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Abstract 

 

There is no doubt that banks play a vital role in the economy of all countries. 

Stability of economy depends on bank's sound performance within a country. In the recent 

decades, a new sector of banking, Islamic Banking, was introduced and was capable of 

achieving widespread and accelerating growth of total assets and market share on a global 

basis, including non-Muslim countries. Numerous empirical studies attempt to measure the 

financial performance of the dissimilar banks in an attempt to gain more insights into 

Islamic banking. 

Thus, the purpose of this study is to compare the financial performance of both 

banking system and to investigate the different impact of financing products (Islamic loans 

and conventional loans) on bank's profitability in GCC countries (Saudi Arabia, United 

Emirate, Bahrain, Qatar, Kuwait, and Oman) over the period from 1999- 2014. The study 

used two profitability measures namely, return on average assets (ROAA) and return on 

average equity (ROAE). The study used unbalanced panel data set of 1228 observations 

total of 45 Islamic banks and 49 conventional banks.  The empirical results estimated by 

generalized method of moment indicate that loans of both banking system have positive 

and significant relationship with bank's profitability. The result also found that 

conventional banks performed better than its Islamic counterparts in terms of ROAA & 

ROAE signified by the dummy variable. Moreover, the study indicate that Islamic loans 

have significant different impact on ROAA comparing to conventional loans. While no 

significant different impact between Islamic loans and conventional loans on ROAE. 

Finally, Gross domestic product (GDP) have positive relationship with the profitability of 

Islamic and conventional banks while Inflation has negative but insignificant impact. 

 

Keywords: Islamic Banking, Conventional Banking, Profitability, Islamic loans, and 

conventional loans. 
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CHAPTER ONE: INTRODUCTION 

1. Introduction: 

Past studies showed that banking sector contribute toward the growth of the 

economy, and an effective and efficient banking system is important for long-term growth 

and is crucial for economy development (Al Khathlan, Gaddam, and Malik, 2009). 

However, few studies addressed the impact of Islamic financing on the financial 

performance of the financial institutions for example, Islamic banks, which will be the 

focus of this study. Islamic banking system introduced in the advent of Islam when the 

Prophet himself carried out trading operations for his wife. Hence, Mudarbah and 

Musharka (Islamic partnerships) have been widely appreciated by the Muslim business 

community for centuries. As consequences, the first Islamic bank appeared in 1963 in 

Egypt operating based on the Sharia principle of noninterest and profit sharing profit 

(Kettel, 2011).  

 

1.1.1 Overview on Islamic Banks and Conventional Banks 

Both Islamic banks and conventional banks are institutions that act as the 

intermediary between the borrower (fund user) and the lender (fund provider). According 

to Abdulla (2013), the relation between conventional bank and the client is a borrower-

lender relation, which function on debt based system and gain profits from interest process. 

While the relation between Islamic bank and the client is profit sharing, both share the 

profit and loss, which is essential for Islamic banks and theses includes the prohibition of 

Riba (interest), avoidance of Gharar and Miysar (uncertainty).  

 



 

 2 

Moreover, according to Azira. H, Salwani. A, Nabilah.A (2015) the profitability is 

the primary goal of all business ventures and without profit, the business will not survive 

in long run. Thus, measuring the factors that affect the profitability of the bank is very 

important especially with the existence of instability in the global market due to credit 

crunch and subsequent banking crisis (Azira. H, Salwani. A, Nabilah.A, 2015). 

 

1.1.2 Overview on Islamic Financial Industry 

Islamic finance emerged within the Islamic moral economy frame, Islamic financial 

and banking institutions is growing, and at present most Islamic financial services are being 

provided in most of the world. According to International Association of Islamic banks 

(IAIB), Islamic financial institutions now claims around 2 trillion $ asset base, which 

includes Islamic commercial and investment banks, windows of conventional banks 

offering Islamic financial services, mutual and index funds, leasing and Mudarabah 

companies and Islamic insurance companies. Where it consider a huge success for Islamic 

financing industry against all the political and economic difficulties (Tariqullah Khan 

&Habib Ahmed, 2001). 

The essential principles of Islamic finance are ‘risk-sharing' and ‘profit-and-loss 

sharing' along with the prohibition of interest, limitation of speculation and uncertainty 

(Hossein Askari, 2012). However, there has been debate and argument in the literature 

regarding the practice of Islamic institutions stating that the evaluation of the performance 

of Islamic financing sector shows that Islamic finance has been converging towards 

conventional financial practices and institutions through the shari'a compliant practices 

(Tariqullah Khan &Habib Ahmed, 2001). In an article written by Usman Hayat (2015), he 

mentioned that there have been tension in terms of the outcomes of Islamic institutions, by 
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failing to implant the objectives of Islamic moral economy and incorporating the 

conventional products and operations.  

While other scholars are optimistic on the forecasts of the Islamic industry, and believe 

that Islamic finance has a great opportunity and space for further expansion. In addition, 

who argue in favor of equity state “if too much debt and too little capital are the problem, 

then the conversion of debt into equity is the solution.”  They also suggest that policymakers 

should generate positive idea from Islamic financial systems instead of arguing that 

prohibition of interest generates massive inefficiencies.  

 

1.2 Background of the study 

 

Governments seek to promote its development through researching the relations and 

effects that its resources have over the economy and its growth. According to Manuela W. 

Armenta (2007), it is a fact that a fair portion of the economy development is dependent on 

banking and financial sectors. While banks in a market economy vary widely in size, 

profitability, and survival, therefore the factors determining these observed variables and 

how they operate has been an active topic of research in banking and finance institutions 

and an important determinant of firm profitability. Moreover, according to Munawar Iqbal 

and Philip Molyneux (2005) Islamic banking and finance engage in social responsibility 

objective and fall under ethical finance to emphasize the productivity and expansion of 

economic production and services. Hence, it transfers the overall focus from financial 

collateral or the financial worth of a borrower to the investor's trustworthiness and the 

project’s feasibility and usefulness.  
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From the above discussion, the researcher found that it is a great of interest to 

investigate on the impact of Islamic financing on the profitability of Islamic banks. As well 

as, to evaluate the impact of conventional financing on the profitability of conventional 

banks. Finally, to test the different effect of the two financing modes of Islamic banks and 

conventional banks on the profitability. The study include Islamic banks and conventional 

banks operating in GCC countries (Saudi Arabia, Qatar, Kuwait, Bahrain, Oman, and the 

United Arab Emirates) over the period 1999-2014. 

 

1.3 Significance of the study: 

 

Previous studies and works have shown that Islamic banking is not only feasible and 

viable, but is an efficient and productive way of financial intermediation. As stated in book 

written by Munawar Iqbal and Philip Molyneux (2005) a number of Islamic banks that offers 

an alternative method of commercial banking, are operating successfully in GCC and 

Malaysia. Moreover, the viability of Islamic banking is the fact that many conventional 

banks, including some major multinational Western banks, have also started using Islamic 

banking techniques (Munawar Iqbal & Philip Molyneux, 2005). In addition, Islamic banks 

are not just religious institutions, in fact, they are like other banks, and they are profit-seeking 

institutions. But, they follow a different model of financial intermediation which have 

fascinating features that attracted world-wide attention and it is preferred way of banking by 

many people who seek a wider choice of financial products.  

Therefore, the study aims to evaluate the financial performance of Islamic banking and 

conventional banking operating in GCC and to investigate whether there is different effect 

of financing modes on the profitability of the banks. As well as to give stakeholders and 
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investors who are looking for Islamic financing products insight into how Islamic banks 

work. This study is important, as it would help in predicting the effect of Islamic loans on 

the profitability of GCC banking sector by using historical data as a basis for those 

predictions. 

 

1.4 Problem Statement: 

 

It is clear that financial and banking sector plays an important role in the overall 

development of an economy; according to Ross (1997), Islamic banking and finance 

perform well and show a high growth period in the industry. However, in the existence of 

a globalized economy and exposure to the financial crisis, maintaining sustainable growth 

and profits are becoming one of the major challenges facing banking and financing sectors 

(Ross Levine, 1997). According to Said (2013), "the number of cross-country comparative 

studies is still limited especially in Middle East". However, the presence of conventional 

banks and Islamic banks operating side by side in the GCC permits a comparison of 

efficiency and profitability by type of bank (Manar, 2014). 

 

1.5 Research Objectives: 

 

The main objective of this study is to examine the impact of banks’ financing on the 

profitability of the selected Islamic & conventional banks in GCC. Furthermore, the study 

will attempt to test whether any significant differences exist between the two divergent 

banking systems in terms of the profitability. Thus, the study will try to attain the following 

objectives: 
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1. To measure and analyze the financial performance of the selected banks in GCC 

countries.  

2. To examine the impact of Islamic loans on return on average assets (ROAA), and 

return on average equity (ROAE) of Islamic banks in GCC. 

3. To examine the impact of conventional loans on return on average assets (ROAA) 

and return on average equity (ROAE) of conventional banks in GCC. 

4. To examine if there is different effect of financing on the profitability of Islamic 

and conventional banks.  

 

1.6 Research Question 

 

The answer to the following questions would help to achieve the above objectives, 

in order to formulate policies for improved profitability of these institutions. 

Q1 What is the effect of Islamic financing on the profit of Islamic banks in GCC? Are 

sharia-compliant products (non-interest bearing) affecting the financial performance 

positively? 

Q2 What is the effect of conventional loans on the profit of conventional banks in GCC? 

Q3 Is there any significant difference in the relationship between interest bearing loans and 

non-interest bearing loans and the profitability with respect to bank type –whether it is an 

Islamic bank or a conventional bank? 
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1.7 Contribution to the Study 

 

Many researchers studied the efficiency of the Islamic banks in comparison to its 

conventional counterparts, and their studies mostly argued that the Islamic financial 

industry is more efficient than its conventional counterpart is (Samad, A. (2004), Iqbal, M. 

(2001), Abdullah, F., Hassan, T., & Mohamad, S. (2007). When the 2008 global crisis 

affected all financial and financial-related sectors around the world, it gave a chance to the 

Islamic finance industry to provide a more solid evidence of the infant industry’s efficiency 

superiority. A large number of studies conducted all over the world to compare the impact 

of the crisis on both industries, and different methodologies were used from a various 

perspectives. 

Among other financial sectors, the banking sector, in particular, clarifies the 

significant differences between the performance of the conventional and Islamic banks. 

This significance is due to the nature of the banking framework that was related to the 

causes of the recent global crisis. With this been said, this study attempts to investigate the 

difference in the impact of financing on bank's profits of Islamic banks and conventional 

banks. By raising some important questions to help in achieving the study objectives; to 

what extent is the variation in banks' profitability due to differences in financing, and to 

what degree do external factors such as Gross domestic product (GDP), and Inflation 

impact the profitability of these banks operating in different countries. 

 

The results of this study may contribute positively toward more understanding on 

the influence of the different financing system on the profitability of the bank. Moreover, 

it would provide valuable information for relevant parties such as bank customers, and 
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investors. In addition, it may benefit bank managers and regulators to make efficient 

management policy for Islamic banks to gain more profits. Moreover, it can benefit other 

parties such as governments, investors, academician, and students. This thesis is one of the 

few attempts to focus on the influence of the financing of both banking system (Islamic 

banks & conventional banks) on the profitability, while investigating for the existing of 

different effect of these financing on bank profit with regard to bank type.  

 

1.8 Organization of the Study 

 

The study is divided into five chapters. This chapter one provided background on 

the study, overview on Islamic and conventional banks, and overview on Islamic financial 

industry, problem statement, research objectives, and research questions and significant 

gained from the study, as well as contribution of this study. Next, chapter Two is the 

literature review that aims to review the related studies done by previous scholars with 

respect to Islamic banks as well as conventional banks performance evaluation. The 

literature review provides comparison of past studies in terms of sample data, variables, 

methodologies used and results obtained, discuss Islamic banking rules and principles, and 

compare the performance of both banking system during the financial crisis. Chapter Three 

will explain the research methodology, identify data collection and sample, profitability 

measurement, and highlight the dependent and independent variables. Chapter Four will 

present the empirical results, the interpretation of the results, and discuss the hypotheses 

tested. Finally, the last chapter will elaborate on the findings obtained from the regression, 

and conclude on the overall study and provide recommendations for future study.  
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Chapter Two: Literature Review 

 

This section will introduce Islamic banking system and what differentiates it from 

conventional banking system, and an overview on GCC banking sector. In addition, will 

compare the impact of financial crisis on Islamic banks and conventional banks. Finally, 

will provide a review on the previous studies done on the comparative performance 

between the Islamic and conventional banks and the determinants of their profitability and 

financial performance.  

 

2.1 Introduction 

 

While financial transactions have been a historical phenomenon in Islam as was 

exemplified by the existence of sarrāfs, who were financiers in early Islam history (El 

Hawary, Grais, &Iqbal, 2006), formal treatment of Islamic financing arose about four 

decades ago with the setting up of Islamic banks. As Abdel-Magid (1981) observed, the 

first Islamic bank came into existence in 1971 following the setting up of Nasser's Social 

Bank in Egypt. The end of the 1970s had established other Islamic banks in Saudi Arabia 

(1974), the United Arab Emirates (Dubai in 1975 and Sharjah in 1978), the Sudan in 1977, 

Egypt (a second Islamic bank in 1977), Kuwait in 1977, Bahamas in 1977, Jordan in 1978, 

Bahrain in 1979, and Pakistan in 1979  (Abdel-Magid, 1981). Since these initial steps were 

made, Islamic banking has experienced significant growth with increasing institutional and 

infrastructural support both from Muslim countries and from financial markets across the 

globe (Khan &Bhatti, 2008). While some studies have questioned the ability of current 

Islamic banking practices to remain true to Islamic financing principles (Khan, 2010), other 

studies have noted that Islamic banking offers a competitive and viable alternative to 
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conventional banking (Khan &Bhatti, 2008). The growth in Islamic banking has for 

example been evident with the growth in assets held by Islamic banks and profitability in 

the industry. For example, according to a survey by Ernst &Young (2015), it estimated that 

Islamic banks would have more than 1 trillion U.S dollar in assets by the end of 2015, 

whereas the projected industry profitability expected to reach US$30.3 billion by 2020. Of 

these figures, about 93% of the total assets (about US$920b in 2015), were based in nine 

key markets comprising of Saudi Arabia, Bahrain, Qatar, Malaysia, Indonesia, the United 

Arab Emirates, Pakistan, Kuwait, and Turkey (Ernst & Young, 2015). However, there has 

been an increasing adoption of Islamic banking even in non-Muslim countries to serve 

Muslim clients in these countries thus making Islamic banking a global phenomenon (Khan 

&Bhatti, 2008; Ernst & Young, 2015). Such increasing prevalence of Islamic financing 

institutions makes it possible to evaluate how they differ from the conventional banking 

institution in respect of performance especially in periods of economic crises. 

 

2.2GCC Banking sector 

 

All Gulf Cooperation Council (GCC) countries are large oil exporters with fixed 

exchange rate regimes. According to Olson and Zoubi (2008), banking sector in GCC play 

a major role in GCC's financial sector, and that it is concentrated with a few domestic 

players dominating the market. In addition, they stated that the banking sector of all the 

members of the GCC countries shares a number of unique and different features than other 

regions. First, the banking industry is heavily dependent on oil sector activities and 

protected from foreign competition, second, public sector plays a major role in the banking 

sector, and finally, the GCC's banking industry are concentrated in activities such as real 

estate, consumer loan, and construction. Moreover, Islamic banks have grown in recent 
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years to become a prominent source of financial intermediation in the Gulf countries, 

controlling on average 24 percent of the region’s banking system assets (Abdulla, May, & 

Nada, 2010). 

 

2.3 Islamic Banking Rules and Principles 

 

Unlike conventional banking whose organization and business practices are 

influenced only by regulatory and market principles. Islamic banking institutions have to 

adhere to Islamic finance ideals as reflected in the Qur’an and Prophet Muhammad’s words 

and actions (Abdel-Magid, 1981). The Qur’an and hadith provide various forms of 

economic activity that are not permissible based on Islamic principles (Khan, 2010), with 

such non-permissible aspects being further clarified by Islamic scholars (Abdel-Magid, 

1981). Economic activities involving riba (translated to mean interest or usury), are 

outrightly banned in the Qur'an (Abdel-Magid, 1981). Further, practicing Muslims are 

warned against involvement in transactions that have excessive Gharar (whose outcome is 

highly uncertain), Maysir (that entail gambling) and haram, which are activities forbidden 

based on religious principles (Khan, 2010). While engaging in trade is an allowable activity 

in Islamic economic ideology (Abdel-Magid, 1981), the profits from such activity need to 

be the outcome of proportionate assumption of the risks in the transactions, which arises 

from the trader assuming an equity stake in such a transaction (Khan, 2010). In this respect, 

therefore, ‘risk-free' profits, which arise for example from issuing collateralized loans are 

not allowable (Khan, 2010). In engaging in Islamic finance, all finance and business 

contracts are subject to Sharīʿah law (Ayub, 2009), and thus Islamic banks have to be 

Sharīʿah compliant for them to carry out legitimate Islamic financing activities. 
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For Islamic banks to adhere to Islamic finance ideals they thus have to follow 

various basic guidelines. The first of these is a risk-sharing component where the financial 

transactions are structured to reflect the distribution of risk and return among the 

participants in the transaction (El Hawaryet al., 2006; Khan, 2010). The second aspect, 

which arises from the warning against engaging in transactions whose outcome is highly 

uncertain, is for the financial transactions to have materiality, i.e. to be linked to an 

underlying actual economic transaction (El Hawary et al., 2006; Khan, 2010). A third 

guideline is to avoid the exploitation of any of the parties to the transaction, whereas a 

fourth guideline is avoiding the financing of sinful activities (haram) (El Hawary et al., 

2006; Khan, 2010), for example, the financing for products such as alcohol that are banned 

in the Qur'an. Such guiding principles thus make Islamic financial institutions differ from 

conventional banks, which do not have such limitations in their lending activities.  

 

2.4 Islamic Banking Performance 

 

Differences between conventional banks and Islamic banks such as the elimination 

of interest income in Islamic banks, a core revenue stream for financial institutions (El 

Hawary et al., 2006), highlight the need to consider how such factors affect the profitability 

of the Islamic banks. As Hassan and Bashir (2003) have discussed, apart from the policy 

implications of not pursuing interest income, Islamic banks have also faced increasing 

competitive pressures following financial liberalization in some of their core markets and 

increasing globalization of the financial markets. Such external factors have led to the need 

for Islamic banks to find innovative approaches for doing business while remaining within 

the ideals espoused in Islamic finance (Hassan & Bashir, 2003).  
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Studies evaluating determinants of performance (evaluated in terms of profitability 

and efficiency) offer insight into factors that may help Islamic banks sustain better 

performance even with increasing competition. In the study by Hassan and Bashir (2003), 

for instance, a high capital base and high equity-to-asset ratio were associated with higher 

profitability for Islamic banks where effects of macroeconomic environment, the structure 

of the financial market, and taxation were eliminated. Where these other factors are 

considered, taxes, whether explicit or implicit, were found to have a negative effect on the 

profitability of the banks, while the better macroeconomic environment was associated with 

better profitability for the Islamic banks (Hassan & Bashir, 2003). While these factors were 

in line with expectations, an unexpected finding was of higher profitability in presence of 

higher overhead, which the authors argue may be explained by higher appropriation of 

increased profits to wages and salaries (Hassan & Bashir, 2003). Further, the authors found 

out that existence of reserve requirement does not affect profitability significantly (Hassan 

& Bashir, 2003). Unlike the finding of the importance of equity in Islamic banks' 

profitability by Hassan and Bashir (2003), Zeitun (2012) found out that bank's equity was 

not a significant determinant of Islamic bank profitability. Further, Zeitun (2012) found 

that cost-to-income ratio was inversely associated with profitability even in Islamic banks, 

a finding that contrasts the finding by Hassan and Bashir (2003) of higher profitability in 

presence of higher overheads. However, similar to the findings by Hassan and Bashir 

(2003), Zeitun (2012) also found the economic environment factors, as determined by GDP, 

influenced Islamic banks' performance, but foreign ownership, age of the bank, and banking 

development did not influence performance of Islamic banks in the study by Zeitun (2012). 

Apart from profitability analysis, another metric assessed in evaluating the 

performance of Islamic banks is efficiency. Brown (2003), for example, tested for cost 

efficiency in Islamic banks in 19 countries over the period from 1998 to 2001. In the study, 
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Brown (2003) noted varying findings of the efficiency of Islamic banks in different 

countries. For example, as evaluated by the cost-to-income statistics, poor efficiency was 

noted in Islamic banks in Sudan, Indonesia, and Bahamas where the ratio was above 100 

precent (Brown, 2003). On the other hand, in countries such as Kuwait and Brunei, Islamic 

banks were noted to have outstanding efficiency, with a cost-to-income ratio of 

approximately 30 per cent. In terms of average efficiency, Brown (2003) noted that Islamic 

banks had an average efficiency, as evaluated by cost-to-income ratio, of 55 per cent in 

most of the years assessed except for 1999 where efficiency was noted to decline to a cost-

to-income ratio of 65.8 precent. In a study of Saudi Arabian banks Bintawim (2011) also 

found Islamic banks to perform poorly compared to conventional banks in respect of 

efficiency as assessed by the cost-to-income ratio, for example, finding Al-bilad bank, 

whose loans and advances were all Shariah-compliant to have had the highest cost-to-

income ratio. Rosly and Abu Bakar (2003) also reinforced such findings of lower efficiency 

in Islamic banks noting that irrespective of the high return on assets (ROAA) recorded by 

Islamic banks, such high ROAA did not correlate with an increased efficiency of the banks. 

 

 

 

2.5 Conventional Banking Performance 

 

The performance of conventional banks has been explored in various studies in 

respect of determinants of performance and comparative performance with other sectors 

and Islamic banking. Petria, Capraru and Ihnatov (2015) for example evaluated 

determinants of performance of European commercial banks by assessing profitability 

(return on average assets – ROAAA – and return on average equity – ROAAE) for the 
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period between 2004 and 2011. In the study, the authors noted that determinants of 

profitability could be either of internal nature (bank-specific factors) or of an external 

nature, industry factors, and macroeconomic factors (Petria et al., 2015). In respect of 

internal factors, consistent with expectations, Petria et al. (2015) found that management 

efficiency, business diversification, and credit and liquidity risks had significant effects on 

the commercial banks ROAAA and ROAAE. Concerning external factors, the authors 

noted that industry concentration (competition) and economic status were core influences 

of the ability of banks to make profits within the European market. Concerning industry 

concentration, a surprising finding by the authors was that increasing concentration 

(competition) was significantly associated with higher profitability (Petria et al., 2015). 

Such effect of competition was found to be independent of the size of the bank in respect 

of performance as assessed via ROAE, but size had a small effect where the effect of 

competition on profitability was assessed in respect of ROAA.  

The determinants of performance in conventional banking systems may however, 

be dependent on economic conditions and level of development in the host countries. Such 

effect of the economic environment was, for example, evident in a study by Djalilov and 

Piesse (2016), who assessed factors influencing the profitability of banks in transition 

countries in Central and Eastern Europe (CEE) and former Union of Soviet Socialist 

Republics (USSR) from 2000 to 2013. In the study, Djalilov and Piesse (2016) found that 

determinants of profitability varied across the transition countries but with somewhat 

opposing effects when the early transition of CEE countries was compared with the late 

transition of former USSR countries. For example, whereas credit risk had a positive effect 

on bank profitability in the CEE group, such an effect was negative in the former USSR 

group (Djalilov and Piesse, 2016). Moreover, negative effects on the profitability of 

monetary freedom and government spending were only observed in the former USSR group 
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but not in the CEE group. Effect of capital on profitability (better profitability for better-

capitalized banks) was also noted to be more pronounced in the CEE group compared to 

the former USSR group (Djalilov and Piesse, 2016), thus indicating that economic 

conditions may moderate how the other (firm-specific and industry-specific) determinants 

of profitability influence banks' profitability. Dietrich and Wanzenried (2014) have further 

buttressed such effects of economic status on determinants of bank profitability. In their 

study, Dietrich and Wanzenried (2014) found significant differences to exist in core 

determinants of profitability and in effect of such determinants on profitability when bank 

profitability in low income, middle income, and high-income countries was compared.  

Tariq, Usman, Mir, Aman and Ali (2014) also assessed determinants of banks' 

profitability within Pakistan. In the study, Tariq et al. (2014) evaluated profitability based 

on ROAE and net interest margin (NIM) where they found capitalization to be a core 

determinant of profitability since it influences the level of risk that the bank can take 

without running into liquidity problems. Further Tariq et al. (2014) found assets quality, 

determined based on provisions made for loan losses, to influence the profitability of banks 

in Pakistan.  

Additionally, large banks were found to be more profitable compared to smaller 

banks while adverse economic environment such as increased inflation was found to lower 

the profitability of the banks (Tariq et al., 2014). The effect of capitalization on profitability 

is supported by the study by Zeitun (2012) on conventional banks in GCC where bank 

equity was found to explain and influence profitability in conventional banks. However, 

unlike the finding by Tariq et al. (2014), Zeitun (2012) did not find the size of banks to be 

a core determinant of profitability of commercial banks within the GCC regions. Such 

different findings indicate that multiple factors, including bank-specific characteristics and 
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economic environment effects, may determine the ultimate factors that influence 

profitability in conventional banks and Islamic banks. 

 

2.6 Performance comparison between Islamic and Conventional Banks during 

Financial Crisis 

A core argument in support of Islamic banking has been that its risk-sharing 

approach enhances the stability of the financial system (Khan, 2010), and thus may 

contribute to lower vulnerability to financial crises. Various studies have tried to evaluate 

such assertion by assessing the differences in profitability, risk profile and ease of 

transmission of crises between conventional and Islamic banking systems. Loghod (n.d.) 

has for example provided an analysis of differences in profitability and liquidity risk 

between conventional and Islamic banks in the GCC between 2000 and 2005. In the study, 

whereas profitability was not shown to differ between conventional and Islamic banks, 

Islamic banks were associated with a lower exposure to liquidity risk (Loghod, n. d.). 

Unlike such suggestions of lower risk in Islamic banks, Jawadi, Cheffou, and Jawadi (2016) 

recently reported that the financial risk in Islamic banks did not differ significantly from 

financial risks in conventional banks. Firstly, using descriptive statistics of mean returns in 

Islamic banks and mean returns in conventional banks following the 2010 financial crisis, 

Jawadi et al. (2016) found a near zero mean return for conventional banks and a mean 

negative return for Islamic banks. Such results indicated that Islamic banks could have been 

engaged in more risky business compared to conventional banking, but further analysis 

through panel vector Autoregressive approach showed that differences in financial risk 

profiles between conventional and Islamic banks were not significant (Jawadi et al., 2016). 

Findings of a study by Bamaas (2013) based on GCC also contradict the findings by 

Loghod (n.d.) in respect of profitability, where Bamaas (2013) found conventional banks 
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to outperform Islamic banks in the period between 2007 and 2011. On the other hand, Siraj 

and Pillai (2012) reported better performance of Islamic banks in the GCC region between 

2005 and 2010. Such diverse results indicate the differences in methodologies used for the 

studies and sample selection differences. For example, Siraj and Pillai (2012) used a sample 

of 12 banks (six Islamic and six conventional) and tracked performance based on operating 

profit ratio, net profit ratio, operating expenses ratio, return on total asset (ROA), and return 

on equity capital, and return on total equity (ROE). On the other hand, the sample size in 

the study by Loghod (n.d.) ranged from 10 to 47 for the different years evaluated, with 

performance based on a logistic model that included profitability, leverage, liquidity, and 

structure ratios. In the study by Jawadi et al. (2016), a sample size of 20 banks (10 Islamic 

and 10 conventional) was used, with performance being assessed based on return on 

investment in such banks. 

While the above studies show a mixed picture on the differences in performance 

between Islamic and conventional banks, a recent survey by the International Monetary 

Fund (IMF) has shown that Islamic banks were more resilient following the 2008 financial 

crisis (IMF, 2010). Such performance is shown in figures 1 to 3 below. As indicated in the 

figures, during the 2008 crisis, Islamic banks were, on average, more resilient compared to 

conventional banks. However, as shown in Figure 3, as the financial crisis deepened, 

Islamic banks faced higher losses compared to conventional banks. Such differences may 

be a result of differences noted in the mechanisms of transmitting crisis between Islamic 

banks and conventional banks. In a study by Mili, Sahut and Trimeche (2015), the authors 

observed that whereas the significant factor for transmission of the crisis in conventional 

banks is liquidity demands, in Islamic banking the critical factor was market discipline, 

which was influenced by the share of risk between customers and banking institutions. 

Further, whereas transmission of the crisis in the conventional banking system is noted to 
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arise from the dependence of subsidiaries on the stability of the parent, independent lending 

activities even where parent entity's stability was threatened in Islamic banking system was 

shown to boost stability in this system (Mili et al., 2015). 

Figure 4: Comparison of profitability in conventional and Islamic banks before 2008 financial crisis 

(Source: IMF, 2010). 

 

Figure 5: Comparison of performance in conventional and Islamic banks during initial stages of the 

2008 financial crisis (Source: IMF, 2010). 
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Figure 6: Comparison of performance in conventional and Islamic banks during late stages of the 2008 

financial crisis (Source: IMF, 2010). 

 

2.7 Main literature review done on banks performance 

 

 A study done by Azira Husain, SalwaniAffandi, Nabilah Abdul Shukur (2015) on 

the internal determinants of 16 Islamic banks’ profitability in Malaysia from 2008 to 2012. 

They aim to investigate the relationship between dependent variable (return on asset) and 

independent variables (bank size, capital adequacy, liquidity, deposits and asset quality) by 

employing Pooled Generalized Least Method (PGLS) as the methodology of panel data 

analysis. They found that only bank size has positive significant impact on profits while 

asset quality has negative significant impact on bank's profit. 

 

Another study done by Nasser Ahmed (2014) to investigate the impact of (size, 

management efficiency, loan, asset management and capital) and external variables 
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(inflation and GDP)  on ROA, ROE and NIM of Islamic banks  in GCC countries from 

2006 to 2012.  The study used a balanced panel data set. Overall, he found that all internal 

variables and macroecconomic variables tested have significant impacts on bank’s 

profitability. Moreover, Abid and Mohummed (2012) evaluate the financial performance 

of Islamic, Conventional banks in Pakistan from 2007 to 2009.They used paired sample t-

test, and they found that Islamic banks have high growth rate, profitability, and have high liquidity 

power over the conventional banks. 

 

 Manar Al-Gazzar (2014) did an empirical study on GCC and MENA region to 

compare the financial performance between Islamic banks and conventional banks from 

2009 to 2013. She used descriptive statistics on the CAMEL framework's bank-specific 

performance measures in addition to external macroeconomic variables. By using one-way 

ANOVA tests and regression analysis, she found that Islamic banks outperformed conventional 

banks in terms of (capital adequacy, asset quality, management quality and earnings quality), 

while liquidity position in Islamic banks in comparison to conventional banks were weak. 

Additionally, she found significant statistical differences exist between Islamic and 

conventional banks in (capital adequacy, management quality and asset quality) and found that 

the moderating role of bank type does have a significant impact on bank performance in the 

MENA & GCC region. 

Parashar, S. P in 2010 conducted a study comparing the performance of 12 Islamic and 

conventional banks in the GCC before (2006-2007) and throughout the crisis (2008-2009) 

using the financial ratios analysis. He concluded that over the four years period of his study, 

Islamic banks performed better than the conventional banks in general but they suffered 

losses when it comes to their capital adequacy ratio (CAR), return on equity (ROAE) and 

equity/total assets (E/TA). These results are compatible with the results derived by Ouerghi, 

F. (2014). Although, she studied the bank size effect and found that larger Islamic banks 
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performed better than large conventional banks, where smaller conventional banks 

performed better than small Islamic banks. 

Hasan, M. M., and Dridi, J. in 2010 studied 120 Islamic and conventional banks in eight 

countries of Saudi Arabia, Bahrain, Kuwait, UAE, Jordan, Qatar, Malaysia, and Turkey. 

These countries have large Islamic bank's market shares and a large conventional banks 

sector. They concluded that Islamic banks performed better in terms of credit and asset 

growth, which positively contributed to the market’s steadiness at the time of the crisis. 

This led the external rating agencies to give the Islamic financial institutions a higher rating. 

On the other hand, the profitability of the Islamic banks declined during the crisis because 

of the decline in the assets market value. This is a main pillar in the Islamic financial 

instruments, as underlying traded assets would be used as a collateral. He clarified that the 

losses incurred by the Islamic banks during the crisis were not because of direct contact to 

the real crisis reason –subprime mortgages- but because of the nature of the Islamic 

contracts that involves assets such as properties, which were severely affected by the crisis.  

  

Conclusion 

Analysis of the reviewed literature shows mixed findings concerning the 

performance of Islamic banks compared to conventional banks especially in times of 

economic crisis. Some of the studies for example reported better performance in 

conventional banks (Rosly and Abu Bakar, 2003; Bintawim, 2011; Bamaas, 2013), while 

others reported Islamic banks to perform better compared to conventional banks (IMF, 

2010). Yet other studies have shown that performance, in respect of profitability, does not 

differ significantly between Islamic and conventional banks (Loghod, n.d.; Youssef and 

Samir, 2015). Findings on risks have also differed widely in literature where findings have 



 

 24 

differed from findings of lower risk in Islamic banks (Loghod, n.d) to others that did not 

find any significant differences in the risk profiles of the conventional and Islamic banks 

(Jawadi et al., 2016). These mixed findings highlight the need for further studies to 

determine whether performance between the two types of banks differ, especially in view 

of the recent financial crisis. Specifically, a need for further studies that control effects of 

external aspects, such as macroeconomic factors, can highlight whether conventional and 

Islamic banks operating in the same economic environment differ in their performance. 
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Chapter Three: Methodology 

3.1 Introduction 

This chapter will be discussing as follows: first, the data collection and sample selection 

process. Second, the research analysis technique are discuss to justify why they are 

appropriate for this particular study. Third, the model and empirical model used by the 

study are discuss. Finally, the model variables including the dependent and independent 

variables are mention.   

 

3.2 Data collection and sample 

 

The data for all banks in the sample compiled from Bank scope database and the 

macroeconomic variables gathered from World Bank development indicator of the year 1999 

to 2014. The collected secondary data was transformed into percentages and ratios so that 

comparison can be made between the different types of banks. This study utilizes 

unbalanced Panel data set, which includes cross- sectional units (that is banks); with 

unequal number of time series observation. According to Baltagi (2008), using this kind of 

data set is usual in financial and economic empirical studies. Moreover, in banking industry 

having incomplete panel are common, as some banks have limited information or 

unavailable years that force the researchers to drop out some from the sample. To cover a 

sufficient number of observations the period analysis is from 1999 to 2014.The assessment 

period differs among banks depending on the availability of the data. The frequency of the 

data is annually.  

The sample of this study includes Islamic and conventional banks operating in GCC 

countries: Saudi Arabia, United Arab Emirates, Kuwait, Bahrain, Oman, and Qatar, while 
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excluding any non-commercial banks such as (Insurance companies, Investment 

companies, & financial companies). To classify whether a bank is conventional or Islamic, 

the researcher used the banks cope classification of bank specialization. Bankscope defines 

Islamic banks as those that are members of the International Association of Islamic banks. 

However, to gain more accuracy and reliability the researcher crosschecked the bankscope 

classification with the information available from the Bloomberg database for the relevant 

countries and the information available on the respective banks’ websites. Consequently, 

sample process included 94 banks in total, with 49 conventional banks and 45 Islamic banks 

covering five countries (Saudi Arabia, United Arab Emirates, Kuwait, Qatar, and Bahrain). 

Table 1: Sample of banks used in the study 

Country name Conventional banks Islamic banks 

Saudi Arabia Samba Financial Group Bank Al-Jazira 

Saudi British Bank (The) Al Rajhi Bank 

Banque Saudi Fransi Alinma Bank 

Arab National Bank Bank AlBilad 

Saudi Investment Bank (The)  

Saudi Hollandi Bank  

United Arab Emirates Emirates NBD PJSC Dubai Islamic Bank plc 

National Bank of Abu Dhabi Abu Dhabi Islamic Bank - Public 

Joint Stock Co. 

Emirates Bank International 

PJSC 

Emirates Islamic Bank PJSC 

Abu Dhabi Commercial Bank Al Hilal Bank PJSC 

First Gulf Bank Noor Islamic Bank 

National Bank of Dubai Public 

Joint Stock Company 

Sharjah Islamic Bank 

Mashreqbank Tamweel PJSC 

Union National Bank Ajman Bank 

Commercial Bank of Dubai 

P.S.C. 

Amlak Finance PJSC 
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National Bank of Ras Al-

Khaimah (P.S.C.) (The)-

RAKBANK 

 

Bank of Sharjah  

Arab Bank for Investment & 

Foreign Trade-Al Masraf 

 

Commercial Bank International 

P.S.C. 

 

National Bank of Umm Al-

Qaiwain 

 

Invest Bank P.S.C.  

Finance House PJSC  

National Bank of Fujairah  

United Arab Bank PJSC  

Qatar Qatar National Bank Qatar Islamic Bank SAQ 

COMMERCIAL BANK OF QATAR Masraf Al Rayan (Q.S.C.) 

Doha Bank Qatar International Islamic Bank 

International Bank of Qatar 

Q.S.C. 

First Finance Company (Q.S.C.) 

Al Khalij Commercial Bank BARWA BANK QATAR 

Ahli Bank QSC  

  

Bahrain Arab Banking Corporation BSC Arcapita Bank B.S.C. 

Gulf International Bank BSC Albaraka Banking Group B.S.C. 

BBK B.S.C. Shamil Bank of Bahrain B.S.C. 

National Bank of Bahrain Bahrain Islamic Bank B.S.C. 

United Gulf Bank (BSC) EC Al-Salam Bank-Bahrain B.S.C. 

BMI Bank BSC Albaraka Islamic Bank BSC 

Future Bank B.S.C. ABC Islamic Bank (E.C.) 

Ahli United Bank (Bahrain) 

B.S.C. 

First energy bank 

Alubaf Arab International Bank Khaleeji Commercial Bank 

Bahrain Commercial Facilities 

Company BSc 

Gulf Finance House BSC 

Bahrain Development Bank 

B.S.C. 

Bank Alkhair BSC 

 Seera Investment Bank BSC 

 ITHAMAR bank Bahrain 
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 Venture Capital Bank BSC (c)-

VCBank 

 Liquidity Management Centre 

B.S.C. 

 Investors Bank BSC 

 Citi Islamic Investment Bank 

 Kuwait Finance House Bahrain 

Kuwait National Bank of Kuwait S.A.K. Kuwait Finance House 

Gulf Bank KSC (The) Boubyan Bank KSC 

Burgan Bank SAK Kuwait International Bank 

Commercial Bank of Kuwait 

SAK (The) 

A'Ayan Leasing & Investment 

Company 

Al Ahli Bank of Kuwait (KSC) Aref Investment Group 

Ahli United Bank KSC First Investment Company 

K.S.C.C. 

Kuwait Finance & Investment 

Company K.S.C 

Gulf Investment House 

 Rasameel Structured Finance 

Company K.S.C (closed) 

 Ahli United Bank BSC 

  

Note: Oman was excluded from the study sample due to the unavailability of the data.  

3.3 Data Analysis Technique 

 

 Descriptive Statistics (including mean, standard deviation, minimum and 

maximum) is present to compare and analyze the performance of Islamic and 

conventional banks.  

 Correlation analysis to address for muliticollinearity problem.  

 Panel regression model used to determine the significance of the each determinant 

(explanatory variables) in affecting the profitability of banks (dependent variable). 

To test for any differences between the profitability of Islamic and conventional, 

the dummy variables of different banking systems are evaluated. 
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3.4 Measurement of Variables 

 

This section will present the variables used to measure the dependent and independent 

variables. As well as, mention the definition of each and the notation used. Finally, explain 

why these variables are suitable for this study. Table (2 and 3) represents dependent & 

independent variables used in the model. 

 

3.4.1 Dependent variables 

Return on asset (ROA): 

This is a common measure of profitability of banks, which used to measure the ability 

of banks to generate returns from its sources of funds. In other meaning, ROAA is an 

indicator of managerial efficiency; as it measures management's capability of converting 

the bank's assets into net earnings (Madvari et al, 2012). Wasiuzzaman and Gunasegavan 

(2013) state that ROAA use to measure how well the company uses its assets to generate 

additional profits. According to Masood, O. and M. Ashraf (2012), the profitability of 

banks can be measure by return on asset (ROA) and return on equity (ROE). In addition, 

Azira, Salwani &Nabilah (2015) mentioned that most common performance ratios used in 

most studies are (ROA) and (ROE).  

 

Return on equity (ROE): 

This ratio used to represent the return generated from the shareholders’ equity (Azira, 

Salwani, Nabilah, 2015). As stated in Momeneen et al (2012), it measures the rate of return 

flowing to the bank's shareholders, because it approximates the net benefit that the 

shareholders have received from investing their capital in the bank. Although, there are 
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several ratios used by, banks to measure their financial performance and reveal its true 

financial position, this study will use mainly ROAA and ROAE as a profitability 

measurement. 

 

Table 2: Dependent variable definitions and sample means 

Variable Represented by Notation source 

Return on 

average 

asset  

Net Income/Total 

Average Asset% 
ROAA bank scope 

Return on 

average 

Equity 

Net Income/Total 

Average Shareholder's 

Equity% 

ROAE bank scope 

 

4.4.2 Independent variables 

The independent variables used in this study are as follows: 

Net loan/ Total Asset: 

This ratio express how much of assets are utilized as loans. Since the loan is most 

important and the main source of earning for banks, banks are more interested in giving 

loan to borrowers. Moreover, loans are the main element of an asset in the balance sheet of 

financial institutions and are the main source of revenue. As for Islamic banks’ loans, they 

are in the form of profit and loss sharing (loans with equity features), where the loan-

performance relationship depends significantly on the expected change in the economy 

(Abdel-Hameed M. Bashir, 2003). Abdel-Hameed M. Bashir (2003) stated that during an 

economic growth, banks would enjoy high profits due to fewer PLS loans default. 

Conversely, during a weak economy, borrowers may likely default on their loans which 

can damage banks’ profits. Thus, this variable is expected to impact profits positively.  

 



 

 31 

The assets of Islamic banks are distinct from those of their conventional counterparts. 

According to Accounting & Auditing organization for Islamic Financial Institution 

(AAOIFI), Islamic assets represent cash &cash equivalents, receivables such as 

(Murabaha, salam, &Istisna); investments (Musharakah & Mudarabah) as well as, 

investments in real estate (assets acquired for Ijarah). However, it makes a high degree of 

risks to banks. Moreover, the reason to divide total asset by loans in this study is that many 

researchers found that bank size has positive impact on banks’ performance. A study by 

Eichengreen and Gibson (2001) proposed that bank’s size had a positive impact on 

profitability to a certain limit. Thus, the study intended to add Total Asset in the 

denominator of Loans to consider the differences in bank size, also to convert the variable 

in ratios for consistent comparison. 

Dummy: 

Dummy variable applied to indicate for the bank type to differentiate between Islamic and 

conventional banks. With this variable, the study can examine if there is a significant 

difference between both banking systems on the profitability. The value 0 used for 

conventional banks and value 1 for Islamic banks. 

4.4.3 Control variables: 

There have been other variables which been used and proposed by other literature as 

possible effect determinants of profitability. According to Abdel-Hamid M. Bashir (2003), 

there are four sets of variables expected to be external to the bank: the macroeconomic 

environment, the financial market structure, the regulation indicators, and country 

(dummy) variables. However, in this study, it introduces only the macroeconomic variables 

to test the economic conditions and how they affect bank performance. 
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Gross domestic product: 

As previous studies indicated that, a bank’s financial performance such as growth and 

profitability can be affected by the growth rate of the economy. Thus an economy growing 

at a good rate would enhance a soundly managed bank to profit from loans and securities 

sales (Demirguc-Kunt and Maksimovic, 1996). On the other hand, if the economy is 

suffering it may cause more bank failures. Thus, we expect GDP growth variable, to have 

a positive impact on performance.  

Inflation: 

There have been mixed results when it comes to Inflation rate, some studies have found 

that it affect the profits positively. For instance, in the case of conventional banks indicating 

that, high inflation rate would increase loan rates and hence revenue rises. While, in the 

case of Islamic banks inflation rate may affect profits positively when the banks engage 

heavily on direct investment, shareholding and/or other trading activities (Murabahah). 

However, studies also revealed that Inflation can have a negative impact on banks' 

performance due to other internal variables such as wages and other costs (overhead) 

growing faster than inflation rate (Abdel-Hamid M. Bashir, 2003). 

Table 3: Independent variable Definitions and Sample Means 

Variable Represented by Notation Source 

 

Islamic: 

Non-Interest bearing 

financing products/ 

Total Asset 

 

Islamic loans to total 

assets :  

 

Musharaka 

Mudaraba 

Salam 

Murabaha 

Ijara….etc 

 

LTAR 

 

Bankscope 

Conventional: 

Interest -bearing 

loans 

Interest bearing 

loans 

LTAR Bankscope 
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Gross domestic 

product 

Annual growth rate 

of real GDP 

GDP World Bank 

development 

indicator 

 

Inflation 

 

Inflation annual rate 

 

INF 

World Bank 

development 

indicator 

 

Dummy 

 

Bank type 

Dis indicator for the 

interaction variables 

 

3.5 Model: 

The study try to find the relationship between the financing and the profitability of 

the selected banks. As well as to compare the impact of non-interest bearing products and 

interest-bearing products on the Islamic and conventional bank's profitability respectively, 

by using the above-mentioned variables and employing the regression model in E-views 

software, to test the research hypothesis. Panel data set has both cross sectional and time 

series dimension, where all cross- section (banks) are observed during the time period 

included in the study. For this study unbalanced panel data is used, as the observations of 

the cross sections included in the sample study do not have the same period of time, due to 

some banks established recently especially for Islamic banks. Thus, the study did not want 

to exclude any banks from the sample, to count-in large range of data set.  

 

The reason to use regression model to answer the hypothesis of this study, is that 

according to Sunil ray (2015) “regression analysis is a form of predictive modeling 

technique which investigates the relationship between a dependent (target) and independent 

variable (s) (predictor). This technique is used for forecasting, time series modeling and 

finding the causal effect relationship between the variables”. Moreover, regression model 

used to determine the significance of the each determinant (explanatory variables) in 

affecting the (dependent variable). He also identified multiple benefits of using regression 

analysis. Such as: 

https://www.analyticsvidhya.com/blog/2015/06/establish-causality-events/
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1. It indicates the significant relationships between the dependent variable and 

independent variable.  

2. It indicates the strength of impact of multiple independent variables on a dependent 

variable. 

3. It allows us to compare the effects of variables measured on different scales. 

3.5.1 Model Assumptions: 

 

As mentioned earlier the study uses panel data sets as it enjoy some of advantages over 

normal cross-section and time series. According to Hsiao (2007) the main advantages of 

the panel data are: 

1. It provide more accurate inference of parameters. 

2. Give more realistic behavioral hypothesis. 

3. It enable the use of dynamic model. 

4. Give greater freedom and efficiency. 

5. Control for unobserved effects in cross-section and time series invariant variables. 

Moreover, the study preferred to estimate the result by using generalized method of 

moments (GMM) of Hansen (1982) for data analysis and model testing. The GMM allows 

testing of mean-variance efficiency of the model without need for strong distributional 

assumption of normality in data distribution and offers a heteroskedasiticity and 

autocorrelation consistent estimation method (jagannathan, Skoulakis, and Wang, 2002; 

Verbeek, 2004). 

In addition, (GMM) estimator has several advantages over other estimators: 

1. It performs well for unbalanced dataset. 
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2. It can reduce the endogeneity problem due to potential correlation between the 

regressors and the error term. 

3. It account for a dynamic adjustment of dependent variables. 

4. As well as GMM model is robust to non-normality. 

 

3.5.2 Diagnostic test: 

The study tests each data series for stationary using: Panel unit root test such as (Levin, 

Lei & Chu (LLC), ImPersaran Shin (IPS), Wu, and Fisher ADF) at level. Table (4, 5, and 

6) present unit root test results of the dependent & independent variables. 

Table 4: ROAA unit root test 

 

 

 

 

 

Panel unit root test: Summary 

Series:  ROA

Date: 12/19/16   Time: 00:24

Sample: 1999 2014

Exogenous variables: Individual effects

User-specified lags: 1

Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs

Null: Unit root (assumes common unit root process) 

Levin, Lin & Chu t* -18.7211  0.0000  94  1031

Null: Unit root (assumes individual unit root process) 

Im, Pesaran and Shin W-stat -5.99078  0.0000  94  1031

ADF - Fisher Chi-square  289.650  0.0000  94  1031

PP - Fisher Chi-square  331.175  0.0000  94  1125

** Probabilities for Fisher tests are computed using an asymptotic Chi

        -square distribution. All other tests assume asymptotic normality.
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Table 5: ROAE unit root test 

 

 

Table 6: LTAR unit root test 

 

 

Panel unit root test: Summary 

Series:  ROE

Date: 12/19/16   Time: 00:06

Sample: 1999 2014

Exogenous variables: Individual effects

User-specified lags: 1

Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs

Null: Unit root (assumes common unit root process) 

Levin, Lin & Chu t* -23.8307  0.0000  94  1031

Null: Unit root (assumes individual unit root process) 

Im, Pesaran and Shin W-stat -6.05272  0.0000  94  1031

ADF - Fisher Chi-square  295.289  0.0000  94  1031

PP - Fisher Chi-square  375.251  0.0000  94  1125

** Probabilities for Fisher tests are computed using an asymptotic Chi

        -square distribution. All other tests assume asymptotic normality.

Panel unit root test: Summary 

Series:  LTAR

Date: 12/19/16   Time: 00:28

Sample: 1999 2014

Exogenous variables: Individual effects

User-specified lags: 1

Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs

Null: Unit root (assumes common unit root process) 

Levin, Lin & Chu t* -16.8942  0.0000  94  1031

Null: Unit root (assumes individual unit root process) 

Im, Pesaran and Shin W-stat -5.10781  0.0000  94  1031

ADF - Fisher Chi-square  302.032  0.0000  94  1031

PP - Fisher Chi-square  298.007  0.0000  94  1125

** Probabilities for Fisher tests are computed using an asymptotic Chi

        -square distribution. All other tests assume asymptotic normality.
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Consequently, according to the results of Panel unit root tests p-values of all the variables 

are less than 0.05 thus, the study can reject the null hypothesis (unit root); therefore, 

alternative hypothesis (stationary) cannot be rejected.  

H0: unit root (non-stationary) 

H1: no unit root (stationary) 

 

3.5.2 Empirical Model: 

 

The following regression model (1 and 2) is used to test the first two hypothesis of 

the study, the relationship between the financing products and the profitability of 

conventional banks and Islamic banks separately. Model (3) is an extended model to 

estimate the moderating effect of bank type, to test the third hypothesis.  

 

ROAAi,t,j=β0+β1 LTARi,t,j+β2 GDPi,t,j+β3 INFi,t,j +εti,t,j       (1) 

ROAEi,t,j = β0+β1 LTARi,t,j +β2 GDPi,t,j+β3 INFi,t,j+ εti,t,j     (2) 

 

Where ROAA and ROAE are measures of profitability of bank і at year t in country j.  

β0 is a constant term. (LTARi,t,j) represent Islamic financing products and conventional 

loans of bank i  at year t  in country j. Moreover, macroeconomic variables (GDP and 

Inflation) are included to control for their possible effect on bank's profitability.  Finally, 

εtis error term. 
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For the purpose of this study, the dummy variable (Dis) is introduced. Dummy 

variable is known as a design variable, when we assign the value of 1 to it, it means that 

the coefficient is intercepting or altering the intercept. In the case of the value 0, it indicates 

that the variable coefficient has no role in altering the intercept. 

 

ROAAі,t,j = β0 + β1 (LTARi,t,j) + β2 (GDPi,t,j) + β3 (INFi,t,j) + β4 (Dis) + β5 

(LTAR*Dis) + εt    

ROAEi,t,j = β0 + β1 (LTARi,t,j) + β2 (GDPi,t,j) + β3 (INFi,t,j) + β4 (Dis) + β5 

(LTAR*Dis) + εt                          (3) 

 

Model (3) is an extended model to test for different profitability behavior between Islamic 

banks and conventional banks, (Dis) is the dummy variable 1 for Islamic banks 0 otherwise; 

the interaction term of LTARі,t,j x Dis is used to test whether Islamic loans have different 

impact on bank's profits than conventional loans. 
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3.5.3 Hypothesis: 

 

The study will be conduct in light of the following inquiries: What is the effect of 

loans (non-interest bearing and interest bearing financing products) on the profitability of 

the selected banks in GCC? Do Islamic loans have a significant different effect on the 

profitability of the bank comparing to conventional loans?  

 

The study uses the information gathered on GCC banks to exam the power of the 

theoretical findings. Accordingly, the following hypotheses are considered:  

 

Hypothesis 1: There is a positive and significant impact of financing products (Islamic 

loans & conventional loans) on ROAA. 

Hypothesis 2: There is a positive and significant impact of financing products (Islamic 

loans & conventional loans) on ROAE. 

Hypothesis 3: There is significant difference in the impact of financing products on the 

profitability with respect to bank type –whether it is an Islamic bank or a conventional 

bank. 

 

Conclusion 

This chapter has explained the sample selection and defined the data set used in this 

thesis to examine the research questions and objectives. The sample consist of 94 banks 

operating in GCC countries namely Saudi Arabia, United Arab Emirate, Bahrain, Qatar, 

and Kuwait covering the period 1990 to 2014. The sample contains 49 conventional banks 



 

 40 

and 45 Islamic banks. In this sense, unbalanced panel data is utilized which is common in 

banking industry and because panel data has several advantages, in which bank- and time 

invariant effect can be controlled in the regression analysis. The empirical model and the 

hypothesis were discussed. The next chapter will present the descriptive and correlation 

analysis, as well as the empirical results of the regression models.  
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Chapter Four: Empirical Results and Analysis 

4.1 Introduction 

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

the objectives mentioned in the previous chapter. First, comparative analysis between the 

banking systems provided by using descriptive statistics. Second, correlation analysis 

between the variables is discuss to test for multicollinearity problem. Finally, the results 

and findings of the regression model are discussed. 

 

4.2 Descriptive Statistics 

 

This type of statistics is used to describe a set of known data in a clear and concise 

manner, as in terms of its mean and variance, or diagrammatically, by a histogram. It 

considers the basics analysis for every quantitative data analysis. Most researchers include 

descriptive statistics analysis to help to simplify large amounts of data in a sensible way. 

In other words, it is mainly to summarize and interpret some of the properties of the data 

sample by addressing some of Mathematical quantities (such as mean, median, & standard 

deviation). However, it does not allow the researcher to make conclusions beyond the data 

analysis or reach conclusions regarding any hypotheses made; they are simply a way to 

describe the data in a meaningful way. Therefore, in order to compare between the 

performances of Islamic vs. Conventional banks, the following descriptive statistics are 

compute in table (7, 8, & 9).  
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Table 7: Descriptive statistic (All banks) 

 

 

Table 8: Descriptive statistic (conventional banks) 

 

 

 

 

 

 

 

 

 

 

ROA ROE LTAR GDP INF

 Mean  2.122  11.465  53.640  5.367  3.361

 Median  1.956  13.317  56.951  4.855  2.796

 Maximum  35.102  138.500  98.917  26.170  15.204

 Minimum -49.272 -519.149  0.046 -7.076 -4.884

 Std. Dev.  4.549  21.254  19.484  4.735  3.422

 Skewness -0.809 -13.376 -0.734  0.823  1.258

 Kurtosis  32.839  322.715  3.488  6.263  4.830

 Jarque-Bera  45692.290  5266743.856  122.410  683.523  495.324

 Probability  0.000  0.000  0.000  0.000  0.000

 Sum  2605.859  14079.577  65869.580  6590.527  4127.916

 Sum Sq. Dev.  25385.541  554254.198  465805.263  27513.578  14367.964

 Observations  1228.000  1228.000  1228.000  1228.000  1228.000

ROA ROE LTAR GDP INF

 Mean  2.153  13.875  54.677  5.374  3.340

 Median  2.100  15.040  56.699  4.762  2.755

 Maximum  22.161  58.283  88.107  26.170  15.050

 Minimum -49.272 -519.149  0.272 -7.076 -4.863

 Std. Dev.  2.867  23.276  14.955  4.766  3.561

 Skewness -7.412 -17.562 -0.981  0.922  1.197

 Kurtosis  155.461  393.220  4.191  6.248  4.438

 Jarque-Bera  691217.514  4522013.109  155.218  411.015  229.858

 Probability  0.000  0.000  0.000  0.000  0.000

 Sum  1521.989  9809.801  38656.682  3799.419  2361.616

 Sum Sq. Dev.  5804.968  382502.789  157895.138  16035.779  8951.046

 Observations  707  707  707  707  707
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Table 9: Descriptive statistic (Islamic banks) 

 

 

In (table 7) the whole sample have on average, Return on Assets (ROAA) of 2.15%, 

ROAE of 11.46%, and LTAR = 53.63% over the entire period of 1990 to 2014. In (table 8) 

the average ROAA of conventional banks (CBs) is 2.15%, and standard deviation of 2.86; 

and average ROAE of 13.87% with standard deviation = 23.27. Furthermore, in (table 9) 

the average ROAA for Islamic banks (IBs) are 2.13% with standard deviation = 6.19, and 

average ROAE of 8.23 % with standard deviation = 17.63. The above statistic reports 

indicate that the profitability measurements (ROAA and ROAE) of CBs on average are 

greater than of IBs. This result consistent with the findings of Momeneen et al (2012) that 

asserted that CBs are more profitable than IBs. While contradict the result obtained by 

Manar (2013) who found that IBs had on average higher ROA than CBs, indicating that 

IBs are better in using their assets to generate profit.  

Coming to the independent variable (LTAR) in (table 7) on average is 53.63%, 

which implies that loans make up approximately 53.63% of the bank assets, reflecting the 

concentrations of the entire sample in lending activities. Moreover, in (table 8) CBs has on 

average LTAR= 54.67% with standard deviation= 14.95, whereas in (table 9) IBs revealed 

ROA ROE LTAR GDP INF

 Mean  2.074  8.170  52.177  5.336  3.388

 Median  1.540  8.080  57.004  4.880  2.796

 Maximum  35.102  138.500  98.917  26.170  15.204

 Minimum -27.530 -101.980  0.046 -7.076 -4.884

 Std. Dev.  6.125  17.626  24.233  4.703  3.221

 Skewness  0.268 -0.843 -0.471  0.684  1.368

 Kurtosis  13.423  16.050  2.520  6.254  5.519

 Jarque-Bera  2373.838  3773.299  24.365  271.540  301.266

 Probability  0.000  0.000  0.000  0.000  0.000

 Sum  1084.581  4272.698  27288.711  2790.634  1771.911

 Sum Sq. Dev.  19584.934  162164.799  306526.266  11543.894  5416.874

 Observations  523.000  523.000  523.000  523.000  523.000
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on average LTAR of 52.03% with standard deviation= 24.43. This indicates that IBs have 

lower net loans to total assets on average than CBs and higher standard deviation by 9.48. 

In regards both Islamic & conventional banks, the value of the skewness of 

(ROAA= -0.73; ROAE = -13.38; and LTAR= -0.74) are negative, it indicates that the 

distribution is negatively skewed.  Whereas GDP & Inflation had a value larger than zero, 

which indicate that, the distribution is positively skewed. Moreover, referring to Jarque- 

Bera test, which is the test for Normality in the residuals; it defines the hypothesis as follow: 

H0: data is normally distributed (null hypothesis) 

H1: data is not normally distributed (alternative hypothesis) 

 

Referring to the (graph 1) below, it indicate that the residuals are not normally distributed, 

as the P-value of Jarque-Bera is less than 0.05. Thus, the null hypothesis is rejected, and 

the alternative hypothesis cannot be rejected indicating that the data is not normally 

distributed. This could be due to Kurtosis having high values, which create a problem in 

normality distribution of the residuals.  

 

Graph 1: Histogram for Normality test (All banks) 
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Skewness  -0.567484
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4.3 Correlation analysis 

 This section will present the relationship between the variables. The explanatory 

variables of the study and their relationship with bank performance as expressed by the 

independent variables LTAR, GDP and INF. In addition, the dependent variables ROAA 

& ROAE. The correlation coefficient demonstrates the magnitude and direction of the 

relationships; whether they are strong or weak and positive or negative. Another purpose 

of correlation is to test for the multicollinearity problem, in other words, whether 

independent/ dependent variables are highly correlated with each other or not (Gujarati, 

2011). According to Gujarati (2011), if two independent variables are highly correlated, 

this means there is a multicollinearity problem in which the independent variables are 

uncertain; their standard errors will be immeasurable.  

The study computed the correlations among the variables presented in Table (10, 11, & 12) 

below. 

 

Table 10: Correlation matrix (All banks) 

 

 

Table 11: Correlation matrix (Conventional banks) 

 

 

ROA ROE LTAR GDP INF

ROA  1.000  0.402  0.124  0.197  0.079

ROE  0.402  1.000  0.129  0.154  0.064

LTAR  0.124  0.129  1.000  0.045  0.163

GDP  0.197  0.154  0.045  1.000  0.191

INF  0.079  0.064  0.163  0.191  1.000

ROA ROE LTAR GDP INF

ROA  1.000  0.123  0.088  0.159  0.082

ROE  0.123  1.000  0.086  0.091  0.037

LTAR  0.088  0.086  1.000  0.038  0.261

GDP  0.159  0.091  0.038  1.000  0.214

INF  0.082  0.037  0.261  0.214  1.000



 

 46 

 

Table 12: Correlation matrix (Islamic banks) 

 

 

Since most of the variables have a low correlation, then this signals a weak 

relationship between the variables and hence indicates the absence of multicollinearity 

problem. Moreover, (LTAR) which represent the net loans to total assets had positive 

correlation with ROAA & ROAE, supporting the expectation that it shall have a positive 

relationship with profitability. As well as, GDP has positive relationship on both 

performance measures of banks (ROAA and ROAE); meaning as the economy is growing 

Banks’s performance are expected to increase. While inflation show low positive 

relationship with ROAA but higher on ROAE and LTAR. 

 

4.4 Regression Analysis 

 

This section presents and analyzes the regression results. The data sample from 94 

banks in total, with 49 conventional banks and 45 Islamic banks are pooled to find out the 

relationship between the dependent variables and independent variables. 

The subsection (4.4.1) discuss the empirical results of Islamic banks, then (4.4.2) 

discuss the empirical results of conventional banks, and finally (4.4.3) will discuss the 

empirical results of the combined sample. 

 

ROA ROE LTAR GDP INF

ROA  1.000  0.741  0.140  0.246  0.090

ROE  0.741  1.000  0.182  0.276  0.122

LTAR  0.140  0.182  1.000  0.055  0.088

GDP  0.246  0.276  0.055  1.000  0.156

INF  0.090  0.122  0.088  0.156  1.000
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4.4.1 Empirical Results and Findings of Islamic banks: 

 To answer the first hypothesis of the study. Model (1) mentioned earlier is run and 

the results of Islamic banks are discussed first with Return on average asset (ROAA) 

followed by return on average equity (ROAE) presented in (table 13) below.  

 

(Table 13): Islamic banks empirical results 

 

ROAE ROAA Variables 

+0.142 

(3.749)*** 

+0.044 

(3.365)*** 

Islamic 

Financing  

+1.654 

(4.163)*** 

+0.441 

(3.183)*** 

GDP 

+Insignificant -Insignificant Inflation 

0.137 0.094 Adj-R square 

 

Significance level: 

*** Significant at 1%, ** significant at 5%, * significant at 10% 

 

Relationship between ROAA and Islamic financing of Islamic banks: 

The result show that the relationship between financing products provided by 

Islamic banks and the profitability is positive, with a coefficient of 0.04, and t-statistic of 

3.36 significant at least at 1% level. This can indicate that return on average assets may 

increase by 4% with the increase in banking loans. Thus, the null hypothesis of no positive 

and significant impact of Islamic loans on ROAA is rejected. 
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Relationship between ROAA of Islamic banks and Macroeconomic variables: 

Macroeconomic variables are important, given that the study is examining countries 

that have huge backing from oil and other macroeconomic indicators. The indicators tested 

were Gross domestic products as growth rate (GDP) and the inflation rate (INF) of the 

selected countries. The estimated coefficient of GDP= 0.44 is positive with t-statistic = 3.18 

statistically significant at least at 1% level. Which indicate that there is positive relationship 

between GDP and return on assets of Islamic banks. The result is consistent with most of 

the previous findings such as, (Rami Zeitun, 2012; Athanasoglou, 2008; Bashir and Hassan, 

2004). 

In addition, Inflation showed a negative but insignificant relationship with ROAA 

of Islamic banks, thus the study cannot reject the null hypothesis of no relationship between 

Inflation and ROAA of Islamic banks. Finally, the adjusted R-square, which indicate the 

percentage of variance in dependent variable explained by the variance in independent 

variables. The result indicated only 9% of the variance in ROAA of Islamic banks is 

explained by the variance in (Islamic financing and GDP).  

 

Relationship between ROAE and Islamic financing of Islamic banks: 

 

In the case of return on average equity of Islamic banks, the results show a positive 

significant relationship between Islamic loans and ROAE at 1% level. With coefficient= 

0.14 and t-statistic= 3.74. Therefore, it indicates that the null hypothesis of no positive 

significant impact of Islamic financing on ROAE is rejected. This mean that bank’s non-

interest bearing financing products have positive relationship with the profitability by 14% 

of the bank when measured by return on equity. 
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Relationship between ROAE of Islamic banks and Macroeconomic variables: 

 

The relationship between GDP and ROAE of Islamic banks resulted with 

coefficient = 1.65 and t-statistic= 4.15 significant at 1% level. Hence, we can reject the null 

hypothesis and say that there is a positive relationship between GDP and ROAE of Islamic 

banks. While Inflation had insignificant relationship with ROAE of Islamic banks. Thus, 

we cannot reject he null hypothesis of no relationship between inflation and ROAE Islamic 

banks. Finally, the adjusted R-square points out to be 0.13, which indicate that 13% of the 

variation in the dependent variable (ROAE) can be explained by the variation in 

independent variables (Islamic financing and GDP). 
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4.4.2 Empirical Results and Findings of Conventional banks: 

 In order to answer the second hypothesis of the study, the results of conventional 

banks are discussed first with Return on average asset (ROAA) followed by return on 

average equity (ROAE) presented in (table 14) below.  

 

Table 14. Conventional banks empirical results 

 

 

 

 

 

 

 

 

 

 

 

Significance level: 

 

*** Significant at 1%, ** significant at 5%, * significant at 10% 

 

 

Relationship between ROAA and conventional loans of conventional banks: 

 

The result in table 14 shows the relationship between interest bearing loans for 

conventional banks. It indicate that there is a positive significant relationship at least at 1% 

level, with coefficient= 0.034 and t-statistic= 3.78. Hence, we can estimate that the null 

hypothesis of no positive significant impact of conventional loans on ROAA is rejected. 

This means that when there is an increase in loans of conventional banks, profit will 

increase by 3.4% as measured by return on average assets. 

 

ROAE ROAA Variables 

+0.239 

(3.215)*** 

+0.034 

(3.785)*** 

conventional Loans 

+ Insignificant +0.147 

(2.824)*** 

GDP 

- Insignificant - Insignificant Inflation 

0.046 0.056 Adj-R square 
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Relationship between ROAA of conventional banks and Macroeconomic variables: 

Gross domestic products (GDP) has a positive significant relationship with ROAA 

of conventional banks at least at 1% level with coefficient = 0.14, t-statistic = 2.82, whereas, 

the Inflation has insignificant result with ROAA of conventional banks. The adjusted R- 

square illustrate that the variance in return on average assets of conventional banks can be 

explained by the variance in loans and GDP by only 5.6%.  

 

Relationship between ROAE of conventional banks and conventional loans: 

The above result show a positive significant at least at 1% level relationship 

between conventional loans and return on average equity of conventional banks with 

coefficient = 0.23and t-statistic= 3.21. This indicate that the null hypothesis of no 

relationship between ROAE & loans of conventional banks in GCC is rejected. Hence, it 

can be stated that conventional banks can increase their return on average equity by 23% 

when providing loans.  

Relationship between ROAE of conventional banks and Macroeconomic variables: 

The macroeconomic variables (GDP & Inflation) shows to have insignificant 

relationship with conventional banks’ return on average equity as the p-values are greater 

than the significant levels. This can indicate that economic conditions do not affect 

conventional banks profitability in terms of return on equity. 
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4.4.3 Empirical Results and Findings of the all banks: 

In order to answer the last hypothesis of this study, the dummy and the interaction 

variables are included in the regression model while other variables remain same. The result 

is discussed first with return on average assets (ROAA) followed by second dependent 

variable return on average equity (ROAE) in (table 15). 

 

Table 15. Empirical results of all banks 

ROAE ROAA Variables 

 

+3.125 

(2.472)** 

 

+ Insignificant 

 

LOANS 

 

+ Insignificant 
 

+0.033 

(2.780)*** 

 

Loans*Dummy 

 

-6.416 

(-1.842)** 

 

-1.844 

(-2.522)** 

Dummy 

 

 +0.596 

(1.962)** 

 

 +0.188 

(2.955)*** 

 

GDP 

- Insignificant - Insignificant Inflation 

0.103 0.120 Adj-R square 

 

Significance level: 
*** Significant at 1%, ** significant at 5%, * significant at 10% 

 

Relationship between ROAA of all banks, Loans, and macroeconomic variables: 

As observed from the table above, loans provided by Islamic and conventional 

banks turned to be insignificant in relation to return on average assets. Thus, the null 

hypothesis of no relationship between loans of the combined sample and ROAA cannot be 
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rejected. This can be explained by the role of the moderating effect of the bank type when 

added in the equation. As explained before Islamic banks were given value of 1 and 0 for 

conventional banks. However, the financing products of Islamic banks can have a greater 

impact on ROAA of Islamic banks as indicated by the coefficient of the moderating effect 

(LTAR*Dis) which will be illustrated below. Furthermore, the results for GDP and 

Inflation remain consistent and did not change in significant with ROAA by the moderating 

effect. 

ROAA of all banks and the Moderating effect: 

 The study is willing to see if there is difference in the effect of financing products 

and the profitability with respect to bank type –whether it is an Islamic bank or a 

conventional bank. From the result above the different effect of financing on ROAA from 

(LTAR*Dis) it show a positive coefficient = 0.03 with t-statistic= 2.78 at 1% significant 

level. Thus, the null hypothesis of no difference in the effect of loans on ROAA with respect 

to bank type –whether it is an Islamic bank or a conventional bank is rejected. This indicate 

that there is a positive significant different effect of non-interest financing products on 

return on assets by 3% comparing to interest bearing financing products at 1% level. 

Moreover, the dummy (Dis) indicate if there is difference in the performance of ROAA 

between Islamic banks and conventional banks, the result show a negative coefficient = -

1.84 with t-statistic = -2.52 at 1% level. Thus, it can be said that Islamic banks generate 

LOWER return on assets than conventional banks. 
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Relationship between ROAE, loans of all banks and macroeconomic variables: 

 

In regards ROAE, the result show a positive significant relationship between loans 

of both banking system and ROAE with coefficient = 3.12 and t-statistic= 2.47 significant 

at 5%. This proves that, loans provided by banks in GCC over the period of the study have 

positive impact on ROAE. Moreover, GDP showed a positive relationship by 0.59 with 

ROAE at 5% level while Inflation showed insignificant relationship with ROAE of the 

combined sample.  

 ROAE of all banks and the Moderating effect: 

When it comes to test the different effect of financing products between Islamic 

banks and conventional banks on return on average equity. The (Loans*Dis) showed a 

positive insignificant t-statistic as the p-value is greater than 0.10. Thus, the null hypothesis 

of no difference in the effect of financing products on ROAE with respect to bank type –

whether it is an Islamic bank or a conventional bank cannot be rejected. Indicating that both 

financing products (Islamic loans and conventional loans) may have same impact on the 

returns from shareholders equity. Meaning that both sources of loans (from Islamic banks 

and conventional banks) can be a good source to increase banks profitability measured by 

ROAE. While, from the bank type dummy (Dis) the result showed a negative coefficient 

of 6.41 with t-statistic = -1.84 significant at 5%. This indicates that Islamic banks have 

LOWER return on average equity than the conventional banks. 

 

Conclusion 

 This chapter first, compared between the performance of Islamic banks and 

conventional banks over 1990- 2014 in terms of the dependent variables (ROAA and 
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ROAE), as well as the independent variable (loans) through a descriptive statistic. Next, it 

presented the unconditional correlation matrix between the variables to check for 

mullticollinearty problem. Finally, the chapter discussed the empirical results obtained 

from the regression models used to answer the study objectives. 
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Chapter Five: Conclusion 

 

 This chapter will discuss the main findings of the empirical results of the research 

study, including the implications of the findings, the limitations of the study and 

recommendations for future research. 

5.1 Discussion of the Findings 

The focus of this study was to investigate the relationship between loans provided 

by Islamic and conventional banks operating in GCC and profitability. In addition, to test 

the different influence of Islamic loans comparing to conventional loans on profitability of 

the bank. As the main different between Islamic financing and conventional financing is 

the structure nature of each, where Islamic finance deals with profit and loss sharing 

principle avoiding interest and uncertainty. On the other hand, conventional financing 

depends mainly on interest.  

Consequently, to test the first research question of this study, the impact of Islamic 

financing on the profit of Islamic banks in GCC measured by ROAA & ROAE. In addition, 

the second research question, the impact of conventional loans on conventional banks 

profitability in GCC measured by ROAA and ROAE. The study intended to run two-

regression model on Islamic banks and conventional banks separately. The results indicated 

that both financing products impact bank’s return on assets and return on equity positively. 

In other words, it can be said that in order for banks to increase their profit they can give 

more loans. Although, the study used net loans to total asset to represent the independent 

variable, this ratio (net loans to total asset) measure as well the liquidity position of the 

bank under risk management quality. Hence, many researcher used this ratio to compare 

between liquidity management of Islamic banks and conventional banks in various 

countries.  For example, Rahman, Farzand, Kurshed and Zafar (2012) used net loans to 
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total asset of both Islamic banks and conventional banks in Bahrain as one of their variables 

to measure the liquidity, the study concluded that it has a strong effect on the profitability 

of both banks. While higher total assets may not be positively related to higher profit, 

because as the assets of the bank increase there may be inefficiency in the bank 

management. Moreover, a study done by Almazari (2014) on Saudi and Jordanian banks 

supports this study finding that financing instruments have significant impact on 

profitability. On other hand, Javaid, Anwar and Zaman (2011) studied the impact of loans 

on profitability of banks in Pakistan and they found insignificant result that, higher loans 

contribute towards higher profitability. Over all, this study can conclude that, the findings 

is in line with most of the previous studies done.  

Coming to the last research question of this study, to test if there is difference in the 

relationship between financing products and the profitability with respect to bank type –

whether it is an Islamic bank or a conventional bank. To answer this question, the study 

introduced two variables as independent variables in the regression model. The dummy 

variable (Dis) which represents the bank type Islamic banks=1 and conventional banks= 0, 

as well as an interaction variable between the loans and (Dis) which was represented by the 

moderating effect variable (Loan*Dis). The results indicated that there is different effect in 

the financing products on ROAA, explaining that Islamic loans may have a positive 

significant impact on profit in terms of ROAA more than the impact of interest bearing 

loans on ROAA. In other words, it can be explained that conventional loans may not have 

strong impact on return on assets as Islamic loans do. Which can illustrate that equity based 

financing and the investments in real assets by Islamic banks, rather than debt contracts as 

in conventional banks does make Islamic banks efficient. Hence, this result may encourage 

banks to provide Islamic loans, also would encourage policy maker to support the 
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innovation of Islamic products, as well as it may encourage western conventional banks to 

adapt Islamic financing in their windows.  

In regards to ROAE, the results indicated that there is no different effect of 

financing products on return on equity. Which means that both (Islamic loans and interest 

bearing loans) may have same influence on profit in terms of ROAE. These findings are 

similar to those reported by (Faizulayev, (2011);Samad, (2004); and Kamaruddin(2013)  to 

test the significance, and they concluded that CBs are different than IBs in terms of 

profitability , and that IBs are less liquid than CBs because they are dealing mostly with 

long term investment. Furthermore, they indicated that the moderating effect of bank type 

had a significant impact on bank performance. On the other hand, Manar (2014) found that 

there are no significant statistical differences between Islamic loans and Conventional loans 

in affecting bank’s profitability.  

It is also important to take into account the control variables used in this study. The 

theory of GDP and its impact on ROAE and ROAA, and see whether it correlated with 

regression results or not. When we consider GDP, it is meant that it is the monetary value 

of all of the finished products (goods and services) produced within a country in a desired 

time period, which is mostly one year or one fiscal year. The database of GDP is calculated 

with the help of private and public consumption, government outlays, investments and 

exports fewer imports. Research by Hassan and Bashir (2003) reported that the co-

efficiency of non-interest earning variable interacted with GDP is positive and statistically 

significant in the ROA and ROE, in their findings. The relationship of GDP with other 

variables is robust. Furthermore, when the Loan/TA is intercepting with GDP per capita, 

they find significant positive impact in profitability.  On the other hand, research by Kunt 

and Huizinga (1998) found out that bank/GDP ratio has a significantly negative impact on 
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margins and profits, probably reflecting more intense bank competition in well-developed 

financial systems. This study abides by the findings of Hassan and Bashir (2003). 

5.2 Conclusion 

As it is agree that banking sector plays main role in financing economic activities, 

likewise, the banking sector has a huge contribution towards economic growth, and having 

a strong and profitable banking system contributes to the stability of the financial system. 

Thus, managers seek to increase the profitability of the banks (Rami Zeitun, 2012). 

According to Rami (2012) the financial system in GCC countries is controlled by the 

banking sector and is a crucial part of the GCC economy. He also stated that the banking 

sectors in the GCC countries is strengthened by high profits and capital and that the GCC 

countries have the largest percentage of the Islamic financial institutions, and are the 

primary source of funding for Islamic banking activity (Rami Zeitun, 2012). 

Moreover, as GCC are Muslim countries with more Muslim populations thus they 

deal with two main banking systems; the conventional banking system and the Islamic 

banking system. However, Islamic banking is a new phenomenon that has taken place in 

many Islamic and non-Islamic countries. It originated in the Islamic world more than three 

decades ago. Since then Islamic banking has played an important role in financing and 

contributing to the development of different economic and social sectors in the Muslim 

countries (Rami Zeitun, 2012). 

As mentioned earlier in chapter two, one of the principles that distinguish Islamic 

banks from conventional banks is the product structure (equity financing). The product 

structure of Islamic bank is an asset-backed instrument financing, while it is not in the 

conventional bank. According to Hanif (2011) and Hanif and Iqbal (2010) an Islamic bank 

profit can be generated from equity financing profit (e.g.Musharaka and Mudarabah), debt 
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financing (e.g. BBA and Murabahah), none financing income (e.g. commission and fees), 

and others (e.g. Wakalah). Thus, equity financing is the main difference between Islamic 

and conventional banks loans, which may have different effect on the performance. As well 

as, Islamic banking provides services based on the Islamic Sharia law (principle) which is 

based on a Profit-and-Loss-Sharing (PLS) principle rather than interest-based. 

Hence, the aim of this study was first, to test the relationship between the financing 

products of the two banking system and the profitability of the bank separately in the GCC 

countries from the period 1999 to 2014. Second, was to test if there is different impact of 

loans (interest based financing and non-interest based financing) on the profitability 

(ROAA &ROAE). 

The first and second objectives achieved by running two regression models on 

Islamic banks and conventional banks separately. In order to examine the relationship 

between the independent variable (Loans) as financing instruments provided by both 

banking system and the profitability measurement (ROAA & ROAE) as dependent 

variables. The empirical analysis indicated that independent variable has affected the 

profitability of IBs and CBs positively demonstrating that bank managers should utilize 

banks' assets (financing products) to increase profits.  

 

In addition, to achieve the third objective, one virtual variable called Dummy, was 

applied to find whether there is a significant difference in the relationship between 

financing products and the profitability with respect to bank type –whether it is an Islamic 

bank or a conventional bank. The empirical results indicated that there is no such difference 

impact between Islamic and conventional financing modes on ROAE while there is a 

positive significant different effect between Islamic and conventional financing products 

on ROAA. Indicating that Islamic financial instruments have greater impact on return on 
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assets than the impact of interest based financing on return on assets. Thus, Islamic banks 

should be encouraged to improve their Islamic financing products as it generates better 

return on assets.  

Finally, the macroeconomic variables expected to have a positive relationship with 

profitability. However, findings in this study illustrated that GDP has a significant positive 

impact on profitability, while inflation rate has negative insignificant impact on 

profitability.  Economic growth can enhance bank's profitability by increasing the demand 

for financial transactions, i.e., the household and business demand for loans. During periods 

of strong economic growth, loan demand tends to be higher, allowing an Islamic bank to 

provide more PLS loans. Strong economic conditions are also characterized by high demand for 

financial services, thereby increasing the bank's cash flows, profits, and non-interest earnings. 

Accordingly, fewer PLS loans would default during strong economic conditions. 

5.3 Limitations &Future recommendation: 

There were certain research limitations that encountered. The biggest challenge 

faced the research is the time constraint. In addition, regarding the sample collection, one 

of them was that with Islamic banks complete financial statements could not be achieved 

because it is still developing and it is at the infant stage, which made financial analysis 

narrow and limited at the same time. It should be noted that Islamic banks are still 

developing; as a result, comparison with a developed system to a developing system makes 

results a bit screwed. Continuous empirical studies will make this growing system to grow 

further. Often a times studies have suggested that Islamic banks get the benefits if operating 

in inefficient markets, such as oil prone economies, where they do not really have to 

struggle with demand and supply issues. 

In addition, the study has taken the data from Bank Scope, which has excluded 

certain countries. Although it has the most reliable and commercially viable data available 
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in its database, but there are certain issues. Firstly, the coverage of the data is different 

varying from country to country. For example, when considering total assets, it does not 

have the data for Oman and few for Kuwait, which makes comparisons troublesome.  

In addition, while distinguishing the Islamic bank with the conventional bank, the 

issue arises with areas where many conventional banks have opened Islamic windows to 

cater to competition or the need of the market. Therefore, for simplicity purposes, the study 

has focused only on fully conventional banks with fully Islamic banks for better 

comparisons. Making multiple comparisons is possible, but required accurate data for 

conventional banks with Islamic window for more accurate comparisons. Finally, results 

can vary greatly depending on the data the study chose to take, as there are many variables 

that could have been taken in the regression tests; in that case, results would change. Thus, 

t5he study recommend for future empirical analysis by including more variables that may 

affect the profitability. As well as, by taking into consideration the country dummy 

variables. 
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