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ABSTRACT

The object of this paper is to study the theory of the finance and the
Islamic banks through their concepts and logics of functioning. We focus
on the analysis of the banking performances, in particular in terms of
profitability which has a big interest to allow the banks to arrest the
factors which act on their profitability and of offering them so better
control levers of action, control and forecast. What requires a definition
of the internal and external determiners of the profitability of Islamic
banks? We suggest approaching this question from the specification and
from the estimation of a model which integrates at once organizational,
exogenous and macro-financial measurable aspects. The empirical
analysis was focused on the determiners of the Islamic banking
performance. Our study which concerned 10 Islamic banks in 10 various
countries showed essentially that the profitability of asset constitutes the
main explanatory variable of the banking performance. The performance
is positively correlated with CTA and negatively with ASITA. Concerning
the externals factors, the profitability is weakly explained by the rates of
inflation and growth.
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Introduction

The Islamic banking industry appeared and developed in the last two decades. This
industry is characterized by bank transactions by the non-appeal to the interest.
Within the framework of the development of the Islamic banks everywhere
worldwide, we observe unusual growth rates in the industry. Understand "the banking
performance” and "its determiners™ becomes an important stake. The customers ask
for a performance of the Islamic banks equal at least in that of the conventional banks.
The customers do not accept any more the argument according to which the Islamic
banks offer products compatible with the Sharia but more expensive. Furthermore, the
competition coming from departments Islamic established by the conventional banks
obliges the Islamic banks to take rigorous measures in sight to improve their
performance and by recruiting the best capacities and skills. Define and measure the
banking performance is important: in fact, the way that companies measure the
performance is crucial for their survival and their progress because the performance
plays a very important role in the development of the strategic plans in the evaluation
of the organizational objectives and in the payment for the managers (Itther &
Larcker, 1997, 1998 and 2000).

The structure of the banking systems knew number of changes since the eighties.
These changes are the fruit of the adaptation of banks to the new order of financial
markets marked by an opening of the markets which was translated by an
accentuation of the competition. The banking performance is essentially represented
by the quantitative indicators such as the financial indicators (ROA, ROE, etc.). The
same situation tends to meet when we study "the determiners of the banking
performance”. Although these last ones report the banking performance, we consider
that they are fragmented and thus insufficient. In this paper, we suppose that the
performance of a bank, which operates in an uncertain environment and a fowl
(Naylor, 1995), is certainly allocated not only by the internal variables of
quantitative nature like the financial ratios but also by the internal variables of
qualitative nature like variables concerning the activities or the manager preferences.
This position has two consequences: to approach the question of the performance of a
banking institution, it is necessary to refer to a global model which allows integrating
at the same time the financial, organizational and environmental aspects. On the other
hand, it is necessary that this model consider the interactions between each of these
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aspects because a bank must be conceived as a system having functions (multiple
determiners) which are in interaction between them and with the environment
(Schein, 1971).

Within the framework of these restructurings, measure the activity of banks as
actor of the economic growth, understand their behavior and the impact of these on
the variations of the profitability of the Islamic banking institutions as well as its
repercussions on the whole of national economy is of a major importance. Our model
goes to this direction by investigating the determiners of the profitability of a sample
of the Islamic banks over the period 2012-2014 by leading an analysis of panel data.
In this optics, the objective of this study is to propose a systematic model which is
capable of integrating all the interrelations or still the links which can relate the
banking performance and its determiners.

Within the framework of economic and financial studies, some authors were
interested in the analysis of the determiners of the banking profitability in countries so
developed as in process of development. Nevertheless, in the case of the golf
countries, there is practically no serious study on this crucial question. The poverty of
the studies on the subject may be due to the fact that the financial and banking
reforms were born only late and that the access to the data concerning banks is very
difficult. But, the analysis of the banking performances, in particular in terms of
profitability, is of a big interest, if only to allow the banks to arrest the factors which
act on their profitability and of offering them so better control levers of action, control
and forecast. We suggest approaching this question from the specification and from
the estimation of a model which integrates at once organizational, exogenous and
macro-financial measurable aspects. Understand the banking politics requires detailed
knowledge of the determiners of the profitability of banks which is the essential
objective of this paper. How does the profitability of banks react to its hand
determiners? How the characteristics of banks and economic and financial

environment affect the profitability of the Islamic banks?

1. Literature Review

The review of the literature shows that the banking performance is essentially
represented by the quantitative indicators such as the financial indicators. The same
situation tends to meet when we study the determiners of the banking performance.
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Indeed, the literature retains essentially interns or externs variables of quantitative
nature to explain the banking performance.

Nevertheless, the consensus is far from being completely gathered around the
question of the impact of certain variables on the banking profitability such as it's
measured. While the effect predicted by certain factors found certain unanimity within
the circle of the economists, controversies at the level of the impact expected from the
other variables. It is consequently justifiable to consider that theoretical debate would
only be empirical.

The paragraph below explains the different potential determiners of banking

profitability and thus by splitting them into organizational, macro-financial and
exogenous variables while questioning their effects expected in accordance with the
predictions of the economic theory and the estimations that issued from empirical
studies realises in the developed countries and those in process of development.
The economic theory and the existing empirical studies often stresses on the impact of
certain organizational factors on the profitability of assets. While the economic theory
insists on the negative effect of the costs of banking exploitation on the profitability,
some empirical studies support rather the idea than the impact may be positive (Ben
Naceur, 2003); for the maximization of the profit, banks tend to engage additional
exploitation expenses and so justifying the variation in the same sense between the
general banking charges and the profitability of assets (Bashir, 1999; Ben Naceur,
2003).

Anghbazo (1997) and Guru & al (2002) consider that the realization of profits
cannot be made without engaging expenses. But banks have to avoid engaging
expenses. The differences between the theoretical constructions and the empirical
investigations are also noticed at the level of the impact of stockholders' equities on
the profitability of the banking assets. Many empirical studies revealed that
stockholders' equities play the role of stimulating effect on the profitability of banks
(Bashir, 2000; Abrew & Menden 2002; Ben Naceur, 2003) but the excess of
capital ratio is considered as harmful to the profitability of assets because, by raising
this ratio, banks tend to realize a small fruiting of current assets.

Furthermore, the other studies relative to the evaluation of the efficiency of a
statutory requirement on stockholders' equities and to the determination of its clear

effect on the probability of failure of the bank suggest that a constraint of heavier
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capitalization related to lower total risk. According to Avery & Berger (1991), a hight
ratio (stockholders' equities/assets) is related to lower profitability of the bankruptcy.
Whereas, we can deduce a quasi-unanimity of the economists on the positive impact
of the bank credits on the profitability of assets confirming the predictions of the
economic theory.

The renforcement of the politics of credit raises the banking profits. In other words,
more the bank acquires credits, more incomes increase and thus the profits (Bashir,
1999; Ben Naceur, 2003). Nevertheless, the politics of credit may sometimes hinder
the banking profitability, in particular when an expansionist policy of credit is
incompatible with the strategy pursued in search for financial resources (Bashir,
2000).

Consequently, the control of the politics of deposits should normally help the bank
to increase its profits (Moulneux & Thornton, 1992; Bourke, 1989; Ben Naceur,
2003). Concerning the bank size, by making regressions on data of panel and by
expressing the profits according to a set of internal and external factors, certain
authors (Bourke, 1989; Molyneux & Thornton, on 1992) obtained a positive and
statistically significant relation between the size and the profitability of assets.

Other authors (Rouabah, 2006) consider however that the size is not an
opportunity for savings of the costs, so supporting the idea that the big banks are
subject to ineffectivenesses of scale. The divergence between the theory and the
empiricism exist also at the level of the impact of certain macro-financial variables on
the profitability of assets. If the emergence of the capital markets in countries in
process of developped strengthens the banking activity; as supported it recent
empirical studies (Bashir, 1999; Demerguc-Kunt & Huizinga, 2001; Rouabah,
2006; Beckman, 2007); the extension of these markets can produce an effect of
replacement on the activity of banks, so contradicting the theoretical predictions (Ben
Naceur, 2003). As for the banking concentration and for the size of the banking
sector, their impact estimated on the profitability of the banking assets is generally
positive, what confirms empirically the economic theory (Ben Naceur, 2003;
Rouabah, 2006; Backman, 2007).

The financing of the economy by the banking sector reflects the capacity of the
system to satisfy the needs of the economic actors. The size of sector is then sensible

to benefit the various intervenors (Demerguc-Kunt & Huizinga, 2001; Ben
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Naceur, 2003). Also, traditionally, the strategies of concentration and their
developments are justified by the realization of economies of scale. The introduction
of this variable empirically proved a positive relation with the return on assets (Pair
of shorts, 1979; Bourke, 1989; Moulyneux & Thornton, 1992; Demergug-Kunt
& Huizinga, 2001).

The estimation of the impact of the macroeconomic variables, in particular the
economic growth and the inflation, often found a common ground between the
economists. Several authors confirm unanimously the existence of a positive relation
between the economic growth and the growth of the banking profits (Bashir, 2000;
Rouabah, 2006; Beckmann, 2007). In their opinion, the national wealth which
benefits all the economic activity of the country, affects positively the evolution of the
banking sector and incites banks to innovate and to renew their techniques and
technologies of management. Concerning the impact of the variation of the general
level of the prices, the works of Molyneux and Thornthon (1992), Guru and al (2002),
Abreu and Mende (2002) brought clarifications on the links susceptible to exist
between the return on assets and the inflation.

According to Bashir and Hassan (2003), who studied the factors which influence
the profitability of the Islamic Banks in 8 countries during the period (1993-1998),
assert that a high ratio of (loan / TA) results an improvement of the profitability.

Srairi (2009) and Srairi and Ben Douissa (2014) asserts that the size, the
stockholders' equities, the risk of credit (loan / TA), as well as the ratio liquidity
have a significantly positive relation with the profitability of the Islamic banks. On the
other hand he supposes that the ROE is in a negative relation with the general
Overheads (expenses / TA).

He also indicated that the ROA and the ROE are the most successful indicators to
estimate the profitability of banks; the capital ratio, actif not interest and the credit
risk are the significant factors, while the inflation is absolutely not significant and has
only a low effect of all the other indicators of profitability

Here are the three important factors that determine the efficiency of banks:

- The importance of the capital represents the fundamental determiner of the
profitability measured by the ROA.
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- The ratio (loan / TA) is statistically significant and has a positive relation with the
performance of the domestic banks; so the ratio of (liquidity / Customer) indicates a
negative relation.

- Finally, the 3rd factor results from the fact that the macroeconomic indicators
(inflation, growth rate) are statistically significant and have a relation of efficiency
with the domestic as wel as foreigner banks.

Most of the Islamic banks concentrate their performance on the satisfaction of the
quality of asset and the capital.

He adapted a linear model represented by the ROA and supposes that it is the
explained variable which influences the performance of the Islamic banks.

ROA, =a + B Xy + B2y +é&

1)

With:

ROA, : the ratio of profitability of asset,

o the constant,

X, :the factors explanatory,

Z, the external factors,

B, et B, : the coefficients of regression,

&, - the term of errors.

The economic literature groups together the determiners of the banking
profitability in internal factors (capital, loan, liquidity, overheads, ....) and external
factors (growth rate, inflation rates, ...) to the bank. The estimation of most of the
internal factors indicated by the literature is made with difficulty generalizable data.
Indeed, we can find data for a given zone which are not comparable in a international
way (Haslam, 1968). Other variables for which the data are available and suggested
by the literature are the ratios of capital and liquidity, the losses on loans of
exploitation and certain general overheads (Short, 1979). They are generally factors
related to management. Concerningr the external factors, they are not directly
controled by management but under the control of other institutions.

2. Methodology
Concerning this paper, we are going to retain the following main determiners: the

manager or organizational determiners which contain the expenses of banking
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exploitation, the stockholders' equities, bank credits and the macroeconomic factors
containing the economic growth and the inflation.

The organizational factors susceptible to explain the profitability of banks are
constituted by the expenses of banking exploitation, stockholders' equities, bank
credits and size of the bank. So, two exogenous variables of macroeconomic order
were selected as potential determiners of the profitability of assets: it is about the rate
of the economic growth and about the inflation rate.

We try to test the relevance of the determiners of the Islamic banks performance.
To do it, we shall use in this empirical validation an econometric model of linear
regression.

2.1. Characteristics of the sample

The sample of our study consists of 10 Islamic Banks, belonging to the various
countries (Sudan, Saudi Arabia, Bahrain, Turkey, Lebanon, Mauritania, Pakistan,
Tunisia, Emirate and Qatar). The information used are mainly financial status
grouping together balance sheet result account concerning a period of 3 years going
from 2012 to 2014.

2.2. Presentation of the model

The model appears as follows:

ROA,=a +a,CTA, +a,PTA, +a,ASITA, +a,ALCC, +a,FGTA, +a,TXCR, +a,TXINF, +¢,

)

With:

i: the number of banks going from 1 to 10

t: the number of year going from 1 to 3

ROA, : the dependent variable which represents the ratio of profitability of asset

o : the constant parameter of the model

_ stockholders equities

CTA =
Total assets
_ Loan
Total assets
ASITA — Asset without int errest
Total assets
ALCC — Liquidity

Customer debt
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General overheads
Total assets

FGTA =

TXCR,, : Inflation rate
TXINF, : Growth rate
&, - the error term

This model presents an explained endogenous varible and seven exogenous
explanatory variables. It is thus a question of analyzing the influence of these seven
explanatory variables on the dependent variable. The estimation of this model by the
method of less squared common is made for the software STATA 8.

2.3. Description of variables
The descriptive statistics of variables are shown in table 1.

Standar
Variables Observati Mean Min Max d deviation
ons
30 0.026273 0.0007 0.0837 0.021473
ROA 3 6
CTA 30 0.26411 0.0682 0.8368 0.216386
PTA 30 2.094488 0.0271 46.18 8.330384
7
ASITA 30 0.001715 0.00005 0.0099 0.002317
ALCC 30 0.299473 0.0213 0.7284 0.243386
3 1
FGTA 30 0.000405 0.00014 0.0007 0.000193
TXCR 30 0.06609 0.03 0.1012 0.020247
5
TXINF 30 0.0558 0.02 0.0965 0.025551
4

Now, it's necessary to study the matrix of correlation of variables:
|ROA ROE CTA PTA ASITA ALCC FGTA TXCR TXIN
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ROA |1.0000
ROE [0.7635 1.0000

CTA [0.0461 -0.3064 1.0000

PTA |-0.0693 -0.0586 -0.0498 1.0000

ASITA |-0.3586 -0.3918 0.5606 -0.0209 1.0000

ALCC |-0.2732 -0.3250 0.5788 0.2962 0.5945 1.0000

FGTA |-0.3540 -0.3402 0.3265 0.2671 0.2247 0.6303 1.0000

TXCR [0.0819 -0.0559 -0.2403 -0.1828 -0.1080 -0.2982 -0.4581 1.0000
TXIN [0.0260 0.0711 -0.2259 0.0986 -0.2167 0.0034 0.1294 0.0696 1.0000

Indeed, this board presents the correlations between the various variables of our
model. The level of correlation between variables is low. However, we notice that
both dependent variables are positively correlated between them with a coefficient of
(0.7635).

3. Results and Discussion
Having made a regression of the explained variable (ROA) on the explanatory
variables, the results appear as follows:

Source | SS df MS
...... R— F( 7, 22)= 1.78

Model | .00483759 7 .000691084 Prob>F = 0.1419

Residual | .008534748 22 .000387943 R-squared = 0.3618
------ +----- Adj R-squared = 0.1587

Total | .013372339 29 .000461115 Root MSE = .0197

------ EST
ROA | Coef. Std.Err. t P>|t| [95% Conf. Interval]

CTA | .0484208 .0231902 2.09 0.049 .0003274 .0965143

PTA | .0001099 .0004907 0.22 0.825 -.0009076 .0011275

ASITA | -4.863782 2.202609 -2.21 0.038 -9.431713 -.2958496
ALCC | .0008614 .0269042 0.03 0.975 -.0549345 .0566573
FGTA | -50.09519 27.21731 -1.84 0.079 -106.5404 6.350052
TXCR | -.062215 .2075878 -0.30 0.767 -.4927257 .3682957
TXINF | .0677103 .1543489 0.44 0.665 -.2523898 .3878104
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cons | .0419601 .020886 2.01 0.057 -.0013548 .085275
Table 2 shows that CTA, PTA, ALCC and TXINF have a positive effect contrary to
ASITA, FGTA and TXCR which affect negatively ROA.

With the aim of analysis of the determiners of the Islamic banking performance,
the estimation of the proposed static model indicates that the least successful Islamic
Banks are the ones who possess loans and\or liquidity assets. The second result is that
the effects of the rates of growth and inflation are not significant on Islamic Banks
performance.

According to this model, the obtained results also showed that the profitability of
asset (ROA) constitutes the main explanatory variable of the level of the banking

performance.

4. Conclusion and Recommendations

This paper focus on the analysis of the financial situation of the Islamic banks through
a determination of factors which can influence the performance or the profitability of
banks. As basic information, we used the data concerning the financial status of the
Islamic banks to calculate ratios allowing an interesting analysis of the state of these
establishments being that they consist in particular in supplying useful informationfor
taking economic decisions on the financial situation. The performance and the way
with which a financial institution obtained and spent some liquidity assets, help us to
have an idea on the profitability of these establishments.

So that the informations supplied by financial status and ratios are sincere and clear
and to assure the perpetuity of banks, we applied a qualitative approach which aims at
estimatin if the organization and the functionings are adopted well in the activities
which it exercises and at the risks which it incurs.

But we found that even if we identified the financial situation it remains
insufficient seen the presence of the factors which can affect the banking profitability,
and here arrives the role of our empirical study when we tried to determine the
influence of certain factors on the situation (profitability) of an Islamic Bank.

The econometric model which, in spite of in the difficulty of collection of
information (10 banks and for a period of 3 years), allowed to study the impact of the
internal and external factors on the fiability and the performance of the Islamic Banks.
The results were not all corresponding in the theoretical prediction.
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