49.6658    49.11412 

      financialrisk |   3.218618   1.586248     2.03   0.046     .0549455    6.382291 

operationefficiency |  -32.83129   7.887879    -4.16   0.000    -48.56317   -17.09941 

                gdp |     .02785   .1563082     0.18   0.859    -.2838968    .3395968 

      banksectordev |  -.0019153    .015926    -0.12   0.905    -.0336787     .029848 

          inflation |   .0451647   .1332359     0.34   0.736    -.2205659    .3108954 

              _cons |  -.9386403   1.753061    -0.54   0.594    -4.435011    2.557731 

 

. drop _all 

 

. *(12 variables, 104 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2012 to 2018 

                delta:  1 unit 

Conventional Banks 

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

      Source |       SS           df       MS      Number of obs   =       104 

-------------+----------------------------------   F(8, 95)        =      6.55 

       Model |  28.2472175         8  3.53090218   Prob > F        =    0.0000 

    Residual |  51.2386204        95  .539353899   R-squared       =    0.3554 

-------------+----------------------------------   Adj R-squared   =    0.3011 

       Total |  79.4858378       103  .771707163   Root MSE        =    .73441 
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------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   1.520398   .6802761     2.23   0.028     .1698787    2.870916 

       assetquality |   172.2451   36.68794     4.69   0.000     99.41031    245.0798 

      financialrisk |  -9.738187   5.986866    -1.63   0.107    -21.62362    2.147244 

operationefficiency |  -41.75621   8.287185    -5.04   0.000    -58.20835   -25.30406 

                gdp |  -.0191545   .4226064    -0.05   0.964    -.8581343    .8198253 

      banksectordev |  -.0325869   .0722267    -0.45   0.653    -.1759751    .1108013 

          inflation |  -.1011326   .1115052    -0.91   0.367    -.3224985    .1202332 

              _cons |   11.46127   7.211029     1.59   0.115    -2.854434    25.77697 

------------------------------------------------------------------------------------- 

 

. drop _all 

 

. *(12 variables, 72 observations pasted into data editor) 

 

. xtset id year 

       panel variable:  id (strongly balanced) 

        time variable:  year, 2012 to 2018 

                delta:  1 unit 

 

Islamic Banks 

 

. regress roa capitaladequecy liquidityratio assetquality financialrisk 

operationefficiency gdp banksectordev inflation 

 

      Source |       SS           df       MS      Number of obs   =        63 

-------------+----------------------------------   F(7, 55)        =      7.49 

       Model |   20.187349         7    2.883907   Prob > F        =    0.0000 

    Residual |  21.1870165        55  .385218482   R-squared       =    0.4879 

-------------+----------------------------------   Adj R-squared   =    0.4227 

       Total |  41.3743655        62  .667328476   Root MSE        =    .62066 

 

------------------------------------------------------------------------------------- 

                roa |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

--------------------+---------------------------------------------------------------- 

     liquidityratio |   .9372808    1.04076     0.90   0.372    -1.148448     3.02301 

       assetquality |  -4.124076   44.94464    -0.09   0.927    -94.19514    85.94699 

      financialrisk |  -17.03255   3.004326    -5.67   0.000    -23.05335   -11.01174 

operationefficiency |  -3.839154   8.049139    -0.48   0.635    -19.96999    12.29168 

                gdp |   -1.03658   .9231461    -1.12   0.266    -2.886607    .8134457 

      banksectordev |  -.2236696   .1577714    -1.42   0.162    -.5398506    .0925114 

          inflation |  -.0242895   .1568224    -0.15   0.877    -.3385686    .2899895 

              _cons |   27.18687   8.666802     3.14   0.003      9.81821    44.55553 

-----------------------------------------------------------------------------------

-- 
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