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Abstract  

The objective of this research is to study the effect of liquidity risk and rate of return risk on 

bank’s profitability. The empirical study covers a sample of 15 conventional and 15 Islamic 

banks in GCC countries over the period 2008-2017. The banks’ profitability is measured by 

return on equity (ROE) and return on asset (ROA). The liquidity risk is measured by two 

liquidity ratios; one is liquid assets over total assets and the other one is liquid assets over total 

liabilities. Rate of return risk is measured by spread. Moreover, this research considers the 

impact of the financial crises on GCC countries’ banking sector. The quantitative analysis using 

Ordinary Least Square (OLS) regression model concludes that there is a significant relationship 

between the liquidity risk, rate of return risk and bank’s profitability. In addition, a positive and 

significant relationship between liquidity risk and conventional bank’s profitability. On the other 

hand, a negative and significant relationship appears in Islamic banks. Spread has a positive and 

significant relationship with the Islamic and conventional bank’s profitability. Furthermore, this 

study contributes to the literature by analyzing the ROA and ROE, as the profitability 

measurements along with the liquidity risk and rate of return risk in 15 Islamic and 15 

conventional banks located in GCC region.    

Keyword: Islamic banks, Conventional banks, GCC, Liquidity risk, Rate of return risk, 

Interest rate risk 
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Chapter One: Introduction 

It is evident that a robust and sustainable financial growth can only be attained through the 

creation of an efficient financial system. In addition, meeting-up with financial innovations, 

globalization, deregulations, and financial services require regular adjustments in the structures 

and policies. The central role of banking in the financial sector requires regular banking 

assessments, and it is considered one of the major development issues in finance (Greenbaum 

Stuart & Thakor Anjan, 2007). The evaluation of bank performance is important for all parties: 

bank managers, depositors, and regulators. In the financial market, bank performance provides a 

signal to bank managers whether to enhance its loan service or deposit service or both in order to 

promote its finance. Moreover, it alerts depositors-investors whether to invest or withdraw funds 

from the bank. Furthermore, it identifies the regulation purposes for the regulator (Samad & 

Hassan, 1999). The bank profitability plays an essential role at micro and macro levels of the 

economy; at the micro level, profit is the essential prerequisite of a competitive banking 

institution and the cheapest source of funds. It is not merely a result, but also a necessity for 

successful banking in a period of competitive financial markets. Thus, the basic aim of banking 

management is achieving profit, as the essential requirement for conducting any business 

(Bobáková, 2003). Both external and domestic factors affect banking sector, a sound, and 

profitable banking sector is more able to withstand negative shocks and contribute to the stability 

of the financial system.  
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1.1 Overview on Liquidity and Interest Rate Risks   
 

The determinants of bank profitability attract many researchers, academics, and bank 

management (Athanasoglou, Brissimis, & Delis, 2005). Previous studies commonly analyzed the 

internal and the external determinants of banks profitability Bourke (1989), Demirguc-Kunt & 

Huizinga (2000), Molyneux & Thornton (1992) and Short (1979). The internal determinants 

originate from banks’ internal financial statements, while the external determinants refer to the 

economic and legal environments that affect the operation and the performance of the banks. 

Banks and other firms are essentially having no difference when it comes to the raison d’etre for 

being exposed to risk. In addition, mismatches imply risk when the economic nature of the firm’s 

‘‘assets’’ is somehow different from its ‘‘liabilities’’ (Greenbaum Stuart & Thakor Anjan, 2007).  

These mismatches arise mainly from several reasons. First, the assets usually have longer 

maturities than liabilities. For example, a loan may have two years of maturity, while the demand 

deposits are on demand and have no maturity. Accordingly, this reason creates interest rate risk. 

Second, the assets usually involve greater credit risk than the liabilities; the depositor claim 

against the bank is riskier than the bank claim against borrowers. Third, bank’s liabilities are 

usually more liquid than its assets. For instance, a bank cannot call back a performing loan at-

will, and the loan can’t be traded in the active market, whereas, depositors are able to withdraw 

their deposits without notice. Consequently, this reason creates liquidity risks (Greenbaum Stuart 

& Thakor Anjan, 2007). 

Dealing with liquidity issues is an essential area in the field of finance. The emergence of Islamic 

banking as an alternative system, which operates based on Sharia principles, considers that 

Islamic banks have different implications than conventional banks and hybrid banks in relation 

to liquidity risk exposure. The Islamic banks conduct their operation within the norms of Islam 
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and the parameters of Islamic finance. For example, the financial contracts in the Islamic banks 

must relate to tangible and identifiable underlying asset. 

One of the key roles that banks conduct is the transformation of the maturities, and through such 

role, banks finance their illiquid risky assets by liquid liabilities, which leads to the liquidity. In 

banking, liquidity risk for borrowers occurs due to the fact that the lender may choose not to 

renew a loan even if the borrower wants to renew. Similarly, liquidity risk faced by banks occurs 

due to the fact that the depositors may unexpectedly withdraw their deposits while banks may 

face challenges to replace them without impairing its net worth. This risk applies symmetrically 

to borrowers in their relationship to banks, and to banks in their relationship to depositors. 

Accordingly, if it happens, liquidity risk may cause an interruption in the economy due to the 

early liquidation of productive investments (Diamond & Dybvig, 1983).  

Interest rate risk drives form variation of market prices, and this may result in revaluing the bank 

assets and liabilities when traded. In additions, the changes in interest rate can affect the bank’s 

interest income, other interest-sensitive income, and operating expenses. Due to the interest rate 

fluctuations, the present value of future cash flows, and in some cases, the cash flows themselves 

change, and this accordingly might affect the underlying value of the bank’s asset, liabilities, and 

off-balance sheet instruments. As a result, it is essential for the banking sector to maintain the 

interest rate risk within a sapient level. During 1997, Basel Committee (BCBS, 1997 and 2004) 

published guidelines on the management of this type of risk.  

1.2 Overview on Rate of Return Risk in Islamic Banks 

 

Regarding the interest rate in the Islamic banks, it’s similar to conventional banks, but with 

variations due to the nature of the Islamic banks that is compliant with Sharia principles. Islamic 
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banks are exposed to the same risk, known as the rate of return risk as suggested by Islamic 

Financial Service Board (IFSB) (2005). However, as conducted by (Greuning & Iqbal, 2009), 

interests rate is different from the rate of return risk in two ways. First, there is higher uncertainty 

in the rate of return earned from investments in Islamic banks compared to conventional banks, 

as Islamic banks have markup based and equity-based investments compared to conventional 

banks which operate on interest-based whereby there are fixed-income securities on the assets 

side. Second, the return on deposits in Islamic banks is anticipated but not agreed beforehand, 

while in conventional banks it is predetermined. In practice, Islamic banks use the conventional 

bank’s rate to markup their financial instruments due to the absence of the Islamic benchmark 

rate. For example, in the Murabahah contract, the markup rate is determined by adding the risk 

premium to the benchmark of the market rate, such as the London Interbank Offered Rate 

(LIBOR) and it is fixed during the full contract’s period. 

1.3 Problem Statement 
 

Previous studies analyzed the internal and external determinants of the bank’s profitability. In 

that framework, many researches have focused on the main risks that might affect the Bank’s 

profitability. However, limited researches have been undertaken to analyze if both liquidity and 

rate of return risks affect significantly the bank’s profitability.  

The main interest of this study is to evaluate the impact of the liquidity and rate of return risks on 

the profitability of GCC banks and to investigate whether the effect is different on Islamic and 

conventional banks from the period 2008-2017. The evaluation of the bank performance and the 

risks that might affect the bank’s profitability is essential for all parties: bank manager, depositor, 
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and regulators. Furthermore, it would prevent risks that is symmetrical to the borrowers in their 

relationship to the banks, and to the bank in their relationship to the depositors. 

1.4 Research Objective 
 

This study attempts to test if the liquidity risk and rate of return risk affect the bank’s 

profitability as well as it compares the effect on Islamic banks and conventional banks 

separately. Besides, it analyzes if the financial crises had an impact on the bank’s profitability. 

1.5 Research Contribution  
 

This research extends the existing literature in three dimensions. First, the study examines the 

banking sector in GCC during the specific period 2008-2017, and no previous study has 

considered the liquidity risk and rate of return risk impact on the profitability of the banking 

sector in GCC for this period. Second, this study also analyzes the impact of the financial crises 

period on the GCC banks. Third, one of the key dimensions is that the paper investigates whether 

the unique nature of Islamic principles has different implications on liquidity risk and rate of 

return risk when compared to conventional banks and whether the Islamic banks are exposed to 

higher liquidity ratio than conventional banks.    

Ergeç & Arslan (2011) suggest that, the actions to improve the liquidity in banks lead to limiting 

the exposure of interest rate risk. Thus, improving liquidity affects the interest rate risk 

positively. Therefore, the relationship identified is presumably verifiable for the majority of 

financial intermediary. 
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1.6 Brief Description of Data and Methodology  
 

This study analyzes data in the GCC countries’ banking sector over the following period 2008-

2017 using (OLS) Ordinary Least Square adjusted for heteroscedasticity. Besides, it compares 

the Islamic banking sector with the conventional banking sector. This paper separately considers 

two periods; one period includes financial crises that was from 2008-2017, while the other period 

without financial crises from 2011-2017.  

1.7 Limitation of the Study 
 

Due to the limitation of the required data, the sample in this study covers 15 Islamic banks and 

15 conventional banks located in GCC.   

1.8 Structure of the Study  
 

The remaining of this research is as follow: the second chapter presents the literature review. The 

third chapter describes the sample, the data sources and explains the empirical model. The fourth 

chapter reports the empirical results and discussions. Finally, the last presents the conclusion.  
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Chapter Two: Literature Review 

Many academic researchers have focused on the major determinants of the bank profitability, 

since Bourke (1989) and Short (1979). Most of the studies have done on either cross-country or 

individual countries’ banking profitability. Most of these studies were conducted on conventional 

banks. Recent studies have focused on Islamic banks. In addition, few studies have focused on 

comparing Islamic and conventional banks Azhar Rosly & Afandi Abu Bakar (2003) and Samad 

& Hassan (1999).   

2.1 Empirical Literature on Conventional Banks 
 

The determinant of banks profitability has been conducted in various countries around the world. 

Some studies were conducted using data from the USA, the United Kingdom, Europe, Malaysia, 

Pakistan, India and few studies have been conducted in GCC countries. These researches studied 

the internal and external determinant in the profitability of banking sector. 

Using the balanced panel data set, (Olalere, Bin Omar, & Kamil, 2017) examined the 

determinants of the commercial banks’ profitability in Nigeria. They analyzed the impact of 

bank-specific and macroeconomic factors on average return on asset (ROA) and average return 

on equity (ROE). The result indicated that liquidity and capital adequacy have a positive and 

significant impact on bank profitability and operating cost has a substantial negative impact on 

profitability. They concluded that the major factors that determined bank profitability (ROA) and 

(ROE) during the period are capital adequacy, liquidity, efficiency and the GDP growth rate. 

Al-Jafari & Alchami (2014) analyzed that impact of liquidity risk, size, credit risk and 

management efficiency on the profitability of 17 banks in Syria during the period 2004-2011. 
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Using an estimation technique of Generalized Method of Moments (GMM), the result showed 

that negative and statically significant relationship between liquidity ratio and ROA. The study 

found a positive relationship between banks profitability and management efficiency and it was 

statically significant when ROA was utilized. The same result was conducted by (Riaz & Mehar, 

2013), that liquidity had a negative impact on the bank profitability in Pakistan during 2006-

2010, while interest rate the indicator of macroeconomic variable showed significant impact on 

the ROA. Alper & Anbar (2011) found that among the bank-specific variables asset size has a 

positive and significant effect on the profitability. The greater the diversification on bank activity 

showed positive influence in returns. However, a negative relationship appeared between loans 

and profitability. In addition, macroeconomic variables show that only real interest rate has a 

positive impact on the level of profitability. The remaining bank-specific factors (Capital 

adequacy, liquidity, deposits/asset ratio and net interest margin) and macroeconomic factors (real 

GDP growth rate and inflation rate) have not significant effect on bank profitability.  

Said & Tumin (2011) investigated the bank-specific factors impacting profitability and other 

financial ratios of the Malaysia and China banks and hints towards the fact that liquidity and size 

of banks somehow do not have any influence on the performance of banks in both countries. 

Credit risk had a negative relationship with ROA in both countries like while a negative 

relationship with ROE in Malaysian banks only. This proves that the impact of the financial 

performance varies across countries and also affected by the country-specific factors.  

 Muriithi & Waweru (2017) studied the impact of liquidity risk on the financial performance of 

commercial banks in Kenya. They found that net stable funding ratio (NSFR) has a strong 

negative impact on the banking profitability and liquidity coverage ratio (LCR) is found to have 

an insignificant impact on the profitability. In addition, the liquidity risk has an overall negative 
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influence on the profitability and therefore bank management is required to pay more attention to 

the liquidity management as compared to other variables under discussion.  

In contrast, (Arif & Anees, 2012) found that liquidity risk has a significant impact on the level of 

profitability and non-profitability loans and liquidity gap have a negative impact on the 

profitability of banking sector in Pakistan. Similar findings reported by the (M. Khan & Syed, 

2013). 

Ghenimi, Chaibi, & Omri (2017) explored the impact of liquidity risk and credit risk on the bank 

stability taking a sample of MENA region. Using the generalized method of moment (GMM), 

the result showed that credit risk and liquidity risk do not have any meaningful reciprocal 

contemporaneous impact on the stability of the banks even though these variables individually 

impact the stability of the banking institutions.  

There are some studies that excessively analyzed the effect of the Interest rate risk on the banks’ 

profitability. Claessens, Coleman, & Donnelly (2017) analyzed the association between “Low-

for-long” interest rates, banks’ interest margins and the level of profitability of the banks. Interest 

rates are significantly playing their role in impacting the net interest margins and, in this regard 1 

percentage point decrease in the level of interest rates contributes to generate 8 basis points 

decline in the net interest margins. On the similar lines the low-interest rates also have significant 

impact on the profitability of banks and magnitude of this impact is quite greater as compared to 

the other variables included in the sample. Interest expense margins are also affected by the 

movements in the interest rates but the impact on interest income margins is greater. In this 

regard the banking institutions having short maturity balance sheet which is more impacted as 

compared to those having long maturity balance sheets. Roebers (2017) studied the impact of 

interest rate risk management on the Baroda and ICIC banks and found that interest rate risk is 
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contributed to a negative impact on the level of profitability of banks and banks were found to be 

strongly exposed to the Interest rate risk (IRR). Santhosh & Sharma (2016) analyzed the interest 

rate risk using gap analysis model. They conducted that banks were exposed to interest rate risk 

during period 2009-2014. Same result conducted by (Charumathi, 2008) using gap analysis 

model.  

Were & Wambua (2014) studied the determinants of the interest rate spread in Kenya’s banking 

sector. The result showed that the bank-specific factors play a significant role in the determinants 

of interest rate spreads in the banking sector and this also implied on the macroeconomic factors 

such as real GDP growth and inflation rate. Dietrich & Wanzenried (2011) analyzed the 

Switzerland banks profitability over two separate periods, the pre-crisis period 1999-2006 and 

the crisis year 2007-2009. They found that in Switzerland the financial crisis had a significant 

impact specifically on the bank profitability and generally in the Swiss banking industry.  

2.2 Empirical Literature on Islamic Banks 

A quite number of similar studies have been carried out on Islamic banks. Some studies have 

been conducted in Malaysian banking sector, Azhar Rosly & Afandi Abu Bakar (2003) and 

Samad & Hassan (1999), the banking sector in Bahrain, Samad & Abdus (2004) and Turen 

(1996), and Islamic banks in the Middle East, (Bashir, 2003). A few literatures studied the 

factors of determining the profitability. Liquidity and credit risk impact for the Islamic banks in 

Malaysia are significantly lower than conventional banks. The interest rate risk has a significant 

impact, and this is particularly higher for the banks that are not offering such facilities, (How, 

Karim, & Verhoeven, 2005). 



11 
  

Hassan & Bashir (2005) analyzed the determinants of Islamic banking sector during 1994-2001. 

They used a variety of internal and external factors such as GDP, GDP per capita, inflation rate, 

loan ratio and short-term funding. The result indicated that the control of the macroeconomic 

environment, the financial market structure, the taxation and capital ratio loan/assets led to 

higher profitability. GDP had a strong positive effect on the performance measure. However, 

GDP per capita and inflation rate didn’t have a significant impact on the performance. Author et 

al. (2011) studied the determinants of the Islamic bank in Malaysia, using the generalized least 

square method on panel data from nine Islamic banks during the period 2007-2009. The result 

revealed only the bank size is the factor that affected the profitability positively. However, 

remaining factors such as capital adequacy, credit risk, liquidity, and expenses management did 

not consider as the primary determinants of the Islamic banking profitability in Malaysia. Sufian 

(2014) provided new empirical evidence on the impact of economic liberalization on the 

performance of the Islamic banks operating in MENA region using GMM method. The result 

showed that larger, more diversified and well capitalized Islamic banks tend to be relatively 

more profitable, while the credit risk has a negative effect on the performance of Islamic banks 

located in MENA region.  

Tariq & Masih (2016) explored the impact of interest rates on risk-sharing deposits of the 

Islamic banks. The center of attention for this particular study is to have an idea of the impact of 

interest rates on risk-based deposits of Islamic banks. The study concluded that interest rate does 

not have any significant impact on the risk-based deposits of the banks and it does not have any 

relation with the risk-based rate of return. The findings of (Zainol & Kassim, 2010) are in a 

perfect contradiction as it found out that Islamic banks are exposed to the rate of return risk and 

when the interest rate increases in the economy the deposit rates are in turn increased by the 
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Islamic banks. If the banks do not follow this move then they will have to face the liquidity issue. 

Islamic banks are significantly impacted by the rate of return risk; therefore, this factor is needed 

to be kept in mind by the policymakers. In addition to the literature, the study made by (Bacha, 

2004) showed that Islamic banks that are dealing with the dual banking functions are found to be 

significantly impacted by the interest rate risk. Qadi & Kfu (2011) found similar results, which is 

that the increase in the interest rates motivate the customers top increase financing from the 

Islamic banks because of the fact that customers are profit motivated and banks are impacted by 

the interest rates in the market irrespective to the fact that they operating on the interest-free 

principles.  

Chong & Liu (2009) found that the change in deposit rate in conventional banks has a significant 

impact on the change in Islamic interest rates and there is a positive correlation between the rate 

of return of Islamic banks and rate of return of the conventional banks.  

2.3 Empirical Literature on both Conventional and Islamic Banks 

 Mokni & Rachdi (2014) compared the profitability of Islamic and conventional banks in MENA 

region during 2002-2009. They used the bank-specific and macroeconomic determinants of ROA 

and ROE. They found that the determinants’ significant varies between Islamic and conventional 

banks. The accumulation of unpaid loans decreases the bank return. Thus the non-performing 

loans affect the bank’s profitability negatively. For the Islamic banks, liquidity has a positive and 

significant impact, and the ownership status also showed a significant effect. However, off-

balance sheet activities and efficiency of expenditure management are negatively linked to the 

Islamic bank’s profitability.  
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Banking capital and macroeconomic control variables affect the performance of conventional 

banks. Interest rate risk has a significant impact on both the measures of ROA and ROE. This 

study performs a comparative analysis of two banking system and found that interest rate and 

liquidity risk has an almost similar impact on both the types of banking systems. A similar study 

has been done in MENA region by (Khasawneh, 2016), he concluded that the Islamic banks are 

more profitable than conventional banks while in other hands, the conventional banks are more 

stable than Islamic banks at the period between 2006-2013. Zarrouk, Ben Jedidia, & Moualhi 

(2016) investigated whether the Islamic bank profitability is driven by the same forces as those 

driven conventional banking in MENA region. They concluded that profitability determinants 

did not differ significantly between two sectors. A similar result conducted by (Hadriche, 2015) 

that Islamic banks in GCC are comparatively more profitable as compared to the conventional 

banks. Alghfais (2017) conducted the same result on Saudi Arabia banks that Islamic banks are 

more profitable, have higher capitalization, have lower risk and contribute more to the economic 

growth than conventional banks. Siraj & Pillai (2012) conducted that Islamic banks in GCC 

countries were less affected by the financial crises.  

Rashid & Jabeen (2016) conducted that conventional banks are affected by operating costs, 

reserves and overheads while the performance of Islamic bank is affected by the market 

concentration, deposits, and operating efficiency. GDP and lending rates have significant 

negative impacts on the variables of profitability on both banks. Fayed (2013) found out that 

conventional banks are profitable, liquid, have credit risk management as well as solvency more 

than Islamic banks in Egypt during the period from 2008-2010. Ergeç & Arslan (2011) studied 

the impact of interest rate on Islamic and conventional part. The result showed that Islamic banks 

in Turkey are visibly influenced by interest rate.  
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Loon Mun & Mohd Thas Thaker (2017) compared the asset-liability management in the Islamic 

and conventional banks in Malaysia. They found that there is a positive relationship between the 

asset liability management and the financial performance in both types of banks.  Mohammad 

(2014) investigated the liquidity creation of Islamic banks and their exposure to liquidity risk in 

comparison with conventional banks in GCC region. He found that consistent with the previous 

studies; Islamic banks create more liquidity through channeling the higher amount of liquid 

funds into illiquid real economic activities. Accordingly Islamic banks face more complexity in 

managing their asset and liability in a timely fashion. Thus liquidity risk appears. Akhtar, Ali, & 

Sadaqat (2011) conducted that Islamic banks size of the bank and networking capital to net 

assets have a positive but insignificant impact on their profitability for both the cases of 

conventional and Islamic banks. In addition, a positive and significant relationship is found 

between the capital adequacy ratio in conventional banks and return on assets in Islamic banks. 

Conventional banks in Pakistan were more profitable, and they have liquidity risk management 

than Islamic banks.  
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Chapter Three: Data and Methodology 

This chapter will discuss the following: first, the sample for this study. Second, illustration for 

each variable used in the test, the technique and the models used in this study along with a justify 

for choosing this model.  

3.1 Data and Sampling Procedure 
 

The study aimed to evaluate and compare the effect of liquidity and rate of return risks on bank’s 

profitability. Due to the unavailability of the Islamic bank’s data especially in GCC region, the 

study is limited for 15 Islamic banks and 15 conventional banks located in GCC. A panel data 

analysis was conducted for the period 2008-2017. Furthermore, to investigate the impact of the 

financial crises, the study has considered two periods: the period from 2008-2017 (period 

includes financial crises) and the period from 2011-2017 (period without financial crises). In 

addition, the dummy variable was used in both the Islamic and conventional banks from 2008-

2010 to test if the financial crises affect the sample. The Bloomberg financial database is used to 

extract all the data employed in this study. A regression model was also used as all variables are 

stationary at level. In additions, the econometrics program E-Views software was used for 

analyzing the data and producing the regression result.   

3.2 Variables, Models and Methodology 

3.2.1 Measures of Variables 

This section describes the dependent and independent variables that were selected for the 

analysis. 
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3.2.1.1 The Dependent Variables  

The literature on bank profitability uses several ratios, the two most often used are return on 

equity (ROE) and return on asset (ROA) Khasawneh (2016) and Mokni & Rachdi (2014). In line 

with many studies that have addressed the determinants for banks profitability, this study uses 

the ROE as a measure of bank profitability; that is the ratio of net profit to the equity as a 

percentage. It reflects the efficiency and effectiveness of the banking management in the use of 

shareholders’ investments. In addition, the ROA is measured as the net income to total assets 

ratio and it is used in this study as a second variable to test the bank’s profitability. The ROA 

reflects the management ability to use their financial and real investment to generate profit Davis 

& Zhu (2005), Laeven & Majnoni (2003) and Naceur (2003). In addition, it is an indicator of the 

efficiency and operational performance by presenting the performance of each dollar invested in 

assets (Kosmidou & Tanna, 2005). 

3.2.1.2 The independent variables 

The selected independent variables include two main bank-specific variables which are liquidity 

ratio, rate of return in Islamic banks and the interest rate in conventional banks. The ratio of the 

liquid assets to the total assets is used as the proxy for liquidity risk Bourke (1989) and 

Demirguc-Kunt & Huizinga (2000). The liquid asset is considered to be as ‘net defensive 

position’ against liquidity risks (Nathan, 2016). It enhances banks’ capability to fund any 

liquidity scarcity by holding an adequate ratio of liquid assets (Gatev Evan & Strahan Philip, 

2003). Due to the interrelationship of liquid assets with the banks’ behavior towards liquidity 

position, it is taken into consideration to examine its impact on liquidity risk. 
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The ratio of liquid assets to total liabilities is used as the proxy for liquidity risk (Angbazo, 

1995). In addition, it indicates bank liquid assets as a percentage of its liabilities. It also refers to 

the bank’s ability to meet its obligations and commitments. 

Interest rate risk/rate of return risk is defined as the difference between the average yield on 

earning assets and the average cost of interest-bearing liabilities (Greenbaum Stuart & Thakor 

Anjan, 2007).  

The most vital features for Islamic banks is the prohibition of interest (Riba). T. Khan & Ahmed 

(2001) conducted that, the rate of return risk is one of the most important risks in Islamic banks. 

Islamic banks can obtain fund from two sources; one is the public funds in bank deposits, which 

comprises of Wadiah demand deposit, Mudharabah saving deposits, and Mudharabah time 

deposit.  Second is the public funds in non- bank deposits, as they are receives financing, 

securities issued by banks, interbank liabilities, liabilities to Bank Central and other payables (R. 

Ismal, 2013). Islamic banks provide a rate of return to customers, as Mudharabah time deposits 

account. The rate of return is determined at the beginning of the contract and it varies between 

banks because it depends on the bank's profit and the profit sharing ratio (Olson & Zoubi, 2008). 

Profit- and loss sharing (PLS) is a contractual agreement between two or more transacting parties 

that permit them to pool their resources, invest them and share the financial profit or loss. 

Mudharabah is a profit sharing and loss bearing contract and it may be used on both sides of the 

balance sheet assets and liabilities. It is a contract between the capital providers as Rab al-Mal, 

whereby the Rab al- mal provides the capital that is to be managed by the second party of the 

contract which is the entrepreneur as Mudarib. Bank act as Mudarib in case of time deposit and 

the bank set proportion for the result based on equivalent rate. So, Rab al-mal will get profit 
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based on the equivalent rate promised in the contract, if the rate of return higher then there is a 

probability that total time deposit will be increased. 

Generally, there is a particular affinity between the liquidity risk and rate of return risk, in the 

banking books. The liquidity risk depends on the due dates of the single cash flow associated 

with the assets and liabilities, while the interest rate risk depends on their repricing period 

(Baldan & Zen, 2012). Banks finance their investments by issuing liabilities with a shorter mean 

maturity than that of their investments; the resulting imbalance between the terms for the assets 

and liabilities means that they take on an interest rate risk and a liquidity risk (Resti & Sironi, 

2007).  Therefore, it is essential to the bank to take a global, integrated approach to manage its 

assets and liabilities from the point of view of both the maturity periods of the single cash flow 

and of the interest rates applied, as both risks interest rate risk and liquidity risk come to bear on 

the same balance sheet items (Baldan & Zen, 2012). In addition, the bank can facilitate a better 

balance between its assets and liabilities through improving the bank’s liquidity profile in the 

short and in the medium-to-long term, thus a lower impact of the interest rate risk on its capital.  

 This study considered financial crises as a dummy variable (DFC) to gain additional insights 

into the impacts of the financial crises on GCC banks, the value 0 was used for the financial 

crises years and 1 for the remaining years. Furthermore, lags were used in this study to see the 

time period effects and to test if the current value or past information has an impact on the result. 

Table 1 presents the summary of all ratios used in the study.  



19 
  

 

3.2.2 Empirical Models:  
 

The following models were tested:  

3.2.2.1 Model One  
 

The following regression model is used to test if the liquidity and rate of return risks affect the 

bank’s profitability. Spread used as a measure of the rate of return risk, liquidity ratio (liquid 

assets/total assets) used as a measure of the liquidity risk, and ROE used as bank profitability 

indicators. 

ROE = β˳ + β1 SPREAD + β2 LIQASST + β3 DFC + ɛi 

Where,  

ROE= (Net income/Total equities) 

SPREAD= (Interest income/Earning assets) – (Interest expense/Interest-bearing liabilities) 

LIQASST= Liquid assets/Total assets 

DFC= Dummy variable for financial crises   

Table (1) : Summary of Ratios

Variables Description Notation

Bank profitability (BP) measured by ROE= net income/shareholders' equity ROE/ROA

ROA and ROE ROA= net income/total asset

Interest rate risk or rate of return risk SPREAD=(interest income/earning asset) SPREAD

 – (interest expense/interest-bearing liabilities)

Liquidity risk LIQASST=liquid asset/total asset LIQASST

LIQLIA=liquid asset/total liability LIQLIA

Financial crises Dummy variable DFC DFC
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3.2.2.2 Model Two  
 

The following regression model is used to test if the liquidity and rate of return risks affect the 

bank’s profitability. Spread used as a measure of the rate of return risk, liquidity ratio (liquid 

assets/total liabilities) used as a measure of the liquidity risk, and ROE used as bank profitability 

indicators. 

ROE = β˳ + β1 SPREAD + β2 LIQLIA + β3 DFC + ɛi 

Where,  

ROE= (Net income/Total equities) 

SPREAD= (Interest income/Earning assets) – (Interest expense/Interest-bearing liabilities) 

LIQLIA= Liquid assets/Total liabilities 

DFC= Dummy variable for financial crises 

3.2.2.3 Model Three  

 

The following regression model is used to test if the liquidity and rate of return risks affect the 

bank’s profitability. Spread used as a measure of the rate of return risk, liquidity ratio (liquid 

assets/total assets) used as a measure of the liquidity risk, and ROA used as bank profitability 

indicators. 

ROA = β˳ + β1 SPREAD + β2 LIQASST + β3 DFC + ɛi 

Where,  

ROA= (Net income/Total assets) 

SPREAD= (Interest income/Earning assets) – (Interest expense/Interest-bearing liabilities) 

LIQASST= Liquid assets/Total assets 
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DFC= Dummy variable for financial crises 

3.2.2.4 Model Four  
 

The following regression model is used to test if the liquidity and rate of return risks affect the 

bank’s profitability. Spread used as a measure of the rate of return risk, liquidity ratio (liquid 

assets/total liabilities) used as a measure of the liquidity risk, and ROA used as bank profitability 

indicators. 

ROA= β˳ + β1 SPREAD + β2 LIQLIA + β3 DFC + ɛi 

Where,  

ROA= (Net income/Total assets) 

SPREAD= (Interest income/Earning assets) – (Interest expense/Interest-bearing liabilities) 

LIQLIA= Liquid assets/Total liabilities 

DFC= Dummy variable for financial crises 

 

Each model is tested separately for two periods, one is including financial crises and the other 

one is without the financial crises. Moreover, the dummy variable (DFC) used to test if the 

financial crises have an impact on the result. Dummy variable is known as a design variable. For 

the financial crises years, number 0 is assigned, which indicates that the variable coefficient has 

no role in altering the intercept. For the remaining years, number 1 is assigned which means that 

the coefficient is intercepting or altering the intercept. In addition, lags were used in the study as 

mentioned earlier.    
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3.2.3 Estimation Method 

Since all variables are stationary at the level and explained in next section. This study is using 

(OLS) Ordinary Least Squares or Linear Least Squares to analyze the impact of the liquidity risk 

and rate of return risk on the bank’s profitability. The linear regression model is a way of 

examining the nature and form of the relationship between two or more variables (Asteriou & 

Hall, 2011). Furthermore, it is a statistic method for estimating the unknown parameters in the 

linear regression model. (OLS) selects the parameters of a set of explanatory variables by 

minimizing the sum of the differences between the dependent variables and those predicted by 

the linear function. Using matrix notation, regression may be written as : 

E(Yt ) = a + βXt 

Where E(Yt ) denotes the average value of Yt for given Xt and unknown parameters a and β (the 

subscript t indicates that we have time series data) (Asteriou & Hall, 2011).  

In addition, the White test statistic is used to test the heteroscedasticity error in the regression 

analysis for the data set. Halbert White (1980) developed a more general test for 

heteroscedasticity, one of the advantages for the White test is that it does not assume any prior 

determination of heteroscedasticity and it does not depend on the normality assumptions.  
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Chapter Four: Empirical Results and Discussions 

This chapter will present an extensive analysis of the empirical results from testing the models 

mentioned in the previous section. First, comparative analysis by using descriptive statistics and 

the result of the unit root test. Second, discussion on the results and findings of the regression 

model.  

4.1 Descriptive Statistics 

ROA and ROE are the profitability measures that depict the profitability of Islamic and 

conventional banks. Table 2 and Table 3 present the summary statistics for the variables in the 

study. The sample was analyzed for two types of banking systems; one for the Islamic banking 

sector and the other one are for the conventional banking sector. In addition, it was tested for two 

periods; one included the financial crises Table 2 and one without the financial crises Table 3. 

The mean of the Islamic banks and the conventional banks is calculated using observations for 

both types of banks in the two periods. The standard deviation of variable measures is the 

dispersion of its observations from its mean. Maximum and minimum columns present the 

highest and lowest observation found for bank-related variables. Skewness is a measure of 

symmetry, or more precisely, the lack of symmetry. A distribution is symmetric if the left side of 

the distribution mirrors the right side. If the data is negative it will skew to the left. In contrast, if 

the data is positive it will skew to the right. The normal distribution will have a skewness of 0. 

Kurtosis measure indicates if the data are heavy-tailed or light-tailed in relation to the normal 

distribution. Jarque-Bera statistic is associated with probability tests if the data is drawn from a 

normal distribution or not.  
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Table (2) : Summary Statistics- Period including Financial Crises

Statistics

No. of 

Observation

s

 Mean  Median S.D  Max  Min  Skewness  Kurtosis  Jarque-Bera  Probability

All Banks (2017-2008) All Banks (2017-2011)

ROA 300 1.53    1.59    1.04    5.99    (5.73)   (1.13)   14.22  1,637.61 -         

ROE 300 11.59  12.18  6.76    28.47  (20.89) (0.77)   5.78    125.97    -         

LIQASST 300 0.33    0.31    0.11    0.91    0.10    1.51    8.10    438.43    -         

LIQLIA 300 0.39    0.37    0.14    1.04    0.11    1.43    6.77    279.63    -         

SPREAD 300 0.01    0.02    0.03    0.15    (0.13)   (0.96)   10.48  746.07    -         

Conventional Banks (2017-2008) Conventional Banks (2017-2011)

ROA 150 1.65    1.75    0.63    3.19    0.11    (0.29)   2.61    3.04        0.22        

ROE 150 13.13  13.33  5.00    25.97  1.25    (0.11)   2.99    0.32        0.85        

LIQASST 150 0.33    0.31    0.13    0.91    0.13    1.64    7.73    207.14    -         

LIQLIA 150 0.39    0.37    0.15    1.04    0.15    1.49    7.07    158.75    -         

SPREAD 150 0.01    0.02    0.02    0.03    (0.13)   (3.17)   15.48  1,224.12 -         

Islamic Banks (2017-2008) Islamic Banks (2017-2011)

ROA 150 1.42          1.46          1.31          5.99          (5.73)         (0.88)         10.58        378.26          -               

ROE 150 10.05        10.11        7.87          28.47        (20.89)       (0.60)         5.07          35.70            -               

LIQASST 150 0.33          0.31          0.09          0.65          0.10          0.79          4.70          33.70            -               

LIQLIA 150 0.40          0.37          0.13          0.94          0.11          1.38          6.15          109.78          -               

SPREAD 150 0.02    0.02          0.04          0.15          (0.13)         (0.43)         7.86          151.97          -               

Table (3) : Summary Statistics- Period Excluding Financial Crises

Statistics
No. of 

Observations
 Mean  Median S.D  Max  Min  Skewness  Kurtosis  Jarque-Bera  Probability

All Banks (2017-2011)

ROA 210 1.52    1.57    0.76    3.64    (3.78)   (1.73)   14.02  1,166.88  -           

ROE 210 11.83  12.25  5.82    28.47  (17.51) (0.96)   7.11    179.98     -           

LIQASST 210 0.33    0.31    0.11    0.91    0.13    1.81    10.18  566.13     -           

LIQLIA 210 0.39    0.37    0.13    1.04    0.15    1.59    8.37    341.17     -           

SPREAD 210 0.01    0.02    0.03    0.08    (0.13)   (2.40)   12.36  969.16     -           

Conventional Banks (2017-2011)

ROA 105 1.64    1.72    0.55    2.86    0.31    (0.33)   2.59    2.63         0.27         

ROE 105 12.96  13.19  4.30    22.67  2.25    (0.24)   2.73    1.34         0.51         

LIQASST 105 0.33    0.31    0.13    0.91    0.15    1.79    8.38    182.80     -           

LIQLIA 105 0.38    0.37    0.15    1.04    0.17    1.61    7.51    134.54     -           

SPREAD 105 0.01    0.02    0.02    0.03    (0.13)   (3.55)   19.90  1,469.63  -           

Islamic Banks (2017-2011)

ROA 105 1.40          1.46          0.91          3.64          (3.78)         (1.69)         12.28        426.95           -                 

ROE 105 10.69        10.89        6.85          28.47        (17.51)       (0.82)         6.29          59.38             -                 

LIQASST 105 0.33          0.31          0.07          0.60          0.13          0.79          4.32          18.47             0.00               

LIQLIA 105 0.39          0.37          0.10          0.77          0.15          1.22          5.58          55.15             -                 

SPREAD 105 0.01    0.02          0.03          0.08          (0.13)         (1.87)         8.85          210.45           -                 
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The mean of the ROA in the conventional banking sector is 1.65 percent including the financial 

crises Table 2 and 1.64 percent excluding the financial crises period Table 3, which is higher 

than the mean of the Islamic banking sector that is 1.42 percent including the financial crises 

Table 2 and 1.40 percent excluding the financial crises period Table 3. This indicates that assets 

of conventional banks are capable to yield more return than Islamic banks Akhtar et al. (2011) 

and Ben Salah Mahdi & Boujelbene Abbes (2017). Figure 1 shows the annual mean for the ROA 

in Islamic and conventional banks. 

 

Similarly, the mean of the ROE shows that conventional banks are more profitable than the 

Islamic banks. In conventional banks, ROE mean is 13.13 percent for the period that includes 

financial crises Table 2 and 12.96 percent for the period that excludes the financial crises Table 

3. The mean of ROE in the Islamic banks shows 10.05 percent and 10.69 percent respectively for 

the period that includes and excludes the financial crises Table 2-3. Thus, conventional banks are 

higher than Islamic banks by 3.07 percent and 2.27 percent for the period with/without the crises. 

This depicts that conventional banks are more efficient in generating profits from every unit of 
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shareholders/bank capital Akhtar et al. (2011) and Zeitun (2012). Figure 2 presents the mean of 

the ROE in the Islamic and conventional banks. 

 

 

This study measures the liquidity risk by two ratios; the liquid assets over total assets 

(LIQASST) and the liquid assets over total liabilities (LIQLIA). The mean of the liquid assets 

over total liabilities (LIQLIA) in Islamic banks for the period that includes and excludes the 

financial crises are 0.40 percent and 0.39 percent respectively. On the other hand, the mean for 

the conventional bank shows for the period that includes financial crises is 0.386 percent and for 

the period excludes financial crises is 0.383 percent. This indicates that the liquidity ratio is 

relatively higher in Islamic banks than conventional banks. the mean of the liquid assets over 

total assets (LIQASST) shows no difference between the two samples with and without the 

financial crises in both Islamic and conventional banks (Ben Salah Mahdi & Boujelbene Abbes, 

2017). Mohammad (2014) tested the liquidity risk exposure in GCC banks and he conducted that 

the Islamic banks are more exposed to liquidity risk than conventional banks. Such differences in 

facing liquidity risks’ exposure are a direct result of the unique nature of Islamic banks’ financial 
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operations and products that are different from the conventional banks. This unique nature leaves 

Islamic banks with more complications in managing their assets and liabilities positions (Ben 

Salah Mahdi & Boujelbene Abbes, 2017).  At the time of the financial crisis for 2008-2009, 

Islamic banks show higher liquidity ratio (LIQLIA) than conventional banks. Figure 3 shows the 

liquidity assets over total liability mean for Islamic and conventional banks. 

 

 

With regards to the liquidity assets over total assets (LIQASST), it’s higher in the Islamic banks 

by 1.0 percent in 2008. However, the conventional banks are higher than the Islamic banks by 

1.8 percent in 2009. Figure 3 shows the liquidity assets over total assets mean for Islamic and 

conventional banks. 
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The mean of the spread ratio presents 0.6 percent and 0.2 percent higher in Islamic banks than 

the conventional banks in the period includes and excludes the financial crises respectively Table 

2-3. Figure 5 shows the mean of the spread in the Islamic and conventional banks. 

 

 

In addition, the standard deviation for most variables is higher in the Islamic banks than 

conventional banks. This reflects that the Islamic bank’s data are more dispersed than the 
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conventional bank’s data. Figure 2 shows that the mean of the ROE in Islamic banks for the 

period 2009-2013 is on average 7.9 percent, and for the period 2014-2017 is on average 11.9 

percent, whereas, the mean of the ROE in the in conventional banks is 12.8 percent on average 

for the two periods.  

Furthermore, the Skewness for the dataset shows negative sign in the ROA, ROE and spread in 

all banks, Islamic and conventional banks, which indicates that the distribution is negatively 

skewed. In contrast, the LIQASST and the LIQLIA are positively skewed to the right.  

Moreover, the hypothesis for Jarque-Bera which is the test for normality in the residuals is as 

follow:   

H0= data is normally distributed (null hypothesis) 

               H1= data is not normally distributed (alternative hypothesis) 

In this study, the Jarque-Bera shows that the residuals are not normally distributed caused by the 

high Kurtosis and low P value in this dataset. However, this is common in the financial data. 

Thus, we should reject the null hypothesis. This applied for all variables except the ROA and 

ROE for the conventional banking sector which shows high P value in the dataset. 

Furthermore, this study is using (OLS) Ordinary Least Squares or Linear Least Squares since all 

variables are stationary at the level. Each variable is tested for stationarity using: Panel root test 

(Levin, Lei & Chu LLC) as shown in Table 4. As a result, all variables are less than 0.05 and 

accordingly the study can reject the null hypothesis. 

H0: Unit root (non-stationary) 

H1: No unit root (stationary) 
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4.2 Findings 

This paper analyzes the profitability of all banks, conventional and Islamic banks using ROE and 

ROA. The ordinary least square (OLS) regression tests two periods; one with the financial crises 

and the other one is without the financial crises. Table 5 and 6 report the result of the ROE as a 

dependent variable along with the spread and liquidity ratio. The study was done twice with two 

different liquidity ratios; one is liquid assets over total assets (LIQASST), and the other is liquid 

assets over total liabilities (LIQLIA). Table 7 and 8 report the result of the ROA as a dependent 

variable along with the spread and liquidity ratio, and it was tested twice one with the liquid 

assets over total liabilities (LIQLIA) and one with liquid assets over total assets (LIQASST). 

4.2.1 Empirical Results and Findings of ROE as a Dependent Variable: 

Table 5 reports the empirical results for the ROE as a dependent variable for all banks, Islamic 

banks, and conventional banks for the two periods (with and without financial crises) using the 

spread along with the liquidity ratio (liquid assets over total assets).  

Table (4) : Unit root - Levin, Lin & Chu

Variables 9 Years 7 Years

All Banks Islamic Conventional All Banks Islamic Conventional

LIQASST 0.00 0.00 0.00 0.00 0.00 0.00

LIQLIA 0.00 0.02 0.00 0.00 0.00 0.00

SPREAD 0.00 0.00 0.02 0.00 0.00 0.01
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In addition, using the ROE as a dependent variable, Table 6 shows the impact of the spread and 

the liquidity ratio (liquid assets over total liabilities) on all banks, Islamic and conventional 

banks profitability. 

Table (5) : Results for ROE SPREAD LIQASST for All Banks, Islamic Banks and Conventional Banks 

ROE 9 Years 7 Years

Variables All Banks Islamic Conventional All Banks Islamic Conventional

Constant 0.368 0.332 1.160 11.030 14.993 8.634

(0.149) (0.439) (0.980) (9.789)*** (2.722)*** (9.965)***

LIQASST 2.579 -7.465 4.817 1.124 -22.851 -

(1.109) (-1.745)** (2.180)*** (0.582) (-1.767)** -

SPREAD 14.121 18.718 49.291 37.939 38.412 38.807

(1.608)* (2.564)*** (2.558)*** (2.654)*** (1.852)** (3.009)***

DFC 2.636 3.342 1.320 - - -

(1.666)** (3.953)*** (2.341)*** - - -

Constant-LAG 0.677 0.722 0.644 - - -

(11.952)*** (10.741)*** (6.129)*** - - -

LIQASST-LAG - - - - - 7.834

- - - - - (3.575)***

SPREAD-LAG - - - 26.453 15.161 112.510

- - - (3.292)*** (0.973) (3.651)***

Adjusted R Squared 0.45              0.68              0.63              0.05              0.07              0.16              

F-statistic 80.34            72.67            58.52            3.35              2.56              6.57              

Prob(F-statistic) -                -                -                0.01              0.04              0.00              

Durbin-Watson stat 2.24              1.90              2.09              1.33              1.62              1.34              

*, ** and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent level

( ) Referring to T-Statistic
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4.2.1.1 Empirical Results and Findings - All Banks: 

The overall sample in Table 5-6 shows that the liquidity ratio is not significant with the ROE. 

However, it presents a negative relation in Islamic banks and a positive relation in conventional 

banks. In conclusion, the positive impact is offsetting the negative impact. Accordingly, this 

causes the moderation effect that changes the direction or the magnitude of the relationship 

between the two variables.  

Moreover, as shown in Table 5, the spread showed a positive and significant relationship with 

bank’s profitability. For the period includes financial crises, the estimated coefficient is positive 

=14.121 with t-statistics = 1.608 statistically significant at least at 10% level. This result 

Table (6) : Results for ROE SPREAD LIQLIA for All Banks, Islamic Banks and Conventional Banks 

ROE 9 Years 7 Years

Variables All Banks Islamic Conventional All Banks Islamic Conventional

Constant 0.845 1.303 1.229 2.904 9.025 8.617

(1.751)** (1.706)** (1.046) (6.132)*** (3.493)*** (9.911)***

LIQLIA - -2.900 3.929 -0.502 -12.146 -

- (-2.316)*** (2.058)*** (-0.581) (-1.918)** -

SPREAD - 21.303 48.387 19.782 22.595 38.279

- (3.041)*** (2.554)*** (4.024)*** (3.400)*** (2.970)***

DFC 2.198 3.260 1.305 - - -

(2.897)*** (3.874)*** (2.320)*** - - -

Constant-LAG 0.743 0.703 0.647 0.767 0.630 -

(16.316)*** (10.728)*** (6.188)*** (29.040)*** (8.603)*** -

LIQLIA-LAG 0.130 - - - - 6.818

(0.197) - - - - (3.494)***

SPREAD-LAG 13.531 - - - - -

(4.423)*** - - - - -

Adjusted R Squared 0.67              0.68              0.63              0.70              0.59              0.16              

F-statistic 138.73 72.73 58.02 141.74 44.53 6.45

Prob(F-statistic) 0.00 0.00 0.00 0.00 0.00 0.00

Durbin-Watson stat 1.98 1.89 2.07 2.31 2.29 1.45

*, ** and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent level

( ) Referring to T-Statistic
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indicates that there is a positive relationship between spread and bank’s profitability. Similarly, a 

positive and significant relationship appears in the period exclude financial crises. The effect is 

highly significant at 1%. 

Likewise, a positive and significant relationship between the spread and bank’s profitability at 

1% for both periods include and exclude financial crises Table 6. 

The adjusted R-square, which indicates the percentage of the variance in independent variable 

explained by the variance in the dependent variable as shown in Table 5-6 is 0.45 and 0.67 

respectively. This indicates that 45% and 67% of the variance in ROE is explained by the 

variance in spread and liquidity ratio. 

In addition, the dummy variable (DFC) that tests the financial crises is significant which means 

that the financial crises have an impact on the result. 

The value of Durbin-Watson (DW) test statistics in Table 5 is 2.24 and 1.33 for the period 

include and exclude financial crises, and as shown in Table 6 the (DW) is 1.98 and 2.31 

respectively for the period include and exclude financial crises. This result for (DW) shows that 

there is no evidence of the present autocorrelation problem. 

4.2.1.2 Empirical Results and Findings - Islamic Banks: 

The result shows that for the period includes financial crises in the Islamic banks; there is a 

negative relationship between the liquidity risk and the return on equity. The effect is highly 

significant at 5 percent in liquid assets over total assets (LIQASST), this means that for one unit 

increase in the liquidity ratio (LIQASST), the ROE will decrease by 7.465 Table 5. 

Likewise, liquid assets over total liabilities (LIQLIA) is negatively significant at 1 percent, for 

one unit increase in the liquidity ratio (LIQLIA), the ROE will decrease by 2.900 Table 6.  
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Similarly, the empirical result for the period excludes financial crises indicates that there is a 

negative relationship between the liquidity ratio and ROE. This means for one percent increase 

in liquid assets over total assets (LIQASST) and liquid assets over total liabilities (LIQLIA), the 

ROE will decrease by 22.851 percent and 12.146 percent respectively Table 5-6.    

Furthermore, as shown in Table 5-6 the adjusted R-square is .68 for the period includes financial 

crises, which indicates that 68 percent of the variation in the dependent variable (ROE) can be 

explained by the variation in the liquid assets over total assets (LIQASST), liquid assets over 

total liabilities (LIQLIA), and spread. 

Reference to Table 5-6, the spread shows positive and significant relationship at 1%. This means 

that there is a positive relationship between the spread and the bank’s profitability.  

The value of Durbin-Watson (DW) test statistics in Table 5-6 indicates that there is no evidence 

of the present autocorrelation problem. 

In addition, the dummy variable (DFC) that tests the financial crises is significant at 1%, which 

means that the financial crises have an impact on the result. 

4.2.1.3 Empirical Results and Findings - Conventional Banks: 

The results in this study for the period include financial crises illustrates that the coefficient is 

significant at 1 percent in the liquid assets over total assets (LIQASST) and in the liquid assets 

over total liabilities (LIQLIA). Thus, for one unit increase in the liquid asset over total assets 

(LIQASST) and the liquid assets over total liabilities (LIQLIA), the ROE will increase by 4.817 

and 3.929 respectively Table 5-6. 



35 
  

Regarding the R-square, 63 percent of the variation in the dependent variable (ROE) can be 

explained by the variation in the liquid assets over total assets (LIQASST), the liquid assets over 

total liabilities (LIQLIA) and spread. 

In addition, using lags for the liquidity ratios in the conventional banks for the period excludes 

financial crises; the result indicates that for one percent increase in liquid assets over total assets 

(LIQASST) and liquid assets over total liabilities (LIQLIA), the ROE will increase by 7.834 

percent and 6.818 percent respectively Table 5-6.  

The empirical results indicate that the coefficient of the spread is significant with the ROE for 

the conventional banks. Thus, it is positively significant at 1 percent for the period includes and 

excludes financial crises Table 5-6. 

In addition, the dummy variable (DFC) that tests the financial crises is positively significant at 

1%.   

The value of Durbin-Watson (DW) test statistics in Table 5-6 indicates that there is no evidence 

of the present autocorrelation problem. 

4.2.2 Empirical Results and Findings of ROA as a Dependent Variable: 

The test also uses the ROA as a dependent variable along with the spread and the two liquidity 

ratios, presented in Table 7-8. 
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Table (7) : Results for ROA SPREAD LIQASST for All Banks, Islamic Banks and Conventional Banks 

ROA 9 Years 7 Years

Variables All Banks Islamic Conventional All Banks Islamic Conventional

Constant 0.396 0.534 0.167 0.382 1.200 0.394

(1.389) (0.914) (1.392) (6.576)*** (2.518)*** (4.863)***

LIQASST - -1.375 0.552 0.126 -3.131 -

- (-1.619)* (2.440)*** (1.298) (-1.656)* -

SPREAD 5.238 5.717 5.892 3.844 6.681 2.791

(2.806)*** (3.070)*** (2.605)*** (3.954)*** (2.949)*** (1.407)

DFC 0.319 0.551 0.095 - - -

(1.656)* (1.676)* (1.152) - - -

Constant-LAG 0.556 0.515 0.690 0.697 0.537 0.583

(5.948)*** (4.218)*** (8.725)*** (23.502)*** (4.723)* (5.715)***

LIQASST-LAG -0.265 - - - - 0.488

(-0.438) - - - - (2.204)***

SPREAD-LAG - - - - - 6.746

- - - - - (1.76)**

Adjusted R Squared 0.44               0.38               0.70               0.70               0.44               0.66               

F-statistic 52.88             21.73             81.06             141.88           15.03             43.45             

Prob(F-statistic) -                -                -                -                -                -                

Durbin-Watson stat 2.16               2.23               2.21               2.03               2.40               1.95               

*, ** and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent level

( ) Referring to T-Statistic
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4.2.2.1 Empirical Results and Findings - All Banks: 

The overall sample in Table 7-8 shows that the liquidity ratio is not significant with the ROA. 

However, it presents a negative relation in Islamic banks and a positive relation in conventional 

banks. This paper finds evidence of moderation that affects the results on the all banks sample. 

So the study tests the impact of the moderation in Islamic banks and conventional banks 

separately.  

As shown in Table 7, the spread showed a positive and significant relationship with bank’s 

profitability. For the period includes financial crises, the estimated coefficient is positive =5.238 

with t-statistics = 2.806 statistically significant at least at 1% level. This result indicates that 

Table (8) : Results for ROA SPREAD LIQLIA for All Banks, Islamic Banks and Conventional Banks 

ROA 9 Years 7 Years

Variables All Banks Islamic Conventional All Banks Islamic Conventional

Constant 0.341 0.647 0.156 0.682 1.251 0.391

(0.844) (1.162) (1.332) (3.346)*** (2.738)*** (5.008)***

LIQLIA -0.082 - 0.523 -0.254 -2.370 -

(-0.260) - (2.545)*** (-0.835) (-1.639)** -

SPREAD 5.401 6.414 6.063 - 5.094 2.792

(3.423)*** (3.232)*** (2.578)*** - (3.733)*** (1.383)

DFC 0.316 0.527 0.095 - - -

(1.614)* (1.699)** (1.188) - - -

Constant-LAG 0.556 0.506 0.684 0.593 0.529 0.576

(6.006)*** (4.222) (8.485)*** (4.478)*** (4.744)*** (5.455)***

LIQLIA-LAG - -1.355 - - - 0.455

- (-1.640)* - - - (2.230)***

SPREAD-LAG - - - 3.614 - 7.002

- - - (2.517)*** - (1.767)**

Adjusted R Squared 0.43               0.40               0.71               0.70               0.44               0.66               

F-statistic 52.70             23.05             81.97             142.88           18.70             43.32             

Prob(F-statistic) -                -                -                -                -                -                

Durbin-Watson stat 2.16               2.25               2.20               2.04               2.44               1.95               

*, ** and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent level

( ) Referring to T-Statistic
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there is a positive relationship between spread and bank’s profitability. Similarly, a positive and 

significant relationship appears in the period exclude financial crises. The effect is highly 

significant at 1%. 

Likewise, a positive and significant relationship between the spread and bank’s profitability at 

1% for both periods include and exclude financial crises Table 8. 

The adjusted R-square, which indicates the percentage of the variance in the independent 

variable explained by the variance in the dependent variable as shown in Table 7-8 is 0.44 and 

0.43 respectively. This indicates that 44% and 43% of the variance in ROA is explained by the 

variance in spread and liquidity ratio. 

The value of Durbin-Watson (DW) test statistics in Table 7 is 2.16 and 2.03 for the period 

include and exclude financial crises, and as shown in Table 8 the (DW) is 2.16 and 2.04 

respectively for the period include and exclude financial crises. This result means that there is no 

evidence of the present autocorrelation problem. 

In addition, the dummy variable (DFC) that tests the financial crises is positively significant at 

10%. This depicts that the financial crises years have an impact on the ROA as a dependent 

variable. 

4.2.2.2 Empirical Results and Findings - Islamic Banks: 

The ROA as a dependent variable shows a negative relationship between the liquid assets over 

total assets (LIQASST) and liquid assets over total liabilities (LIQLIA) in the Islamic banks. For 

the period includes the financial crises, the result indicates that for one percent increase in liquid 

assets over total assets (LIQASST) and liquid assets over total liabilities (LIQLIA), the ROA 

will decrease by 1.375 percent and 1.355 percent respectively Table 7-8. Regarding the period 
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that excludes the financial crises, for one unit increase in the liquid assets over total assets 

(LIQASST) and liquid assets over total liabilities (LIQLIA), the ROA will decrease by 3.131 

percent and by 2.370 percent respectively Table 7-8. 

Reference to Table 7, 38 percent of the variation in the dependent variable (ROA) can be 

explained by the variation in the liquid assets over total assets (LIQASST) and spread. 

Furthermore, 40 percent of the variation in the dependent variable (ROA) can be explained by 

the variation in the liquid assets over total liabilities (LIQLIA) and spread, as shown in Table 8.  

The value of Durbin-Watson (DW) test statistics in Table 7-8 indicates that there is no evidence 

of the present autocorrelation problem. 

In addition, the spread has a positive and significant relationship with bank’s profitability at least 

at 1% level for both periods include and exclude financial crises as shown in Table 7-8.  

Furthermore, the dummy variable (DFC) that tests the financial crises is positively significant. 

This positive significant depicts that the financial crises years have an impact on the ROA as a 

dependent variable. 

4.2.2.3 Empirical Results and Findings - Conventional Banks: 

Regression estimates in Table 7 indicate that the liquid assets over total assets (LIQASST) are 

significant at 1 percent with the ROA as a dependent variable. Furthermore, for one unit increase 

in the liquid assets over total assets (LIQASST), the ROA will increase by 0.552 percent and by 

0.488 percent respectively for the period include and exclude financial crises Table 7.  

In addition, there is a positive and significant relationship between the spread and bank’s 

profitability for the period includes and excludes financial crises. For the period includes the 

financial crises, the relationship is significant at 1% level. Hence, for one unit increase in the 
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spread, the ROA will increase by 5.892 percent Table 7. Furthermore, using the lag for the 

period exclude financial crises, the relationship is significant at 5 %. Hence, for one unit increase 

in the spread, the ROA will increase by 6.746 percent Table 7.  

Regarding adjusted R-square, we can say that around 70 percent of the variation in the dependent 

variable (ROA) can be explained by the variation in the liquid assets over total assets 

(LIQASST), the liquid assets over total liabilities (LIQLIA) and spread Table 7-8. 

With reference to Table 8, liquid assets over total liabilities (LIQLIA) has a positive and 

significant effect at 1% on the profitability. Therefore,  for one unit increase in the (LIQLIA), the 

ROA will increase by 0.523 and 0.455 percent respectively for the period include and exclude 

financial crises. 

Similarly, the spread has a positive relationship with bank’s profitability. Hence, for one unit 

increase in the spread, the ROA will increase by 6.063 and 7.002 respectively for the period 

include and exclude financial crises.  

The value of Durbin-Watson (DW) test statistics in Table 7-8 indicates that there is no evidence 

of the present autocorrelation problem. 
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Chapter Five: Conclusion 

This chapter will present the following: first, discussion on findings for each variable in Islamic 

and conventional banks. Second, the conclusion.   

5.1 Discussion of the Findings: 

The focus of this study was to investigate if the liquidity and rate of return risks affect the bank’s 

profitability. This study conducts that there is a significant relationship between liquidity risk, 

rate of return risk and bank’s profitability. Details for each variable will be discussed in below 

section.  

5.1.1 Liquidity Ratio 
 

The overall sample shows that the liquidity ratio is not significant with the ROE and ROA. 

However, it presents a negative relation in Islamic banks and a positive relation in conventional 

banks. In conclusion, the positive impact is offsetting the negative impact. This causes the 

moderation effect. Introducing moderating variables changes the direction or the magnitude of 

the relationship between the two variables. This paper finds evidence of moderation that affects 

the results. So the study tests the impact of the moderation in Islamic banks and conventional 

banks separately.  

Due to the unique nature of the Islamic financial principles, products, and operations, Islamic 

banks are perceived to be key contributors in promoting economic growth, through creating 

productive and effective financial activities, generating vacancies, and fostering social welfare 

(F. Khan, 2010).  
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The result indicated that, there is a negative relationship between liquidity ratios and Islamic 

bank’s profitability. As (Golin & Delhaise, 2012) mentioned, “it is critical that a bank guard 

carefully against liquidity risk - the risk that it will not have sufficient current assets such as cash 

and quickly saleable securities to satisfy current obligations e.g those of depositors – especially 

during times of economic stress” (p. 273).  

In addition, Islamic banks emphasis the equity and profit loss sharing based financing activities, 

which is as mainly illiquid investments. On the other hand, conventional banks, stress on debt 

and sale based modes of financing activities.  

Based on this feature in Islamic financing modes, the Islamic banks should positively contribute 

to a higher level of liquidity than conventional banks. However, due to this distinctive nature, 

Islamic banks are expected to have more complexity than conventional banks in managing their 

asset and liabilities. Accordingly, this might affect the negatively the profitability of the Islamic 

banking sector.  

In addition, (Al-Khouri, 2011) indicated a negative and significant association between return on 

assets as a proxy for bank profitability and liquidity creation. This may be subject to high level of 

expenses that occur to the bank or due to an increase in loan losses.       

In contrast with the Islamic banks, there is a positive relation between liquidity ratios and 

profitability explained by ROE and ROA in the conventional banks. This result is consistent with 

(Bourke, 1989) who suggested that there is a positive relationship between liquidity and 

profitability.  
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5.1.2 Spread 
 

As hypothesized, the spread has a positive impact on the bank’s profitability. This fact can be 

explained by the fact that banks in GCC region are not exposed to higher interest rate risk. Thus, 

the interest rate risk can pose a significant threat to the bank’s profitability. Changing the net 

interest income, the level of other interest-sensitive income and operating expenses, would be a 

result of changes in interest rate. Accordingly, this would affect the bank’s profitability. 

Therefore, changes in interest rates affect the underlying value of the bank’s assets, liabilities and 

off-balance sheet instruments because of the present value of future cash flows. In some cases 

the cash flows themselves, change when interest rates change. The empirical results indicate that 

the coefficient of the spread is significant with the ROE and ROA for all banks, Islamic and 

conventional banks. In general, it is positively significant at 1 percent for the period includes and 

excludes financial crises Table 5-6-7-8.  

5.1.3 Dummy Variable 

 

In addition, the dummy variable (DFC) that tests the financial crises is significant with the ROE 

for all banks, Islamic and conventional banks, which depicts that the financial crises have an 

influence on the sample Table 5-6. Furthermore, the financial crises dummy variable with the 

ROA as a depended variable is significant in all banks and Islamic banks only table 7-8.   

5.2 Conclusion: 

This study aims to determine whether a liquidity risk and interest rate risk / rate of return risk 

affect the bank profitability for 15 Islamic banks and 15 conventional banks in GCC. It considers 
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two different ratios to test the liquidity risk and uses the spread as a measurement of the rate of 

return risk/ interest rate risk. The findings show that liquidity ratios affect the profitability of the 

Islamic banks negatively. The bank may fail without having a required level of liquidity and 

funding to meet the short-term obligation. Therefore, banks that have higher liquidity ratio have 

more liquidity and are less vulnerable to frailer. However, having higher liquid asset is usually 

associated with lower rate of return. Considering that the money available is not generating any 

additional profit to the bank, and so negative relationship is expected. 

In contrast, the liquidity ratios affect the conventional banks positively. This finding implies that 

required liquidity may avoid banks from quick failure or insolvency (Kosmidou & Tanna, 2005).  

In addition, the spread has a positive relationship with the profitability of the Islamic and 

conventional banks.  

Moreover, the financial crises, as a dummy variable, is significant with the ROE as a dependent 

variable for all banks, Islamic banks and conventional banks. According to (Ben Salah Mahdi & 

Boujelbène Abbes, 2018), there is a significant impact of the financial crises on the liquidity, 

capital, and risks in Islamic and conventional banks. However, it is significant with the ROA as a 

dependent variable in all banks and Islamic banks only.   

These findings are in line with the previous studies on the banks’ profitability. It considers two 

different measurements of liquidity risk. In addition, it includes the dummy variable; to gain 

additional insights on the impact of the financial crisis on the GCC banking sector.   

In conclusion, the findings provide some evidence that the liquidity risk and interest rate risk / 

rate of return risk affect the profitability of conventional and Islamic banks in GCC. 



45 
  

Furthermore, this study has significant contributions to the literature by comprehensively 

clarifying and critically analyzing the ROE and ROA, as the profitability measurements, in the 

Islamic banks and conventional banks located in the GCC region.  

To enhance the academic learnings in this subject, this research can be extended particularly by 

studying a larger sample size, as the sample size used in this study might be relatively limited 

due to unavailability of the data which can significantly affect the findings. In addition, the 

future studies could be conducted for specific GCC countries to identify the profitability in each 

of these countries separately; this could not be achieved by the current study due to the nature 

and size of the sample in hand. Additionally, future studies can extend the study by introducing 

other variables that may affect the profitability along with the liquidity risk and interest rate risk 

to solve the risk problems that might affect the banks’ performance. 
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