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Abstract

The purpose of this study is to examine the factors affecting the profitability levels of commercial banks whether
Islamic and non-Islamic over the period 2000-2018, to suggest ways to enhance the Islamic and non-Islamic banks
profitability levels’ in the GCC countries. This research employed Bivariate analysis and panel regression in the
investigation process. The study employed return on assets ratio as a proxy for banks profitability. The study found
out that conventional banks are more efficient than Islamic banks in terms of profitability levels. There are
substantial variances between both Islamic and conventional banks in terms of the determinants of banks'
profitability. It is found that 89% of the Islamic bank’s profitability and 85% of conventional banks profitability
influenced by bank size, market to book value, capital ratio, cash to assets, gross domestic product GDP, GDP
growth, and inflation.

Keywords: profitability levels, Islamic banks, conventional banks, microeconomic and macroeconomic variables
1. Background

Islamic bank's funding tools were established to achieve the same financial purposes as conventional banks' funding
tools but within the principles of Islamic sharia rules. Consequently, Islamic laws applied to finance are established
into two key values; initially is forbidden for Islamic banks to charge interest, which is known as "Riba". The second
major principle it prohibited for Islamic institutions and individuals to participate in activities and economic
transactions that are banned in the Islamic belief (Ariffin, 2012).

Consequently, Islamic laws prevent Muslims carry out the financial transactions on the interest rate, but it does not
prohibit capital gain (Miah et al 2018). This role has revealed the significance of examining the factors affecting the
profitability levels of Islamic and non-Islamic commercial banks. To a certain degree, Ariffin (2012) argues that
Islamic banks do not have sufficient financial tools to help them obtain short-term funding, it is not allowed for the
Islamic banking system to use the money market tools employed by their conventional counterparts.

On the contrary, Mohammad, Mohammad, and Samsudin (2013) claim that insufficient financial tools influence the
Islamic banks profitability levels such as the limited number of available Islamic money market tools and the
interbank markets that can influence the Islamic bank's liquidity levels. Moreover, the existing financial instruments,
which employed in the secondary market, are insufficient. Such as, bonds and treasury bills which are extensively
used in conventional banks are not an option for the Islamic banking system.

Studying the banks' profitability determinants is a vital research area, as effective management in the bank's resource
improve the profitability and financial stability of banks whether Islamic or conventional. Moreover, since the
Islamic banking system is a period of dramatic growth, then Islamic banks must face this growth concentrating on
profitability determinants. Nevertheless, investigating the factors influencing the profitability levels of both types of
banks' is not something new; however, the previous academic studies have not concentrated enough to suggest
methods to progress the Islamic and conventional banks profitability.

Importantly, the academic literature has focused on particular countries when examining the factors affecting the
Islamic and conventional banks profitability, or when examining the influence of economic and accounting data on
banks' profitability. A limited number of previous academic research examined the factors affecting the Islamic and
conventional banks profitability employing a cross-country sample of economic and accounting data. Importantly.
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This empirical study interest is in the extent to which Islamic and conventional banks can arrange the management of
the financial affairs to sustain and enhance the profitability levels.

2. Literature Review

Islamic banks showed notable development in the last decades. However, commercial banks aim to increase their net
profit, to increase the wealth of the shareholders. Importantly, the banking system exposes to internal and external
types of risks, which affect their profitability levels. Consequently, commercial banks need to shed the light on their
internal and external environments, to enhance profitability. Whereby, the levels of banks profitability are considered
a vital discussed research area since it reveals the whole banking system.

However, recent academic studies such as (Miah 2017; Noman 2015; Asadullah 2017 and Nur et al 2018) have
argued that the factors influencing the profitability levels can be classified into two types; internal and external
factors that should together deliver a statistical significance tool to investigate the bank's profitability

2.1 The Origin and Development of the Islamic Banking System

Barclays bank in Cairo considered the first bank established in the Middle East region in the 1890s. However, the
establishment of this bank has raised the significance of the conventional banking industry in Muslim countries and
extended to the Arab region. In the same context, the theoretical base of the conventional banking system is founded
on interest charges that are banned in the Islamic Sharia Laws. The growth of the conventional banking system in the
Muslim countries have raised the significance of creating a financial system consistent with the Islamic Sharia laws
(Hanif and Igbal, 2010).

Importantly, throughout the period 1930-1950, Islamic scholars argued the reason for preventing the concept of
interest charges in the conventional banking system and endeavored to propose additional financial system work
under the notion of profit and loss sharing transactions (PLS) (IFSB, 2007).

Consequently, the foundation of the first Islamic bank "bank Mit Ghamar 1963" has raised the significance for
Muslims to perform investment or borrow money under the notion of Islamic Sharia laws (Igbal and Molyneux,
2005). In the same regard, Wilson (2007) argued that Dubai Islamic bank considered the first Islamic commercial
bank in 1973. This is followed by Kuwait finance house, Bahrain Islamic Bank, Jordan Islamic bank, Al Rajhi Bank.
In addition, the first Islamic insurance system was founded in 1979.

Notably; the period of the 80s has witnessed that tow Islamic countries "Sudan & Iran" have changed their financial
system from capitalism into Islamic System (Wilson, 2007; Igbal and Molyneux, 2005). Moreover, many Islamic
financial institutions started their investment in Europe and Muslim countries; whereby the United Kingdom
considered being the main access for the Islamic banking system to Europe and the USA.

2.2 The Wisdom Behind Prohibiting Interest Transactions "Riba"

Islamic banks philosophy is based on combining two main standards including employing the concept of profit and
loss distribution and the prevention of charging interest (Gait & Worthington, 2008). However, many previous
academic studies have stated that Islamic banks forbid interest charges that increase the loan payments, which since
if borrower exposed to financial loss then the interest payments will lead to an increase in the borrower expenditures,
which will increase the lenders profit. Consequently, the principles of Islamic banks prevent interest transactions
because these payments are considered as unfair to the borrower (Khan and Ahmed, 2001).

2.3 Comparison of Islamic and Conventional Banking

Albertazzi and Gambactora (2010) argued that Islamic banks implement their investments under the notion of PLS.
this kind of investment obliges the investor and to participate in the investment and share the loss or profit under
agreed ratio. In contrast, conventional banks considered financial intermediation institute work as a broker between
the borrower and the lender. Therefore, the profit is generated through the difference between the rate of interest that
has been offered to the depositor and the interest charged to the borrower

Consequently, Ali (2010) claim that the principles of Islamic banks are based on equitable wealth distribution,
integrity, justice, fairness, and trust. Besides, the Islamic banking industry inspires social justice through forbidding
financial investment that leads to injustice and exploitation.

Notably, both conventional and Islamic banks considered as financial organizations that aim to raise the net profit
and increase the shareholder's wealth. However, the distinctions appear in the applied instruments to fund their
financial transactions. Thus, this significant difference between both types of banks led to shedding light on
investigating the profitability determinants of Islamic conventional banks.
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2.4 Empirical Studies on the Factors Influencing the Profitability in Both the Islamic and Conventional Banks

The main aim of any financial institute is to raise the net income in order to increase the shareholder's wealth. Many
previous studies have introduced detailed suggestion of the profitability determinants in both types of banks. For
instance, Heffernan and Fu (2009) investigated the determinants of 76 conventional banks' profitability in China
during 1999-2006 by employing panel regression, the empirical findings showed that the GDP rate revealed a
positive significant finding on the profitability levels, whereby countries with a strong economic situation can reduce
credit losses and enhance the quality of loans, this will contribute to an increase in the profitability levels. However,
countries with an inefficient economy can decrease the credit levels by individuals and investors; this will decrease
the profitability levels.

Harbi (2019) examined the profitability levels of 686 conventional banks in 52 developing countries during
1989-2008, by using fixed effect model. The findings of this research showed that off balance sheet events, interest
rate, loans, GDP growth and foreign ownership will enhance conventional banks profitability. On the contrary, bank
size, and GDP per capita have an insignificant impact on banks profitability.

In another recent study, Hidayat & Sakiti (2020) studied the influence of Oil prices on Islamic banks performance,
the Dynamic GMM model on 81 Islamic banks during the period 2006-2015. The empirical results revealed oil price
has an insignificant impact on the Islamic banks profitability, since the results showed that 46% to 60% of the
profitability of Islamic banks respond indirectly to the fluctuations in oil prices. In the same regard, Aslam & Haron
(2020) employed GLS model to investigate the performance of 20 Pakistani banks throughout 2006-2015. The
results of this research revealed that Islamic and conventional banks affected strongly by board size, whereas there is
an insignificant relationship between banks performance and board committees. In the same context,

In another recent study, Imane (2020) investigated the Islamic banks profitability levels by using the fixed effect
model on 10 Islamic banks in Jordan, KSA, UAE, and Bahrain during the period 2008-2018. The results showed that
exchange rate, liquidity risk, inflation, credit risk and GDP showed significant influence on the Islamic banks
profitability. In the same regard, Nur et al (2018) employed panel regression on 16 Malaysian Islamic banks during
2010-2016.The researcher employed ROA to proxy the financial performance, however the findings revealed that the
liquidity levels and assets management ratio has a positive influence on the bank's performance, whereas capital
adequacy revealed an insignificant impact on the Islamic bank's financial performance.

Similarly. Muhammad (2018) shed the light on the Islamic banks profitability levels in Pakistan throughout
2007-2016 using panel regression techniques. The findings showed that Islamic banks profitability is affected
significantly by market size and payout ratio during the period of study. However, a substantial number of previous
studies investigated the correlation between profitability levels and the inflation rate. For example, Molyneux and
Thornton (1992) stated that the inflation rate influence negatively on the Islamic banks profitability. In contrast,
Perry (1992) analyzed the influence of the inflation rate on the profitability levels of conventional bank's. The
findings revealed that inflation is expected then the interest rate can be adjusted and this is will reflect positively on
the profitability levels. In contrast, if the bank management cannot expect the inflation rate then this is will show a
negative influence on the bank's profitability levels.

In the same context, Mohamad, et al (2018) studied the relationship between financial risk and Islamic banks
profitability by employing regression analysis on 17 Islamic banks in Malaysia during 1994-2015. The results
suggest that Islamic banks profitability levels are affected strongly by liquidity ratio, financing loss, and capital ratio.
Besides, the interbank rate, growth in GDP, the unemployment rate has a significant impact on the Islamic banks
profitability. In another recent study, Nurhafiza and Tajul (2018) employed the (GMM) to observe the profitability
margin of the commercial banks whether Islamic or non-Islamic during 2006-2013. The results showed that Islamic
banks are significantly influenced by the inflation rate, size level, overhead costs, and regulatory quality.

Further researches have applied panel regression to explore the factors affecting profitability levels of both
conventional and Islamic banks. For example, Tarig (2018) employed fixed effect panel regression to study the
profitability determinants of 26 conventional banks and 42 Islamic in the MENA countries during 2006-2016. The
outcomes revealed that bank size, deposit to asset ratio, equity to assets have a negative influence on the
conventional banks, whereas it showed a positive influence on the Islamic banks. On the contrary, securities to assets
showed a negative impact on the Islamic banks profitability levels, whereby, securities to assets showed a positive
influence on conventional banks.

Importantly, prior academic researchers have not concentrated enough to suggest ways to enhance the profitability
levels of both kinds of banks. This is the aim of the research to explore the factors affecting the Islamic and

Published by Sciedu Press 80 ISSN 1923-4023 E-ISSN 1923-4031



http://ijfr.sciedupress.com International Journal of Financial Research Vol. 12, No. 3, Special Issue; 2021

conventional bank's profitability. Likewise, limited previous studies have observed the profitability determinants of
both types of banks using empirical population sampling of economic and accounting statistics in the GCC.

3. Methodology

This research studies the determinants of banks' profitability levels whether Islamic or conventional by applying a
population sample of both types of banks. The sample comprises all countries in the GCC region throughout
2000-2018. However, following a similar research methodology of Tarig (2018), Muhammad (2018) and Helal
(2017). All listed banks in the GCC region during 2000-2018 were employed, in order to compare and explore the
factors affecting the profitability of both types of banks. This study investigates the influence of several independent
factors on the dependent factors (profitability levels).

The study employed F-testing, (R2) and T-testing, to test the rationality of the panel regression outcomes, however
the F-test was applied to investigate the significance level to the overall model, (R2) were employed to determine the
model goodness of fit. In addition, a T-test was applied to analyze the significance level for each variable
respectively (Wooldridge, 2012).

The dependent factor ROAI,j,t, which shows the profitability level for bank | in country J at time t. the study
employed return on assets to proxy bank profitability levels, which is known as the net income over banks total
assets (Pratt, 2010). However, the population sampling of both types of banks covers the period 2000-2018 and
include (57) Islamic banks and (73) conventional banks.

3.1 Research Hypothesis

Relying on a panel regression analysis, this empirical study stipulates three different research hypotheses that could
enhance the profitability levels of both types of banks. However, the following research hypotheses were suggested
to enhance the profitability levels of both conventional and Islamic banks in the GCC region

HO: there is an insignificant difference in the profitability levels between Islamic and conventional banks
H1: there is a significant variance in the profitability level between Islamic and conventional banks

The first research hypothesis is directly associated with the profitability level. It suggests that non-Islamic banks
considered to be more profitable, which is due to that they can invest their assets ineffective financial instruments
more efficiently than Islamic banks. Generally, Islamic banks lack the elasticity of their conventional counterparts
when seeking short-term funding it is banned for the Islamic sector to use the money market tools applied by
non-Islamic banks. Notably, the return on assets ratio is employed as a proxy to investigate the profitability level in
both types of banks. Importantly, these measurements extensively employed in academic studies, which is known as
the net profit over total assets.

HO: internal variable had an insignificant effect on the bank profitability levels
H1: internal variable had a significant influence on the bank's profitability levels

The second research hypothesis is directly associated with the internal bank strategies for banks' profitability levels.
The assumption is that the internal environment contributing strongly to determine the profitability levels of the
commercial banks whether Islamic or non-Islamic types of banks. Notably, four different variables were used to
measure the influence of the internal variables on the profitability levels of conventional and Islamic banks.

I.  The natural logarithm of the banks total assets is employed as a proxy to examine the bank size on the
profitability levels.

Il.  Market value over the book value is employed as a proxy to examine growth opportunity in the future for
both type of banks

I1l.  Cash to assets is applied as a proxy to measure the percentage of the available cash in both type of banks
HO: the external economic variables had an insignificant influence on the bank's profitability
H21: the external economic variables had a significant influence on the bank's profitability

The exterior economic variables that were used in this empirical analysis where the GDP growth, (GDP), and
inflation. Nevertheless, the assumption is that the macroeconomic variable can enhance the profitability of Islamic
and conventional banks. In the same regard, to enhance the profitability levels of both type of banks, the suggested
model is founded on the internal and exterior variables that can be considered as the determinants of profitability
levels of conventional and Islamic banks'.

Since the factor interval ROAI,j,t considered as the dependent variable, that evaluates profitability level for a bank |
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in country j at time t, this study applied random, pooled and fixed effect methods to examine the panel data. Jaara et
al (2017) claim that this tool is suitable for time series and cross-sectional, the main advantage of panel methodology
is that panel methodology controls individual heterogeneity.

3.2 Model Specification

To progress the profitability levels of both conventional and Islamic banks, the factors developed in this empirical
study are derived from previous academic studies that examined the Islamic banks and conventional banks, which
are based on the internal variables and exterior variables, which have a noteworthy impact on the profitability
determinants of conventional and Islamic banks'. The estimation of pooled, fixed and random regression is developed
as follow:

ROA;;, = By + B,SIZE + B,MB, ;, + B;CAPITAL RATIO;, + B,CF/TA, ;. + BsGROWTH GDP, , +
BGINFLATIN,;, + B,GDP, +¢ (1)

Table 1. Variables description

variables Definition

BO Intercept coefficient

B1, Bz, B4, Bs Bs B7 Coefficient of the independent variables
Bs Coefficient of the control Variable

SIZE the natural logarithm of total assets
B-M Book value over market value

Capital ratio Equity to total assets

CFITA is the cash over tot assets

Growth GDP The annual growth in the gross demotic product.
Inflation The annual inflation rate.

GDP Gross Demotic Products.

error term, which is uncorrelated with all variables

The factors established in this academic study is derived from previous researches on the conventional and Islamic
banking system that is based on internal factors and exterior variables, which have a significant effect on the
determinants of conventional and Islamic banks' profitability. Consequently, the demonstration of dependent and
independent factors that employed in the panel regression are illustrated as follows

I ROAI,j,t is measured by net profit over the total assets.
Il. Size: microeconomic variable is measured as the total assets natural logarithm.
I Market to book value is measured by the market price over the book value.

V. The capital ratio is measured by equity to total assets.
V. Cash to total assets: this ratio is measured by the bank available cash over total assets.
VI. Gross domestic product (GDP): this variable is employed as a measurement of the influence of external

factors on the banks profitability. In the same regard, the GDP can be considered as an index for the demand of
banks services such as; money supply and loan extension.

VII. Growth in GDP investigates how fast the country's economy is growing to shed light on the rise in the
adjusted inflation market value of services and goods produced by a country's economy.

VIII. Inflation rate: is a quantitative evaluation of the rate of price level of selected services and goods in the
country during a time. It is the constant increase in prices where a currency buys less than it did in previous
time.

4. Data Analysis
4.1 Background
The recent economic fluctuations have influenced the profitability level of the banking industry worldwide. There
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has been a growing consent that there is an excessive requirement for an additional bank system, whereby the Islamic
banking system can be an effective substitute financial system, however, many researchers and economics have
argued the significance of enhancing the financial stability and profitability levels of the banking system. For
instance; Basel (2011) published the framework for post-crisis reform, it shed the light on the lacks of the pre-crisis
regulatory framework and introduces a supervisory basis for an effective bank system that contributes to developing
the real economy.

Consequently, this section explores the determinants of Islamic and non-Islamic commercial banks' profitability by
examining several variables during the period 2000-2018. For instance, market to book value examines the asset
quality, a capital ratio that examines the banks' capital adequacy, the bank's total assets (size) that provide significant
insight regarding the success of Islamic banks compared with conventional banks. In the same regard, several
controlling variables are significant for examining the profitability determinants of Islamic and conventional banks'.
For instance, the macroeconomic controlling variables, such as; the GDP annual growth rate, (GDP) and the annual
inflation rate.

4.2 Descriptive Analysis

Table 2. Bivariate analysis

Independent Samples Test

. Std. Error . .
N Mean Mean Difference Difference Sig. (2-tailed)
Islamic 310 .019
ROA ] -.001 .001 .236
Conventional 648 .020
] Islamic 325 9.794
Size ] =212 .037 .000
Conventional 664 10.006
. Islamic 307 2.040
M-B-Ratio ] .203 .109 .063
Conventional 618 1.837
i Islamic 325 170
Capital _ 028 006 000
Ratio Conventional 664 142
Islamic 312 .009
CFITA ] -.001 .001 .220
Conventional 659 .010

The above table shows that non-Islamic banks have better financial performance than their counterparts. For instance,
the conventional banks return on assets (ROA) is 20% compared with 19% for Islamic banks, which is due to that the
Islamic banking system has different principles than conventional banking systems. Notably, the philosophy of the
Islamic banks is based on profit and loss sharing transactions (PLS), which adhere the Islamic bank to participate in
the risk with the depositors and borrowers, in order to contribute to the community.

On the contrary, the principles of conventional banks are founded on the interest bases, which shed the light on that
conventional banks aim to maximize the shareholder's wealth by increasing the levels of investment return. Hanif
(2011) claims that this is because that the concept of PLS transactions allows both parties of the agreement to
contribute in the investment decision and trading process. However, this might contributes to reducing the levels of
financial risk.

In the same regard, since conventional banks showed a better return on assets than Islamic banks, these findings
revealed the effectiveness of conventional banks to manage their assets efficiently compared to the Islamic banking
system. Notably, commercial banks whether Islamic or commercial offer loans on long-term basses to the borrower
on the short-term deposits, which can be withdrawn at any time. Therefore, this leads to assets liability mismatch,
which may lead to liquidity risk problems and expose the banks to bankruptcy problems.

In the same context, the average Islamic bank size is smaller than the non-Islamic commercial banking system.
Whereby, the mean of total assets of Islamic banks is $9.794 compared with $10.006 for the conventional banks,
which is due to that Islamic banks is a new financial system, which started its operations by the beginning of the 70s,
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and has not got the opportunities to expand as their counterparts. Consequently, the findings of the descriptive table
indicated that the Islamic banks could be considered more stable and safer than the non-Islamic commercial banking
system

Likewise, the above table reveals that Islamic banking system has a better market to book value ratio than
conventional banking system, whereby the market to book value for Islamic banks is (2.04) and (1.837) for
conventional banks. Notably, this indicates that Islamic banks have better growth opportunities in the future by (20%)
than conventional banks, which may lead to better profitability levels for Islamic banks compared to non-Islamic
banks.

Importantly, there are cost benefits the two kinds of banks, since the financial stability of the Islamic bank seems to
be more efficient than conventional banks, even if the profitability levels of conventional banks are higher than
Islamic banks. For instance, the above table shows that the findings of standard error for the Islamic banking system
are lower in magnitude than the conventional banking system, which shed the light on that there is a less extreme
distribution for the Islamic banks.

In the same regard, regarding the findings of the above table, Islamic banks are more effective in terms of capital
adequacy ratio than conventional banks. Likewise, this is an important indicator for Islamic and conventional banks,
since several theoretical models propose that commercial banks are stimulated to put more equity capital in the
investments, to reduce several types of risks such as moral hazard problems.

Moreover, banks with large size of assets incline to gamble with the depositor's money since there is an implicit
bailout guarantee. For instance, many cases have occurred during the recent global financial rescission and several
banks have to be bailout through using the money of taxpayers. Notably, this is indicated to that Islamic banks have
more capital buffer than conventional banks, which give the Islamic banks more solvency and contribute to helping
Islamic banks to survive any financial distress.

However, this is indicated that Islamic banks seem to be less risky than non-Islamic banks. Whereby, there are
several researchers (Gait & Worthington, 2008; Sole (2007) and Okte (2010), argued that the concept of PLS
transactions makes Islamic banks less exposed to financial risk compared to their counterparts. On the contrary, the
conventional banks rely on the interest charges, to increase the bank's returns and maximize the shareholder's wealth.

Therefore, Islamic banking system can be considered as more efficient in having a capital buffer level than
conventional banks. Consequently, there are several opportunities for conventional banks to improve their financial
system through learning from the Islamic banking system.

Lastly, the findings of cash to total assets indicate that Islamic banks have (0.009%) while conventional banks have
(0.01%). However, the following sections will show the light on the correlation analysis among the factors and the
panel regression will provide an accurate view of the profitability determinants of both types of banks'.

4.3 Correction Analysis

Table 3. Correlation Matrix (Islamic banks)

(Islamic Banks)

ROA Size  M-B-Ratio C;‘;’t'itg' CF/TA ngoath’h Inflation ~ GDP
ROA 1
Size -.1377 1
M-B-Ratio .392” -.067 1
Capital Ratio .343™ -.393" -.078 1
CFITA 675" .034 366" 165" 1
GDP growth 2307 -1347 219”7 126" 228" 1
Inflation .002 .108™ .040 -.012 -.069 210" 1
GDP .031 532" .060 -.004 .014 -.108™ .073 1

**_Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).
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Bank size, which considered as a proxy for the Islamic banks' total assets presented a negative correlation with the
majority of the factors in the statistical model, mainly it has a negative correlation with the measurement of return on
assets, and it is noteworthy that banks size has negative correlation with the measures of the buffer capital as
explained earlier. Notably, this indicates to that Islamic banks with big size of assets are less strict about increasing
the optional reserve or the equity capital base, this can increase the opportunity of liquidity risk causes a panic-driven
run.

The market to book value had a positive significant influence on the return on assets (ROA), which increase the
growth opportunity for Islamic banks in the future. Likewise, the capital ratio showed a positive influence on the
banks (ROA), in another word, any rise in the capital ratio will lead to an increase in the profitability level of the
Islamic banking system

Also, the cash to assets ratio showed a positive relationship with the Islamic bank's profitability levels. Moreover, the
growth GDP showed an insignificant positive correlation with the Islamic bank's profitability, in another word,
constant growth in the country GDP will lead to improve and increase the profitability levels of Islamic banks

In addition, the inflation rate and GDP revealed a significant positive correlation with the Islamic bank's profitability
levels. Whereby increasing the inflation rate and GDP leads to an increase in the loan levels, which may reflect
positively on the bank's profitability, since commercial banks whether Islamic or non-Islamic work as a financial
broker between the depositor and borrower but they are different in the way they fund their financial transaction.

Table 4. Correlation Matrix (Conventional banks)

(Conventional banks)

Capital GDP

ROA Size M-B-Ratio Ratio CFITA growth Inflation GDP

ROA 1

Size -0.0548 1

M-B-Ratio 3797 021 1
Capital Ratio 5177 -.545" .065 1

CFITA 746" 116" 176 198" 1
GDP growth 399 -.202" 155" 2617 3217 1

Inflation 4777 -0.0009 103 1977 013 254" 1

GDP .007 540 1677 -116" 129" -160" .059 1

**_Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).

The correlation test of the conventional banks revealed almost adverse findings to the Islamic banking sector.
However, the bank size of the conventional banking sector revealed a negatively correlated with the ROA, capital
ratio and inflation rate. Importantly, this may indicate that conventional banks with large size of assets may face
problem in managing their assets efficiently to generate profit this is maybe due to the risky financial tools employed
by conventional banks

In the same regard, the market to book value had a positive correlation on the conventional banks' return on assets
(ROA), which increases the growth opportunity for conventional banks in the future. Likewise, the results showed
that any increase in the capital ratio will lead to enhance the profitability level of conventional banks. Likewise, Cash
to total assets showed a positive correlation with the conventional bank's profitability levels. On the contrary, GDP,
growth in GDP, and inflation rate showed a positive significant influence on conventional banks' profitability.

4.4 Regression Analysis

This section applies panel regression analysis, to explore the profitability determinants in both Islamic and
conventional banks' during 2000-2018. The panel regression includes three different types of regression analysis
namely; fixed effect, pooled effect and random effect. Moreover, the Husman test will be applied, to determine the
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suitable model for the banks, whereas if the findings of the Husman test are insignificant then the random model is
suitable to use than the fixed-effect model.

4.4.1 Islamic Banks

The following regression represents the outcomes of the explanatory factors, which affect the Islamic banks
profitability levels, by applying three different regression models: pooled, random, and fixed.

Table 5. Regression Analysis (Islamic banks)

Islamic Banks
OLS OLS Random Effect Random Effect Fixed Effect  Fixed Effect
No. abs 296 296 296 296 296 296
R-squared 0.868 0.880 0.898 0.901
Adjusted R-squared 0.866 0.876 0.859 0.864
F(5, 45606) 381.841 262.276 99.155 90.507
P-value(F) 0.000 0.000 0.000 0.000
Const -0.067 -0.054 -0.052 -0.037 -0.033 0.015
ons
0.000 0.000 0.000 0.007 0.023 0.553
Size 0.058 0.086 0.042 0.077 0.024 0.093
0.000 0.000 0.000 0.000 0.087 0.003
. 0.017 0.018 0.015 0.016 0.013 0.014
M-B-Ratio
0.000 0.000 0.000 0.000 0.000 0.000
. . 0.080 0.086 0.086 0.088 0.089 0.095
Capital Ratio
0.000 0.000 0.000 0.000 0.000 0.000
0.725 0.696 0.721 0.692 0.720 0.687
CFITA
0.000 0.000 0.000 0.000 0.000 0.000
0.000 0.000 0.000
GDP growth
0.004 0.032 0.111
. 0.000 0.000 0.000
Inflation
0.392 0.254 0.125
-0.004 -0.005 -0.011
GDP
0.000 0.003 0.015
Hausman test 8.449 14.754
p-value 0.133 0.064

The above results reveal the findings of the Islamic banks regression analysis, whereby the dependent factor was the
return on assets that is evaluated by the net profit over total assets. The applied tool in the regression model is an
unbalanced panel regression that includes 57 Islamic banks.

Moreover, Green (2008) claims that the Hausman test can be employed to determine among random, pooled and
fixed effect. Wherein the null hypothesis claims that the chosen regression model is fixed effect vs random effect vs
pooled effect, which examines whether the regressors are correlated with the unique errors, since the random effect is
consistent if the null hypothesis is accepted, and the random model is preferred. However, as the results of the
Hausman test revealed insignificant findings, then the null hypothesis is accepted, and it concludes that random
effect is preferred.

The t-test and f-test results reveal that the regression models are significant at a 5% level, however the R2 is (89%)
and the adjusted R2 is (85%). This means that this research determined (89%) of the factors that affect the
profitability levels of Islamic banks. In other words, (85%) of the changes in the Islamic banks profitability levels
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occur because of fluctuations in the explanatory factors.

The above findings reveal the determinants of profitability factors on the Islamic banking system. Therefore, the
above table showed that bank size has a significant influence on the return on assets (ROA). This refers to that banks
with a large size of assets are more profitable than other banks with small size of assets. Notably, these results are
identical to the theory of the Islamic banks, whereas Islamic Sharia laws adhere to Islamic banks to invest in assets
instead of trading in money.

Consequently, the findings of the regression model showed similar results between conventional and Islamic banks,
where the only difference between Islamic and conventional banks appeared in the descriptive analysis, which
showed that the Islamic banking system, is more solvent than non-Islamic banks since the Islamic banking system
have better measures for the buffer capital.

The market value to book value had a significant influence on the Islamic bank's profitability. In other words, an
increase in the market price compared with the book value then there is a growth opportunity in the future. This
means that the Islamic banks can offer good investments to their investors and depositors, which helps to increase the
Islamic banks ability to increase their profit during the short and long run.

Notably, Islamic banks implement their financial transactions under the notion of profit and loss sharing transactions
(PLS), whereby this kind of funding tools allows the investor and the Islamic bank to contribute to the venture
transactions as if a financial loss occurred in the investment project, then the Islamic banks and the other partner in
the contract will share the financial loss according to its shareholding in the capital.

Another explanatory variable that was employed in this research was the capital ratio. The findings of the regression
showed that capital ratio has a significant positive influence on the Islamic bank's profitability. Notably, Islamic
sharia principles prohibit the capital provider “bank™ to charge interest, whereas it does not forbid gain on capital.
Hence, the Islamic financial service board adheres to Islamic banks to put more equity capital in the investments.
This will lead to reducing several types of risks such as financial losses and moral hazard.

Moreover, the cash to assets ratio showed a positive significant effect on the profitability, whereas increasing the
percentage of cash to total assets will reduce the financial risks and will lead to an increase in Islamic bank's
profitability. Also, expectations and trends in the volume of cash can serve as a source of liquidity, which will lead to
growth in investment opportunities in the future. Chiefly, Islamic banks with a sufficient percentage of cash will
increase the bank's ability to invest at a reasonable cost, which will enhance the profitability levels and decrease
financial risks.

In the same context, the GDP rate and growth in the GDP are applied to investigate the influence of the country's
economic situation on profitability levels. Notably, the outcomes of the regression showed that the country's GDP
showed a significant positive impact on the profitability levels in the Islamic banks. Interestingly, this indicates that a
country with a strong and efficient economy will have a significant influence on the country's financial market that
will improve and increase the bank's profitability levels. Consequently, the findings are constant with the null
hypothesis. Improvements in the country's economy will allow Islamic banks to get new investments.

In contrast, the findings of the inflation rate indicate that the inflation rate has an insignificant positive impact on the
bank's profitability. Importantly, the results are identical with the findings of prior researchers, such as; Brouke (1989)
and Molyneux and Thornton (1992) stated that there is a positive significant relationship between banks' profitability
and inflation rate. Chiefly, when the inflation rate increases then the ability of buying power will decrease, which
will lead to a gradual increase in the percentage of bank loans to the investors, and eventually will increase the
Islamic bank's profitability.

4.4.2 Conventional Banks

The following regression represents the findings of the explanatory variable that influence the conventional banks
profitability levels, by applying three different regression models: pooled effect, random effect, and fixed-effect.
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Table 6. Regression Analysis (Conventional banks)

Conventional Banks

OLS OLS Random Effect Random Effect Fixed Effect Fixed Effect

No. abs 609 609 609 609 609 609
R-squared 0.809 0.810 0.851 0.852
Adjusted R-squared 0.807 0.808 0.822 0.823
F(5, 45606) 509.266 320.354 78.973 73.893
P-value(F) 0.000 0.000 0.000 0.000
Const 0.011 0.012 0.019 0.019 0.025 0.037
ons
0.047 0.078 0.009 0.029 0.008 0.011
Size -0.014 -0.012 -0.021 -0.020 -0.026 -0.008
0.012 0.079 0.002 0.036 0.003 0.671
. 0.012 0.011 0.011 0.011 0.010 0.010
M-B-Ratio
0.000 0.000 0.000 0.000 0.000 0.000
. . 0.017 0.018 0.009 0.010 0.005 0.007
Capital Ratio
0.002 0.002 0.122 0.082 0.440 0.242
0.881 0.882 0.843 0.847 0.825 0.829
Cash/Total assets
0.000 0.000 0.000 0.000 0.000 0.000
0.000 0.000 0.000
GDP growth
0.326 0.460 0.407
. 0.000 0.000 0.000
Inflation
0.067 0.098 0.087
0.000 0.000 -0.003
GDP
0.804 0.895 0.286
Hausman test 16.595 27.455
p-value 0.005 0.001

The above table reveals the findings of the regression analysis for conventional banks. Also, the Hausman test results
revealed significant findings, therefore the null hypothesis is rejected and the fixed effect is taken into account. In the
same context, the t-test and f-test reveals that the regression model is significant at 5%, the R2 is (85%) and the
adjusted R2 is (82%). This means that this research determined (85%) of the variables that have a positive or
negative influence on conventional banks profitability. In other words, (85%) of the fluctuations in the profitability
levels of conventional banks occur because of changes in the explanatory factors.

The above table indicates that there is a significant negative effect of the bank size on the conventional bank's
profitability levels. This indicates to the large size of assets in the conventional banks may affect the ability in
managing their assets efficiently to generate profit, this is maybe because of the risky financial tools employed by
conventional banks. Also, the small size of assets in the conventional banks will show better profitability levels than
conventional banks with large size of assets.

However, since the sample of the study is classified into two different types of banks, the above regression findings
are quite similar to the outcomes of the previous model. For instance, the results of the market to book value had a
significant positive relationship with the profitability levels in the Islamic banks. In other words, an increase in the
market price compared with the book value then there is a growth opportunity in the future. Also, the results of the
capital ratio showed a significant positive influence on the return on assets (ROA).

Notably, both types of banks can finance their operation through the shareholder's equity. Whereby, this type of
funding considered to be a quite costly and less risky funding tool, this can affect negatively the profitability level of
commercial banks. Consequently, commercial banks need to increase the fund for their transaction from the
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liabilities side at a greater level than shareholders' equity, to decrease the cost average.

Markedly, the findings of the regression showed that the country's GDP and growth in GDP had a positive significant
influence on Islamic banks profitability. Interestingly, this indicates that a country with a strong and efficient
economy will have a significant influence on the country financial market, which will lead to improvement and
increase the bank's profitability levels Moreover, the cash ratio showed a positive significant influence on the
profitability levels of Islamic bank's, whereas increasing the percentage of cash to total assets will reduce the
financial risks and will lead to an increase Islamic bank's profitability.

In contrast, the findings of the inflation rate indicates that there is an insignificant positive impact of the inflation rate
on the Islamic bank's profitability. Chiefly, when the inflation rate increases then the ability to buy power will
decrease this will lead to an increase in the percentage of bank loans to the investors, which will reflect positively on
the Islamic bank's profitability.

5. Conclusion

The purpose of this empirical research is to increase the knowledge of this research area and propose ways to
improve the profitability levels of Islamic and conventional banks. Consequently, the outcomes of this empirical
study have suggested implications for policymakers, academics, and practitioners. Nevertheless, Policymakers
should take into account the significance of effective internal use of the bank resources, to improve the Islamic and
conventional banks' profitability.

The results of this empirical research recommend that Islamic and conventional banks should invest more in equity
since these results revealed that there is a growth opportunity in the future for both the banking sector. Moreover, the
empirical results recommend Islamic and conventional banks must shed the light on the process of managing their
assets since the rapid growth of assets size in the Islamic and conventional banks influences their ability to manage
their assets effectively. The findings of this empirical study suggest that external resources could influence strongly
the Islamic and conventional banks profitability. Therefore, this empirical study recommends both kinds of banks to
use external funding tools to improve their profitability levels.

Although the determinates of Islamic and conventional banks profitability are one of the significant challenges for
conventional and Islamic banks. Prior studies in this arena — such as (Nurhafiza and Tajul, 2018; Heffernan and Fu
2009; Nur et al 2018; and Mohammad and Helal 2017) have not comparatively examined the profitability
determinants of Islamic and conventional banks by employing a population sampling of economic and accounting
data. In addition, recent previous studies in this area- such as (Harbi 2019; Hidayat & Sakiti 2020; Imane 2020;
Muhammad 2018; and Aslam & Haron 2020) have examined particular countries or the impact of the limited number
of variables such as; oil price on the banks performance, the researchers attempt to fill this gap by suggesting ways to
enhance the profitability of Islamic and conventional banks by examining accounting and economic data on
longitudinal data. Consequently, this research contributes to the academic literature, as the empirical results
determine the external and internal variables that influence the Islamic bank's profitability.

The results of this study are subject to many limitations, the sample size of this research investigated emerging
markets, this is because Islamic commercial banks are available in the MENA countries and Islamic banks still under
development. In addition, this study examined the GCC region only because longitudinal data are not available in all
MENA countries Also, this empirical study has shed light on one of the main challenges for both Islamic and
conventional banks. Further research should concentrate on the determinants of Islamic and conventional banks'
profitability. Also, more studies are required in exploring the impact of external factors and external shocks on the
bank's profitability such as Arab spring, to interact with similar matters in the upcoming future.
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