[bookmark: _GoBack]


A Project Report
On
Determinants of Bank Profitability: 
A Study of Islamic Banking Industry in Bangladesh  



Prepared for
Muhammad Enamul Haque
Assistant Professor
School of Business and Economics
United International University 



Prepared by
Nazifa Zaman Ena
ID: 111-131-552
INT - 4399
School of Business & Economics 

[image: https://lh4.googleusercontent.com/-ILTfo5l7Wio/AAAAAAAAAAI/AAAAAAAAAB0/B8vbL0Vd2ws/s0-c-k-no-ns/photo.jpg]
July 15, 2018
United International University



July 15, 2018

Muhammad Enamul Haque
Assistant Professor
School of Business and Economics
United International University - UIU

Subject: Submission of report on Determinants of Bank Profitability: A Study of Islamic Banking Industry in Bangladesh  

Dear Sir,
I hereby submit you the report on “Determinants of Bank Profitability: A Study of Islamic Banking Industry in Bangladesh”. While doing the report, I believe I have been able to make an understanding of the subject matter and the important issues that were required to obtain. 
I tried my level best to make an applicable and feasible report so that it will be as effective as it was expected to be. I consider providing any information or clarification if necessary.
I hope you will accept my report and kindly oblige. 

Thank You

Yours Truly


__________________
Nazifa Zaman Ena
111-131-552
BBA Program 



Acknowledgement 



I would like to express my gratitude to everyone who supported me throughout the report. I am thankful for their aspiring guidance, invaluably constructive criticism and friendly advice during the project work. I am sincerely grateful to them for sharing their truthful and illuminating views on a number of issues related to the project. 
First and foremost, praises and thanks to Allah, the Almighty, for showering blessings throughout the report and giving me enough strength and team work to complete my project work. I would like to thank my course supervisor, Muhammad Enamul Haque, Assistant Professor, School of Business and Economics, United International University for the valuable guidance and advice. He inspired me greatly to work hard on this project. His willingness to motive me contributed tremendously to our project. Also, I would like to take this opportunity to thank my United International University for offering this course. It gave me an opportunity to learn a great deal about banking industry especially about Islamic banking industry and it’s determinants of profitability. 
Honorable mention goes to my family and friends for their understanding and support in completing this project. Without them, I would face many difficulties while doing this. 


Table of Contents
1	Origin of the report	4
1.1	Objective of the study	5
1.1.1	Broad Objective	5
1.1.2	Specific Objects	5
1.2	Scope of the study	6
1.3	Methodology of the Study	6
1.4	Sources of Information	8
1.4.1	Data Analysis and Interpretation	8
1.5	Limitations of the Study	8
1.6	Background of the study	9
2	Introduction	10
2.1	Literature Review	10
2.1.1	Research Questions	13
2.1.2	Research Objectives	13
2.1.3	Scope of the Study	13
2.1.4	Limitations of the Research	14
2.1.5	Importance of the study	14
2.2	Methodology	15
2.2.1	Data	15
2.2.2	The Variables	15
2.2.3	Summary of Variables	19
2.2.4	The Hypothesis	19
2.2.5	General Model of the Study	19
2.2.6	Methods for Data Analysis	20
2.3	Data Analysis and Findings	21
2.3.1	Hausman Test for Model 1 (ROA)	21
2.3.2	Model 01 Parameters	22
2.3.3	Hypothesis Acceptance or Rejection based on Model 1	22
2.3.4	Hausman Test for Model 2 (ROE)	23
2.3.5	Model 2 Parameters	24
2.3.6	Hypothesis Acceptance or Rejection based on Model 2	24
2.3.7	Hausman Test for Model 3 (NIM)	25
2.3.8	Model 3 Parameters	26
2.3.9	Hypothesis Acceptance or Rejection based on Model 3	26
3	Conclusion	27
4	Recommendation	29
5	References	30

Executive Summary
This project report attempts to identify the factors affecting Islamic banking profitability in Bangladesh, estimates relationship of these factors with bank profitability and suggests recommendations based on the findings to increase profitability. The report consists of five chapters of research process. A background of the overall performance evaluation of the Bangladeshi banking industry is described in the introduction of the research. Three research questions were set in the following place and research objectives were formed based on the questions. Under the scope of the research part, list of Islamic banks in Bangladesh, selected Islamic banks for the research and time range of data were mentioned. The first chapter completes with the limitations and significance of the study. In the second chapter, around twenty literatures are reviewed related to the bank profitability. Based on the literature review, in the third chapter of the study, the endogenous and exogenous variables were chosen with care, seven hypotheses and three different model equations were formed. The study takes return on assets (ROA), return on equity (ROE) and net investment margin (NIM) as the measure of profitability. Besides, bank size, capital to risk assets ratio, investment to deposit ratio, percentage of non-performing investment and cost to income ratio are taken as the company specific exogenous factors. Economic growth and inflation are also considered as macro-economic independent determinants. Fixed effect or random effect models are used to run all three equations. The appropriate model for each equation is chosen based on Hausman Test. In the fourth chapter, data analysis and findings are presented. Investment to deposit ratio is found to be positively correlated and cost to income ratio is observed to be negatively correlated to profitability in all the three models. Based on the findings, the conclusions and recommendations are given in the last chapter of the study.





[bookmark: _Toc518081230]Origin of the report
Project report is a practical part of academic studies. This is a reflection of academic knowledge through practical work experience. Thus this project report aims to reflect the professional view of real world working environment. 
School of Business and Economics of United International University offers four year BBA program majoring in different related fields. This four year BBA academic program is the building up of the theoretical knowledge about business administration which is the base of practical knowledge. This BBA project program is an attempt to provide business students an orientation to a real life business situation in which we can observe and evaluate the use and applicability of the theoretical concepts which were taught in the classrooms.
The report on “Determinants of Bank Profitability: A Study of Islamic Banking Industry in Bangladesh” is prepared by myself Nazifa Zaman Ena under the supervision and guidance of Muhammad Enamul Haque, Assistant Professor, School of Business and Economics, United International University to meet the requirement of the BBA Program. 
As per norm this report is the requirement of the fulfillment of the Under Graduation Program. This report “Determinants of Bank Profitability: A Study of Islamic Banking Industry in Bangladesh” is the outcome of four month studying under supervision of Muhammad Enamul Haque, Assistant Professor, School of Business and Economics, United International University. This report writing is mainly based on Determinants of Bank Profitability: A Study of Islamic Banking Industry in Bangladesh. 
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[bookmark: _Toc518081231]Objective of the study
[bookmark: _Toc518081232]Broad Objective
To identify and explore various determinants of profitability of banking industry more precisely in Islamic Banking industry.  
the problems in the wholesale distributions in Bangladesh and how we can overcome those problems by implementing an advanced distribution software that will not only overcome the existing distribution problems but also will also ensure efficiency and growth of the business if business persons adopt it willingly and accept it as another daily tool for business.   
[bookmark: _Toc518081233]Specific Objects
· To identify the company-specific and macro-environment factors of Islamic banking profitability in Bangladesh
· To estimate the relationship of bank profitability with company-specific and macro- environment determinants
· To recommend possible ways of increasing the profitability of Islamic banks
· To focus on current scenarios of Islamic Bank
· To discuss about the activity of the Islamic Bank. 
· To find out the existing problems in the Islamic Bank. 
· To present a background and introduction of Islamic Bank. 
· To focus on the business and operation of the Islamic Bank. 
· Identify findings of analysis and make recommendation based on the findings

[bookmark: _Toc518081234]Scope of the study
This report mainly deals with the determinates of profitability in banking industry more precisely in Islamic Banking Industry. In this project report, seven years data of all the Islamic banks have been taken for the purpose of analysis. The observed banks have overall satisfactory performance in the industry without ICB Islamic Bank Limited. 2010 to 2016 data were analyzed for the study. In case of Union Bank Limited, date of 2013-2016 were taken because the bank started its operation in early 2013.
[bookmark: _Toc518081235]Methodology of the Study
The study requires a systematic procedure from selection of the topic to final report preparation. To perform the study data sources are to be identified and collected, they are to be classified, analyzed interpreted and presented in a systematic manner and key point are to be found out. This overall process of methodology is given in the following page in the form of flowchart that has been followed in the study.

Figure: Flow Chat of Methodology

1. Identifying Data Sources: Essential data sources both primary and secondary are identified which are needed to complete the study. To meet up the need of data, primary data are used and the study also requires interviewing the officials and staffs where necessary.           
2. Selection of the Topic: The topic selected for the study was selected by me with the consultation with my project instructor. The main reason for choosing this topic was my passion regarding banking industry. 
3. Collection of Data: Primary data are collected through physical inspection that is through pre-decided questionnaire. Based on the questionnaire I have taken the interview to collect information.  Different types of information were needed to do the project.
4. Classification, Analysis, Interpretation and Presentation of Data: To classify, analyze, interpret and presentation of data, I used graphical tools mostly pie chats with the help of Microsoft excel to understand them more clearly. 
5. Findings of the study: After scrutinizing the data problems of the study are pointed out and they are shown to my instructor. Recommendations are suggested thereafter to overcome the problems.
6. Final Report Preparation: On  the  basis  of the  suggestions  of our  honorable course  teacher  some  deductions  and additions  have  been  made  and final  report  is prepared thereafter.


[bookmark: _Toc518081236]Sources of Information
The study has been performed with the help of secondary sources of data only. Hence, no primary data or raw data was needed to be collected.
The secondary sources are:
· Information gathered from different standard textbooks, reference books, journals, official records, manuals, circulars.
· Different ‘Procedure Manual’
· Publications obtained from different libraries and from internet.
[bookmark: _Toc518081237]Data Analysis and Interpretation
All the data that are presented through charts & tables are also presented through graphical presentation. These graphs are interpreted by analysis the scenario that acts as an indicator for different analysis.
[bookmark: _Toc518081238]Limitations of the Study
The project report was not free from limitations. The study has been conducted on the subject of “Feasibility of Distribution Software for Wholesale Companies in Bangladesh”. Key limitations of the study are as follows:
· Time was the most important limitations in preparation of the project report.  The program  allocated  only  10  (Ten)  weeks  for  entire  study,  which  disable  many opportunities for a comprehensive study. 
· The Islamic banking industry of Bangladesh is too small to conduct a research. Only 14% of the total number of banks are full-fledged Islamic banks.
· Only seven years data are taken for the study due to no access in any databases for bank financial data, i.e. Bankscope.
· Relevant papers and documents were not available sufficiently. 
· It was little difficult to get the actual information. 
· In many cases up to date information is not available. 


[bookmark: _Toc518081239]Background of the study
The bank performance and its determinants have been a widely discussed topic in the area of business research because banks play a very consequential role in the national economic magnification. This study fixates on the Islamic banking sector of Bangladesh and endeavors to identify the factors that influence the bank profitability. There are 57 scheduled banks in Bangladesh those operate under full control and supervision of Bangladesh Bank. The financial system in Bangladesh is relatively minute with an under developed banking system. This banking system faces many challenges. Non-performing loans are at an alarming percentage that lower the banks’ return. NPL ratio stood at 10.1 % in June 2017. The amount of accumulated default loans stood at around Tk. 1,19,000 crore, which is 12% of Bangladesh’s total GDP. On the other hand, many banks cannot maintain the standard level of capital to imperil assets ratio prescribed by Basel framework. Some banks maintain a very high CRAR, where some banks cannot maintain the minimum level of CRAR. Both high and low CRAR affect the caliber of peril and the profitability of banks. In June 2017, Bangladesh banking industry’s average CRAR was 10.86%. Under Basel III, banks have to maintain 11.2% as capital of their jeopardy-weighted assets, which will be 12.19% in 2019. In addition, sizably voluminous amount of idle cash in banks’ vaults due to less investment opportunities decreases the impress to deposit ratio. Moreover, an incrementing rate of cost to income ratio drops the banks’ operating profit. Macro-level factors like economic magnification, rate of inflation, corporate tax rate withal affect bank performance. On the other side, Islamic banking is more risk adverse in its investment practices. Currently eight full-fledged Islamic banks are operating within the country. Moreover, 19 Islamic banking branches of nine commercial banks and 25 Islamic banking windows of eight commercial banks are additionally providing Islamic financial accommodations. Islamic banking covers 22.72% market portion of the country’s entire banking sector in terms of deposits and investments. A country with a 90% Muslim population, overall 84% approves the Islamic banking.

[bookmark: _Toc518081240]Introduction 
[bookmark: _Toc518081241]Literature Review 
A number of researchers endeavor to identify the major determinants of bank performance in their studies. While they aim to quantify the bank performance, they used to consider bank profitability as the major performance measure. Most of the studies suggest that return on asset (ROA), return on equity (ROE) and net interest margin (NIM) describe the bank profitability accurately. Whether it is a financial organization or a non-financial organization, both ROA and ROE measure an institution's faculty to engender earnings from its investments. But they do not precisely represent identically tantamount. Together they provide a better representation of an organization's performance. On the other hand, NIM, which is generally cognate to financial organizations, i.e. bank and non-bank financial institutions gauges the percentage of net interest income over the total earning asset. For Islamic banks, as they do not grant loans, they cannot mention interest income in their income verbal expression, instead they invest in different sectors, get return from the investments and mention investment income in their financial verbal expressions. So, net interest margin is authentically net investment margin for Islamic banks, more concretely net investment income margin. 
The profitability of bank is significantly correlated with different bank concrete and macro- level variables. Under the bank concrete variables, highly considered factors are bank size, reserve requisite, capital adequacy ratio, percentage of non-performing loan, liquidity ratio, cost to income ratio and so on. Under external or macro-economic factors, vicissitude in GDP, inflation rate, tax rate, unemployment rate etc. are utilized. Some authors consider dummy variables to optically discern the relationship between profitability and different qualitative factors. General models utilized in the analyses are pooled OLS regression, fine-tuned effect and desultory effect model. Most of the datasets of such studies are panel data and to test whether fine-tuned effect or arbitrary effect model is opportune, the Hausman test is applied. Popular statistical software utilized in the studies are Stata, R Code and SPSS. Excel is not specially designed for statistical analyses and cannot handle all types of data.
In a Tunisia predicated study, Chouikh and Blagui (2017) find that bank profitability is negatively correlated with board size. That signifies the more number of officials are present in the board of directors, the lower is the bank performance and vice versa. In lieu of leading to more sagacious decision making, a more astronomically immense board would result in ineffective initiatives. On the other hand, bank size is positively correlated with bank profitability. The higher the bank size, the better the bank performance. Conclusively, the exogenous variable privatization is evidenced to be statistically paramount and positively correlated to bank performance. Consequently, State-owned banks should reconsider the option of being privatized. They consider ROA, ROE and Price to Book value (P/B) ratio as the be speaker of profitability. The study applies panel-data model regressions to check relationship between endogenous and exogenous variables. Other than board size, bank size and privatization, they withal consider cost of efficiency, capital to asset as bank categorical variables and GDP magnification rate and inflation as macro-level variables, but no consequential relationship is found between bank profitability and these variables.
In another study predicated on Nigeria, Ozili and Uadiale (2017) argue that banks with high concentrated ownership have higher ROA, NIM and recurring earnings power while banks with dispersed ownership have the lowest ROA and have the highest return on equity. The result implicatively insinuates that the first type of banks have better operational performance where the second type of banks provide better returns to shareholders. They utilize static and dynamic estimation techniques to conduct the research. They employ four measures of bank profitability as a function of capital adequacy, cost efficiency, regulatory capital ratio, asset quality and macro- economic magnification rate.
Titko, Skvarciany and Jureviciene (2015) study the drivers of bank profitability by taking a sample from Latvian and Lithuanian banking sector where they found that there is a statistically consequential positive relationship between bank profitability expressed by ROE and bank size expressed by the volume of deposits. In additament to that a statistically paramount positive relationship is found between cost-to-income ratio and bank profitability expressed by NIM. Their regression analysis designates a negative relationship between commission income as a percentage of total assets and number of branches. The researchers utilize a multiple linear regression analysis as a core method.
Another study that is conducted by Pervan, Pelivan and Arneric (2015) states that profitability from the precedent year, bank size, solvency jeopardy, intermediation, industry concentration, market magnification and GDP magnification are statistically paramount variables with a positive influence on bank profitability while variables of credit jeopardy, inflation and operating expenses management has a negative and statistically consequential impact on profitability. The study is conducted for the 2002–2010 period taking the data from Croatian banking industry and ROA is utilized as an endogenous variable in the model of bank profitability. They apply a Generalized Method of Moment estimation proposed by Arellano and Bond.
A study predicated on the banking industry of Bangladesh, Samad (2015) claims that loan deposit ratio, credit jeopardy, capital risk and bank efficiency are consequential factors for determining the profitability of Bangladesh banking industry. Macro-level variables such as inflation rate and market structure demeanor are omitted in this study. The author uses ROA to quantify the profitability. Panel Mundane least square is applied for estimating the impact of bank-concrete characteristics and macro-level variables on bank profitability.
In another study predicated on the banking sector of Bangladesh, Hossain and Ahamed (2015) argue that variables like total interest income, non-interest income, capital, loans & advances, operating expenditure, deposit, size and non-performing loans have some consequential impact on the profitability. The study uses ROA, ROE and NIM as the quantification of profitability. The study takes top 15 conventional private commercial banks’ data from the period of 2012-2016 and banks are culled predicated on the asset size. The authors apply commixed effect model to test the hypotheses.
Petria, Capraru and Ihnatov (2015) consider a sample from EU 27 banking systems to assess the main determinants of banks’ profitability. The study highlights that credit and liquidity risk, management efficiency, the diversification of business, the market concentration and the economic growth have influence on bank profitability. The profitability is measured by ROA and ROE. They use the Hausman test to select the appropriate estimation method between fixed effect and random effect model and then reach the decision to use fixed effect model as the appropriate method for their dataset.
In another study predicated on Macedonian banks Iloska (2014) concludes that profitability is positively affected by productivity, bank size, balance sheet structure, capitalization and non- interest income, and negatively by operating expenses, credit and liquidity peril. In the study, ROA is utilized as the endogenous variable and the author runs simple mundane least squares (OLS) method. The study suggests that development of the Macedonian banking system depends on its efficiency, profitability and competitiveness and banks need to find a way to make the optimal utilization of their resources, while minimizing the expenses and losses.
Zhang and Dong (2011) claim that bank-categorical variables such as capital ratio, loans and deposits are positively cognate to bank performance when the performance is quantified by ROA. However, when ROE is utilized as performance denotement, there subsist to be a negative relationship between capital ratio and ROE. On the other hand, bank size is positively correlated with bank profitability when minute-sized and sizably voluminous banks are taken into consideration. For medium-sized banks, the study finds a negative relationship between size and bank profit. Moreover, GDP is found to be positively correlated with bank profitability.
In another Bangladesh predicated study, Sufian and Habibullah (2009) state that loans intensity, credit jeopardy, and cost have positive and paramount impacts on bank performance, while non- interest income exhibits negative relationship with bank profitability. The dependent variables utilized in the study are ROA, ROE and NIM. They utilize unbalanced panel data and apply multiple linear regression model to test the relationship between bank profitability and the bank categorical and macroeconomic determinants.
Hassan (n.d.) conducts a study on the determinants of Islamic banking profitability where he finds that the Islamic banks’ profitability responds positively to the incriminations in capital and negatively to loan ratios. The study additionally designates the paramount of consumer and short-term funding, non-interest earning assets and overhead in promoting profits. The author suggests that reserve requisite does not have a consequential impact on the profitability measures. Macro-level factor, GDP shows a vigorous positive correlation to the profitability where inflation rate does not have paramount impact. Bank size is additionally negatively correlated to bank profitability. The study uses four measures of performance, the net non-interest margin, profit margin, return on asset, and returns on equity. The data utilized in the study are cross-country bank-level data.
Moreover, Haque and Tariq (2012), Weber (2005), Kapoor (2004), Molyneux and Wilson (2004), Mamatzakis and Remoundos (2003), Naceur (2003), Hoggarth, Milne and Wood (1998), Angbzo (1997), Berger (1995), Molyneux and Thornton (1992), Goddard, Molyneux and Thornton (1992) study on the determinants of bank performance and found paramount relationship of profitability with core banking ratios and major macro-economic variables.
[bookmark: _Toc518081242]Research Questions
· What are the company-specific and macro-environment factors that affect the profitability of Islamic banking industry in Bangladesh? 
· How does Islamic banking profitability correlate with company-specific and macro- environment determinants? 
· What could be the possible ways for Islamic banks to increase their profitability?
[bookmark: _Toc518081243]Research Objectives
· To identify the company-specific and macro-environment factors of Islamic banking profitability in Bangladesh
· To estimate the relationship of bank profitability with company-specific and macro- environment determinants
· To recommend possible ways of increasing the profitability of Islamic banks
[bookmark: _Toc518081244]Scope of the Study
In this study, seven-year data of all the full-fledged Islamic banks have been taken for observation. The selected banks have overall satisfactory performance in the industry except ICB Islamic Bank Limited. 2010-2016 data are considered for the study. For the Union Bank Limited, 2013-2016 data are taken because the bank started its operation in 2013.
List of full-fledged Islamic banks in Bangladesh
	Name of the Bank
	Taken for Observation?
	Data Range

	Export Import Bank of Bangladesh Limited
	Yes
	2010-2016

	Islami Bank Bangladesh Limited
	Yes
	2010-2016

	Shahjalal Islami Bank Limited
	Yes
	2010-2016

	Social Islami Bank Limited
	Yes
	2010-2016

	First Security Islami Bank Limited
	Yes
	2010-2016

	Al-Arafah Islami Bank Limited
	Yes
	2010-2016

	ICB Islamic Bank Limited
	Yes
	2010-2016

	Union Bank Limited
	Yes
	2013-2016






[bookmark: _Toc518081245]Limitations of the Research 
· The Islamic banking industry of Bangladesh is too small to conduct a research. Only 14% of the total number of banks are full-fledged Islamic banks.
· Only seven years data are taken for the study due to no access in any databases for bank financial data, i.e. Bank scope.
[bookmark: _Toc518081246]Importance of the study
The findings of this study will avail the readers to understand the company concrete and macro- level determinants that affects the profitability of Islamic banking and withal how the factors are cognate to profitability. The study might transmute their generalized way of perception regarding the factors influencing bank profitability. The paper might withal be acclimated to develop better models to explicate the profitability.

[bookmark: _Toc518081247]Methodology 
[bookmark: _Toc518081248]Data 
Seven-year (2010—2016) data of eight Islamic banks from the banking industry of Bangladesh are taken for the study. Data that utilized in the study are secondary data. Company concrete data are amassed from the annual reports of the banks. All the data taken in the study were not directly available in the financial reports. Some data, i.e. net investment margin and operating efficiency are calculated by utilizing the opportune numerators and denominators given in the financial verbal expressions. For the bank size, natural logarithm of total asset is considered. Macro- level data are accumulated from World Bank Database. The type of the data utilized for the research are panel data that have both times series and cross sectional characteristics. Panel data can be relegated into two sections, one is balanced panel data and another is unbalanced panel data. This study uses unbalanced panel data because one banks have the dataset for four years and all other have seven years of data.
[bookmark: _Toc518081249]The Variables 
The Endogenous Variables 
Three endogenous variables are taken as a measure of profitability. Most of the studies claim that these three variables can well explain the profitability of a banking organization.
Return on Assets (ROA) 
Return on Assets equals net income after tax divided by total assets over a given period. A ROA of 5% means that the company generates ৳5 of net profit by employing every ৳100 of assets. The higher the ROA, the more efficient the company about using its assets.
Return on Equity (ROE) 
Return on Equity equals net income divided by total common equity over a given period. A ROE of 10% means that the common stockholders have earned ৳10 for every ৳100 invested in the company. The higher the ROE, the more efficient the company about employing its equity. 
Net Investment Margin (NIM) 
The ratio is only relevant for financial organizations. NIM is commonly known as Net Interest Margin for conventional banking organizations. In Islamic banking, net Investment Margin equals investment income minus profit paid on deposits divided by total profit earning assets over a given period. Simply put, NIM is the net investment income relative to the total amount of profit earning assets. The major portion of Islamic bank’s profit earning assets consist of long term and short term investments. A NIM of 3% means that the company generates ৳3 of net investment income by employing every ৳100 of profit earning assets. For conventional banking organizations, the ratio equals interest income minus interest expense divided by total interest earning assets.
List of Endogenous Variables
	Endogenous Variables 
	Formula 

	Return on Asset (ROA) 
	Net Income/Total Asset 

	Return on Equity (ROE)
	Net Income/Total Equity

	Net Investment Margin (NIM)
	Net Investment/Profit Earning Asset 



The Exogenous Variables
Total seven variables are considered as independent factors. These variables are classified into two sections, company specific or micro-economic exogenous variables and environment specific or macro-level exogenous variables. Five company specific and two macro-level variables are taken for this study. Studies suggest that these variables have significant impacts on the profitability of a banking institution.
Bank Specific Exogenous Variables
Size 
Natural logarithm of total assets over a given period is considered as the size of an organization. For a banking institution, studies argue that logarithm of total investments or logarithm of total deposits can also be taken as the size of a bank. It is expected that the large the size of a bank, the more profitable it is. Because a large bank can attain economy of scale and can reduce the operating cost. Therefore, it is expected that ∂π/∂SIZE>0
Capital to Risk Assets Ratio (CRAR) 
CRAR equals bank’s Tier 1 capital plus Tier 2 capital divided by total risk weighted assets over a given period. Tier 1 capital is bank’s core capital, i.e. common equity and retained earnings. Tier 2 capital is bank’s supplementary capital, i.e. subordinated debt instruments. Total risk weighted assets are calculated by multiplying bank’s earning assets by appropriate risk-weight. For example, an Islamic bank can assign 100% risk weight to corporate investments and 20% risk weight to interbank deposits. CRAR ensures the efficiency and stability of a nation’s financial system by lowering the risk of banks becoming insolvent. The ratio is calculated under the Basel III framework. Under the latest framework, current CRAR standard is 11.2% for all banks. The higher the ratio, the higher the risk aversion of a bank and the higher risk aversion means low profits. So, it is expected that ∂π/∂CRAR<0





Liquidity 
The liquidity of a bank can be measured by several ratios. In this study, investment to deposit ratio over a given period is taken as a measure of bank’s liquidity. The ratio can be assessed by dividing the bank's total investments by its total deposits. In conventional banking, it is called loan to deposit ratio. A high ratio means that the bank may not have enough liquidity to cover any unforeseen fund requirements. At the same time, when a bank transforms a higher percentage of its deposit into investments, the bank is expected to generate more profits, thus ∂π/∂LIQUIDITY>0
Non-Performing Investment (NPI)
Percentage of NPI equals non-performing investment divided by total investment over a given period. Non-performing investment is also called classified investment. In conventional banking, non-performing investment is called non-performing loan (NPL) or classified loan. It is the best measure of bank’s credit risk. The higher the NPI, the lower the profit, therefore, ∂π/∂NPI<0
Operating Efficiency
Operating Efficiency is calculated by dividing the operating expense by operating income over a given period. It is also called cost to income ratio. It shows how efficiently a bank can generates profit from its operations. It is expected that the higher the operating expense per dollar of income, the lower the bank profit, so, ∂π/∂EFFICIENCY<0
List of Bank Specific Exogenous Variables
	Bank Specific Exogenous Variables
	Formula
	Expected Effect

	Size

Capital to Risk Assets (CRAR)
	Natural Logarithm of Total Asset

Capital/Risk Weighted Assets
	+

-

	Liquidity

Non-Performing Investment (NPI)
	Total Investment/Total Deposit

Non-Performing Investment/Total Investment
	+

-

	Efficiency
	Operating Expense/Operating Income
	-


Macro-Level Exogenous Variables
GDP Growth
Nominal GDP growth equals recent year GDP divided by previous year GDP minus 1. Then it is adjusted to inflation to get the real GDP growth. Studies suggest that the growth of economy creates more opportunities for investments and when more investments are made, the profitability of bank is expected to increase, thus ∂π/∂GROWTH>0

Inflation 
Consumer Price Index (CPI) is a popular measure of inflation. The higher the inflation rate, the higher interest rate. It is expected that higher interest rate increase banks’ profitability as the interest rate spread will increase, therefore, ∂π/∂INFLATION>0
List of Macro-Level Exogenous Variables
	Macro-Level Exogenous Variable
	Source
	Expected Effect

	Growth

Inflation
	World Bank Database

World Bank Database
	+

+




[bookmark: _Toc518081250]Summary of Variables
	Variable
	ROA
	ROE
	NIM
	SIZE
	CRAR
	LIQUIDITY
	NPI
	EFFICIENCY
	INFLATION
	GROWTH

	Minimum
	-9.97%
	1.44%
	0.67%
	23.23
	-108.49%
	60.08%
	0.00%
	23.50%
	6.20%
	5.60%

	Maximum
	3.54%
	36.22%
	4.60%
	27.40
	34.46%
	113.00%
	77.52%
	301.65%
	10.70%
	7.10%

	Mean
	0.58%
	12.98%
	3.32%
	25.49
	0.55%
	86.79%
	11.83%
	61.85%
	7.44%
	6.35%

	SD
	2.52%
	6.35%
	0.87%
	1.08
	32.74%
	7.13%
	22.50%
	49.71%
	1.43%
	0.45%



[bookmark: _Toc518081251]The Hypothesis
Seven hypotheses are formed for the study. A hypothesis will be completely accepted if the coefficient estimate is statistically significant and its sign is shown as expected. It will be partially accepted if the coefficient estimate is not statistically significant but the sign is as predicted. Otherwise, a hypothesis will be rejected.
List of Hypotheses
Hypothesis                                                             Description
H1         	 Profitability is positively and significantly correlated to bank size
H2          	Profitability is negatively and significantly correlated to capital to risk assets
H3          	Profitability is positively and significantly correlated to investment to deposit ratio 
H4          	Profitability is negatively and significantly correlated to non-performing investment 
H5          	Profitability is negatively and significantly correlated to operating efficiency
H6          	Profitability is positively and significantly correlated to inflation rate
H7          	Profitability is positively and significantly correlated to GDP growth

[bookmark: _Toc518081252]General Model of the Study 
The general model attempts to measure the relationship between the endogenous variable (bank  profitability) and the exogenous variables (company specific and macro-environment). The general model is estimated by the following equation:
 PROFITABILITYt = f (SIZEt , CRARt , LIQUIDITYt , NPIt , EFFICIENCYt , INFLATIONt , GROWTHt) 
Where profitability is a function of all these seven variables at time t. Three specific models are established to express three endogenous variables taken for the study.
Model 1
The first model of the study estimates the statistical relationship between the endogenous variable ROA and the seven exogenous variables. The equation is as follows: 
ROAt = α0 + α1 × SIZEt + α2 × CRARt + α3 × LIQUIDITYt + α4 × NPIt + α5 × EFFICIENCYt + α6 × INFLATIONt + α7 × GROWTHt + Ut 
Where α0 is the intercept or constant of the model, αk (k=1,2,3,…,7) are the coefficients to be estimated, and Ut is the error term of the equation.
Model 2 
The second model of the study estimates the statistical relationship between the endogenous variable ROE and the seven exogenous variables. The equation is as follows: 
ROEt = β0 + β1 × SIZEt + β2 × CRARt + β3 × LIQUIDITYt + β4 × NPIt + β5 × EFFICIENCYt + β6 × INFLATIONt + β7 × GROWTHt + Vt 
Where β0 is the intercept or constant of the model, βk (k=1,2,3,…,7) are the coefficients to be estimated and Vt is the error term of the equation.
Model 3 
The third model of the study estimates the statistical relationship between the endogenous variable NIM and the seven exogenous variables. The equation is as follows: 
NIMt = γ0 + γ1 × SIZEt + γ2 × CRARt + γ3 × LIQUIDITYt + γ4 × NPIt + γ5 × EFFICIENCYt + γ6 × INFLATIONt + γ7 × GROWTHt + Wt 
Where γ0 is the intercept or constant of the model, γk (k=1,2,3,…,7) are the coefficients to be estimated and Wt is the error term of the equation.
A significantly positive coefficient estimate shows a statistically significant positive relationship between the bank profitability and the corresponding factors. On the other hand, a significantly negative coefficient estimate shows a statistically significant negative relationship between the bank profitability and the corresponding factors.
[bookmark: _Toc518081253]Methods for Data Analysis 
To analysis panel data, researchers generally use three methods. They are pooled regression, fixed effect or LSDV model and random effect model. If the pooled regression is used, it will not distinguish between the various banks that the data set have. Simply put, the model will combine all the banks together and will deny the heterogeneity or individuality that may exist among the eight banks. On the other hand, fixed effect model allows the heterogeneity or individuality among the banks by allowing to have its own intercept value. If all the banks have a common mean value for the intercept, the random effect model will be appropriate. The pooled regression model will not be considered for this study due to its major pitfall. The study will use fixed effect model or random effect model to estimate the relationships among endogenous and exogenous variables. But first it has to be find out that which method (fixed effect or random effect) is accurate for the taken dataset. Hausman test is a widely used test to choose the proper method of analyzing panel data. In this study, the Hausman test will be conducted three times for three model equations to see which method is appropriate for which equation. The hypotheses will be checked at a significance level of 0.05. This study uses Stata 13 to run all the tests and model equations.
[bookmark: _Toc518081254]Data Analysis and Findings 
[bookmark: _Toc518081255]Hausman Test for Model 1 (ROA)

	Null Hypothesis 
	Random Effect Model is appropriate

	Alternative Hypothesis 
	Fixed Effect Model is appropriate



	.
	hausman Fixed
	.
	


Coefficients

	
	
	
	(b)
	(B)
	(b-B)     sqrt(diag(V_b-V_B))

	
	
	
	Fixed
	Random
	Difference           S.E.

	
	
SIZE
	
	
-.0160474
	
-.0001345
	
-.0159129        .0028312

	
	CRAR
	
	-.0558462
	-.1165032
	.060657                .

	
	LIQUIDITY
	
	.0436173
	-.0694457
	.1130631                .

	
	NPI
	
	.2295759
	-.2527322
	.4823081        .0542306

	
	EFFICIENCY
	
	-.0013074
	.0017256
	-.003033                .

	
	INFLATION
	
	-.0546137
	.0219308
	-.0765444                .

	
	GROWTH
	
	.1016464
	-.6679758
	.7696222                .

	
	
	
	
	
b = consistent
	
under Ho and Ha; obtained from xtreg


B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test:  Ho:  difference in coefficients not systematic

chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B)
=       60.13
Prob>chi2 =      0.0000
(V_b-V_B is not positive definite)

Hausman Test Result for Model 1                           Null Hypothesis Rejected
[bookmark: _Toc518081256]Model 01 Parameters 
	Fixed-effects (within) regression
	Number of obs
	=
	53

	Group variable: CODE
	Number of groups
	=
	8



	R-sq:  within
	=
	0.8031
	Obs
	per
	group:
	min
	=
	4

	between
	=
	0.9318
	
	
	
	avg
	=
	6.6

	overall
	=
	0.5751
	
	
	
	max
	=
	7



	
	F(7,38)
	
	=
	22.14

	corr(u_i, Xb)
	=
	-0.9888
	Prob >
	F
	=
	0.0000




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

	
SIZE CRAR LIQUIDITY NPI EFFICIENCY INFLATION GROWTH
_cons
	
-.0160474   .0040144    -4.00   0.000    -.0241741   -.0079207
-.0558462   .0175231    -3.19   0.003    -.0913199   -.0203725
.0436173   .0221079     1.97   0.056    -.0011377    .0883724
.2295759    .064776     3.54   0.001     .0984438    .3607079
-.0013074   .0057018    -0.23   0.820    -.0128502    .0102354
-.0546137   .0876577    -0.62   0.537    -.2320674    .1228401
.1016464   .2934735     0.35   0.731    -.4924597    .6957525
.3485084   .0883128     3.95   0.000     .1697284    .5272884

	
sigma_u sigma_e rho
	
.10648418
.00667082
.99609081   (fraction of variance due to u_i)



F test that all u_i=0:     F(7, 38) =    17.36                Prob > F = 0.0000

[bookmark: _Toc518081257]Hypothesis Acceptance or Rejection based on Model 1
	Hypothesis
	Exogenous Variables
	Statistical Significance
	Expected Effect
	Estimated Effect
	Result

	H1
	Bank Size
	Significant
	Positive
	Negative
	Rejected

	H2
	Capital to Risk Assets
	Significant
	Negative
	Negative
	Accepted

	H3
	Liquidity
	Significant
	Positive
	Positive
	Accepted

	H4
	Non-Performing Investment
	Significant
	Negative
	Positive
	Rejected

	H5
	Operating Efficiency
	Insignificant
	Negative
	Negative
	Partially Accepted

	H6
	Inflation
	Insignificant
	Positive
	Negative
	Rejected

	H7
	GDP Growth
	Insignificant
	Positive
	Positive
	Partially Accepted






[bookmark: _Toc518081258]Hausman Test for Model 2 (ROE)
Null Hypothesis                                      Random Effect Model is appropriate
Alternative Hypothesis                           Fixed Effect Model is appropriate
	.
	hausman Fixed
	.
	 


Coefficients

	
	
	
	(b)
	(B)
	(b-B)
	sqrt(diag(V_b-V_B))

	
	
	
	Fixed
	Random
	Difference
	S.E.

	
	
SIZE
	
	
-.0283411
	
-.0001246
	
-.0282165
	
.0209533

	
	CRAR
	
	-.0270514
	-.036034
	.0089826
	.0525756

	
	LIQUIDITY
	
	.6206129
	.6227786
	-.0021656
	.0901757

	
	NPI
	
	-.1650613
	-.056318
	-.1087433
	.3466825

	
	EFFICIENCY
	
	-.0450421
	-.0423136
	-.0027286
	.0179608

	
	INFLATION
	
	-.3655628
	.0591269
	-.4246897
	.2797581

	
	GROWTH
	
	-1.829416
	-3.194616
	1.3652
	1.10796



b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test:  Ho:  difference in coefficients not systematic

chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B)
=        3.21
Prob>chi2 =      0.8647




Hausman Test Result for Model 2                  Failed to Reject the Null Hypothesis
[bookmark: _Toc518081259]Model 2 Parameters

	Random-effects GLS regression
	Number of obs
	=
	53

	Group variable: CODE
	Number of groups
	=
	8



	R-sq:  within
	=
	0.6860
	Obs
	per
	group:
	min
	=
	4

	between
	=
	0.9066
	
	
	
	avg
	=
	6.6

	overall
	=
	0.7158
	
	
	
	max
	=
	7



	
	Wald
	chi2(7)
	=
	113.32

	corr(u_i, X)
	=
	0 (assumed)
	Prob
	> chi2
	=
	0.0000




	
ROE
	
Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval]

	
SIZE CRAR LIQUIDITY NPI EFFICIENCY INFLATION GROWTH
_cons
	
-.0001246   .0080232    -0.02   0.988    -.0158498    .0156005
-.036034   .0826307    -0.44   0.663    -.1979873    .1259193
.6227786   .0844768     7.37   0.000     .4572071      .78835
-.056318   .1043312    -0.54   0.589    -.2608034    .1481674
-.0423136   .0263249    -1.61   0.108    -.0939094    .0092822
.0591269   .4022027     0.15   0.883     -.729176    .8474298
-3.194616   1.209497    -2.64   0.008    -5.565186   -.8240463
-.1759886   .1996801    -0.88   0.378    -.5673544    .2153773

	
sigma_u sigma_e rho
	
0
.03728406
0   (fraction of variance due to u_i)





[bookmark: _Toc518081260]Hypothesis Acceptance or Rejection based on Model 2

	Hypothesis
	Exogenous Variables
	Statistical Significance
	Expected Effect
	Estimated Effect
	Result

	H1
	Bank Size
	Insignificant
	Positive
	Negative
	Rejected

	H2
	Capital to Risk Assets
	Insignificant
	Negative
	Negative
	Partially Accepted

	H3
	Liquidity
	Significant
	Positive
	Positive
	Accepted

	H4
	Non-Performing Investment
	Insignificant
	Negative
	Negative
	Partially Accepted

	H5
	Operating Efficiency
	Insignificant
	Negative
	Negative
	Partially Accepted

	H6
	Inflation
	Insignificant
	Positive
	Positive
	Partially Accepted

	H7
	GDP Growth
	Significant
	Positive
	Negative
	Rejected



[bookmark: _Toc518081261]Hausman Test for Model 3 (NIM)

Null Hypothesis                                      Random Effect Model is appropriate
Alternative Hypothesis                           Fixed Effect Model is appropriate

. hausman Fixed .

Coefficients

	
	(b)
	(B)
	(b-B)
	sqrt(diag(V_b-V_B))

	
	Fixed
	Random
	Difference
	S.E.

	
SIZE
	
.0030253
	
.0036612
	
-.000636
	
.0022595

	CRAR
	-.0057696
	.0052553
	-.011025
	.

	LIQUIDITY
	-.0050657
	.0078668
	-.0129325
	.00839

	NPI
	-.0512477
	.0235948
	-.0748426
	.040572

	EFFICIENCY
	-.0136776
	-.0135116
	-.000166
	.

	INFLATION
	-.0238225
	.0031117
	-.0269341
	.

	GROWTH
	.3172885
	.303148
	.0141405
	.0826646



b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test:  Ho:  difference in coefficients not systematic

chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B)
=        0.34
Prob>chi2 =      0.9998
(V_b-V_B is not positive definite)


Hausman Test Result for Model 3                             Failed to Reject the Null Hypothesis
[bookmark: _Toc518081262]Model 3 Parameters
	Random-effects GLS regression
	Number of obs
	=
	53

	Group variable: CODE
	Number of groups
	=
	8



	R-sq:  within
	=
	0.5230
	Obs
	per
	group:
	min
	=
	4

	between
	=
	0.5891
	
	
	
	avg
	=
	6.6

	overall
	=
	0.5634
	
	
	
	max
	=
	7



	
	Wald
	chi2(7)
	=
	54.19

	corr(u_i, X)
	=
	0 (assumed)
	Prob
	> chi2
	=
	0.0000




	
NIM
	
Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval]

	
SIZE 
CRAR 
LIQUIDITY 
NPI 
EFFICIENCY 
INFLATION 
GROWTH_cons
	
.0036612   .0014761     2.48   0.013     .0007681    .0065543
.0052553   .0122167     0.43   0.667    -.0186889    .0291996
.0078668   .0122689     0.64   0.521    -.0161797    .0319134
.0235948   .0158256     1.49   0.136    -.0074228    .0546124
-.0135116   .0039761    -3.40   0.001    -.0213045   -.0057186
.0031117   .0590418     0.05   0.958    -.1126081    .1188314
.303148   .1791522     1.69   0.091    -.0479838    .6542797
-.0808576   .0360266    -2.24   0.025    -.1514684   -.0102468

	
sigma_u sigma_e rho
	
.00202857
.00448483
.1698424   (fraction of variance due to u_i)




[bookmark: _Toc518081263]Hypothesis Acceptance or Rejection based on Model 3

	Hypothesis
	Exogenous Variables
	Statistical Significance
	Expected Effect
	Estimated Effect
	Result

	H1
	Bank Size
	Significant
	Positive
	Positive
	Accepted

	H2
	Capital to Risk Assets
	Insignificant
	Negative
	Positive
	Rejected

	H3
	Liquidity
	Insignificant
	Positive
	Positive
	Partially Accepted

	H4
	Non-Performing Investment
	Insignificant
	Negative
	Positive
	Rejected

	H5
	Operating Efficiency
	Significant
	Negative
	Negative
	Accepted

	H6
	Inflation
	Insignificant
	Positive
	Positive
	Partially Accepted

	H7
	GDP Growth
	Insignificant
	Positive
	Positive
	Partially Accepted



[bookmark: _Toc518081264]Conclusion 

This study aims to ascertain the determinants of Islamic banking profitability in Bangladesh over a period of 2010—2016 and tries to find out the relationship between the bank profitability and seven candidate exogenous variables. Bank profitability is quantified by ROA, ROE and NIM, and consequently, three models are proposed. The study uses panel data and fine-tuned effect model or desultory effect model are applied to estimate all three equations. Predicated on the study, when bank profitability is quantified by ROA, capital to imperil assets is ascertained to be statistically paramount and negatively correlated to the profitability. In integration, liquidity, which is quantified by investment to deposit ratio in this study, appeared consequential and shows positive relationship with bank profitability. Moreover, operating efficiency and GDP magnification are found to be statistically nonessential but respectively negatively and positively cognate to profitability as prospect. On the other hand, bank size and non-performing investment observed paramount but no positive relationship of bank size found with profitability and no negative relationship is estimated with non-performing investment to profitability. It is worth to mention that the fine-tuned effect regression model is applied to run the ROA model because consequential statistical value is descried in Hausman test in favor of fine-tuned effect model. When ROE is a quantification of bank profitability, again liquidity is found to be consequential and positively correlated to bank profitability. Under the model, capital to jeopardize assets shows negative cognation with the profitability but is observed statistically nonessential. In addition, operating efficiency is descried to be nugatory but negatively cognate to profitability as the hypothesis. Inflation rate is observed to be positively cognate to the profitability but is quantified to be frivolous. The model found GDP magnification as statistically paramount but no positive cognation with profitability is descried. Moreover, bank size is found to be frivolous and negatively correlated to the bank profitability. Arbitrary effect regression model was applied to run the ROA model because no paramount statistical value is observed in favor of fine-tuned effect model when the Hausman test is conducted. In the last model of the study, NIM is utilized to quantify bank profitability. According to the Hausman test, arbitrary regression is found to be opportune for this model. Under the model, bank size shows a statistically consequential and positive correlation with bank profitability. The study additionally finds operating efficiency consequential and negatively correlated to bank profitability. Consistently for the third time, liquidity is found to be positively correlated with bank profitability but it is not statistically paramount this time. Inflation and GDP magnification are additionally positively correlated to profitability under NIM model but no consequentiality is observed. In integration, capital to imperil assets and non-performing investment both are statistically nugatory under this model and no negative and positive cognation is found respectively with the profitability. To sum up, liquidity is found to be positively correlated to bank profitability in all our three models. Investment to deposit ratio is taken as the liquidity and it is conspicuous that the more investment a bank can made, the more profit it can engender. Operating efficiency is additionally observed to be negatively correlated to profitability as prospect. Operating efficiency is genuinely the operating cost to operating income ratio and higher the operating cost a bank incurs, the less return it receives. The study found negative relationship between the capital to imperil assets and profitability in ROA and ROE model. It can be verbally expressed that the more risk averse a bank is, the less profit a bank can made. In integration, inflation shows positive correlation with profitability in ROE and NIM model, where GDP magnification is descried to be positively cognate to bank profitability under ROA and NIM model. Economic magnification engenders more investment opportunities and inflation increases the rate of interest. Both eventually increase profitability. It is fascinating to note that bank profitability can be highly affected if non-performing investment goes out of control. In this study, only ROE model is found to be negatively correlated with bank profitability, other two models show a positive relationship between NPI and profitability. Omitting ICB Islamic Bank Inhibited, the average NPI of Islamic Banking Industry is very low (3%) compared to NPL of overall banking industry in Bangladesh (10%). Ergo, such tight control of investment losses do not affect the profitability astringently. Determinately, the bank size is found to be positively correlated to bank profitability only in NIM model, other two model reject the hypotheses. In this study, bank size is quantified by the total assets which is a sum of profit earning assets and non-profit earning assets. Besides profit earning assets, banks additionally need to own non-profit earning assets for their operations, i.e. fine-tuned assets. These assets cannot directly engender income, instead they incur direct expenses. If the percentage of non-profit earning assets go high, it can decrement the bank profitability.


[bookmark: _Toc518081265]Recommendation 
As it is can be visually perceived that liquidity (investment-to-deposit ratio) always shows a positive cognation with bank profitability, it is recommended that an investment-to-deposit ratio of around 80-90% will be a good target for banks to maintain depending on the bank's business model. If a bank maintain a very high investment-to-deposit ratio, i.e. around 100%, it can be a problem of not having enough liquidity to cover any unforeseen fund requisites. A ratio of more preponderant than 100% is a perilous practice for banks because it signifies that the bank borrowed fund which it reinvested at higher rates, rather than relying entirely on its own deposits. On the other hand, a low ratio denotes high liquidity and idle fund in banks’ vaults. The liquidity ratio of Islamic banking industry of Bangladesh is 87% that is not too high, not too low and in favor of bank profitability.
In addition to that operating efficiency is found to be negatively correlated to bank profitability in all the three models and the study recommends to control the operating cost as tightly as possible. A bank may reduce its operating cost by embracing efficient technology, i.e. banking software. Cost can be further reduced by centralizing the operating activities. This not only reduces the desideratum for branch staff but typically increases productivity and quality. Moreover, banks should supersede mass marketing with targeted promotions to the right customer with the right product message to reduce marketing cost.
This study withal descries negative relationship between capital to jeopardize assets and bank profitability. The more capital a bank holds relative to its risk assets, the less return it can engender because of its high risk aversion. Standard of CRAR under Basel III is set to 11.2% and banks should maintain a ratio of just some percentage above of the standard. On the other hand, maintaining a ratio lower than the standard denotes the higher risk of banks to become insolvent. Omitting the ICB Islamic Bank Inhibited, the overall Islamic banking industry’s CRAR is 12.5% over the last seven year period betokens the denotement of less risk and higher profitability. 
Higher percentage of non-performing investment can rigorously affect the profitability. NPI does not affect the bank profitability till a certain level, but if it goes out of control, it brings astronomically immense losses. It is aforetime mentioned that 80-90% investment to deposit ratio is a good level to increment profitability. But if the investments are not quality investments, and they commence defaulting, bank faces an astronomically immense trouble. Over the last seven years, the average investment-to- deposit ratio of ICB Islamic Bank Inhibited is 90%, where the percentage of NPI over the same period is 68%. There is no point of maintaining such a good liquidity ratio. By congruous client profiling and efficient collateral management, banks can take control over the relegated investments. 
Determinately, the study observes negative relationship between bank size and its profitability where bank size is the natural logarithm of total assets. As mentioned earlier, higher amount of non- profit earning assets in banks’ portfolio engenders no direct income but cost. Banks should fixate on reshaping their portfolios by integrating higher percentage of profit earning assets while endeavor to keep the non-profit earning assets as low as possible.
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APPENDIX



Bank Specific Data (2010-2016)


	YEAR
	BANK
	ROA
	ROE
	NIM
	CRAR
	LIQUIDITY
	NPI
	EFFICIENCY

	2016
	EXIM BANK
	1.06%
	11.32%
	3.41%
	11.77%
	89.38%
	5.23%
	45.94%

	
2015
	
EXIM BANK
	
0.88%
	
9.06%
	
3.58%
	
12.04%
	
87.22%
	
4.69%
	
41.49%

	
2014
	
EXIM BANK
	
1.16%
	
11.35%
	
3.64%
	
11.70%
	
88.84%
	
3.23%
	
41.25%

	
2013
	
EXIM BANK
	
1.06%
	
10.27%
	
3.07%
	
13.19%
	
86.79%
	
3.67%
	
39.58%

	
2012
	
EXIM BANK
	
1.45%
	
13.86%
	
3.76%
	
10.87%
	
84.22%
	
4.27%
	
34.03%

	
2011
	
EXIM BANK
	
1.65%
	
14.91%
	
3.43%
	
10.88%
	
92.42%
	
1.63%
	
38.61%

	
2010
	
EXIM BANK
	
3.54%
	
36.22%
	
3.66%
	
9.95%
	
98.26%
	
1.99%
	
23.50%

	
2016
	
ISLAMI BANK
	
0.59%
	
9.28%
	
3.78%
	
10.82%
	
86.43%
	
3.83%
	
76.00%

	
2015
	
ISLAMI BANK
	
0.44%
	
7.00%
	
3.79%
	
11.66%
	
83.59%
	
4.25%
	
75.00%

	
2014
	
ISLAMI BANK
	
0.67%
	
8.85%
	
3.64%
	
12.83%
	
79.88%
	
4.92%
	
74.00%

	
2013
	
ISLAMI BANK
	
0.96%
	
11.36%
	
4.07%
	
14.26%
	
82.35%
	
3.71%
	
75.00%

	
2012
	
ISLAMI BANK
	
1.27%
	
13.42%
	
4.58%
	
13.49%
	
85.18%
	
3.81%
	
76.00%

	
2011
	
ISLAMI BANK
	
1.35%
	
17.42%
	
4.60%
	
13.09%
	
89.47%
	
2.71%
	
73.00%

	
2010
	
ISLAMI BANK
	
1.47%
	
19.00%
	
4.02%
	
11.06%
	
90.17%
	
1.77%
	
72.00%

	
2016
	
SHAHJALAL
	
1.02%
	
12.40%
	
3.00%
	
11.54%
	
85.98%
	
4.70%
	
50.17%

	
2015
	
SHAHJALAL
	
0.98%
	
10.78%
	
3.30%
	
13.52%
	
82.77%
	
6.47%
	
53.89%

	
2014
	
SHAHJALAL
	
0.59%
	
6.60%
	
3.22%
	
13.61%
	
80.82%
	
7.87%
	
53.48%

	
2013
	
SHAHJALAL
	
1.00%
	
12.67%
	
3.02%
	
12.56%
	
84.32%
	
6.47%
	
46.46%

	
2012
	
SHAHJALAL
	
1.44%
	
17.01%
	
3.69%
	
12.31%
	
89.64%
	
2.96%
	
29.06%

	
2011
	
SHAHJALAL
	
1.26%
	
13.80%
	
2.97%
	
11.40%
	
93.00%
	
1.89%
	
35.26%

	
2010
	
SHAHJALAL
	
3.01%
	
30.71%
	
2.62%
	
10.08%
	
96.34%
	
1.91%
	
27.26%

	
2016
	
SOCIAL ISLAMI
	
2.06%
	
16.16%
	
4.21%
	
11.55%
	
91.41%
	
4.44%
	
40.83%

	
2015
	
SOCIAL ISLAMI
	
2.08%
	
16.00%
	
4.05%
	
12.33%
	
89.54%
	
3.84%
	
41.21%

	
2014
	
SOCIAL ISLAMI
	
2.36%
	
15.68%
	
3.86%
	
11.36%
	
86.64%
	
4.56%
	
40.93%

	
2013
	
SOCIAL ISLAMI
	
1.67%
	
11.01%
	
3.68%
	
11.58%
	
84.15%
	
5.35%
	
47.18%


· 


	2012
	SOCIAL ISLAMI
	2.75%
	14.15%
	3.99%
	11.52%
	81.23%
	3.33%
	34.40%

	
2011
	
SOCIAL ISLAMI
	
2.72%
	
11.51%
	
3.38%
	
13.17%
	
80.63%
	
3.93%
	
33.22%

	
2010
	
SOCIAL ISLAMI
	
2.39%
	
15.31%
	
3.54%
	
9.33%
	
81.78%
	
4.76%
	
37.77%

	
2016
	
FIRST SECURITY
	
0.51%
	
13.13%
	
2.81%
	
10.73%
	
82.37%
	
2.58%
	
53.57%

	
2015
	
FIRST SECURITY
	
0.31%
	
8.28%
	
2.44%
	
10.42%
	
80.96%
	
2.76%
	
59.98%

	
2014
	
FIRST SECURITY
	
0.38%
	
7.78%
	
2.39%
	
11.92%
	
83.49%
	
2.22%
	
56.77%

	
2013
	
FIRST SECURITY
	
0.42%
	
11.95%
	
2.71%
	
10.33%
	
81.95%
	
2.17%
	
54.06%

	
2012
	
FIRST SECURITY
	
0.69%
	
13.45%
	
2.70%
	
10.21%
	
87.62%
	
1.85%
	
48.00%

	
2011
	
FIRST SECURITY
	
1.75%
	
12.89%
	
2.62%
	
9.07%
	
88.90%
	
1.94%
	
41.90%

	
2010
	
FIRST SECURITY
	
1.89%
	
13.99%
	
2.54%
	
9.09%
	
92.51%
	
2.61%
	
42.28%

	
2016
	
AL-ARAFAH
	
1.23%
	
15.67%
	
4.23%
	
14.91%
	
88.50%
	
4.64%
	
35.60%

	
2015
	
AL-ARAFAH
	
1.08%
	
12.82%
	
4.37%
	
16.65%
	
88.59%
	
4.66%
	
36.44%

	
2014
	
AL-ARAFAH
	
1.10%
	
12.80%
	
4.36%
	
14.03%
	
84.58%
	
4.50%
	
33.99%

	
2013
	
AL-ARAFAH
	
1.31%
	
14.15%
	
4.25%
	
14.66%
	
88.74%
	
2.77%
	
35.02%

	
2012
	
AL-ARAFAH
	
1.30%
	
13.85%
	
4.29%
	
11.75%
	
90.56%
	
1.63%
	
31.89%

	
2011
	
AL-ARAFAH
	
2.06%
	
18.34%
	
4.56%
	
13.47%
	
89.07%
	
0.95%
	
26.25%

	
2010
	
AL-ARAFAH
	
2.65%
	
20.01%
	
1.87%
	
14.49%
	
93.43%
	
1.14%
	
29.19%

	
2016
	
ICB ISLAMIC
	
-2.21%
	
2.70%*
	
0.67%
	
-108.49%
	
86.00%
	
71.89%
	
301.65%

	
2015
	
ICB ISLAMIC
	
-1.11%
	
1.44%*
	
1.32%
	
-98.76%
	
83.00%
	
76.14%
	
206.04%

	
2014
	
ICB ISLAMIC
	
-1.33%
	
2.98%*
	
1.39%
	
-97.27%
	
77.00%
	
77.52%
	
166.48%

	
2013
	
ICB ISLAMIC
	
-4.76%
	
7.29%*
	
1.89%
	
-89.97%
	
82.00%
	
73.31%
	
180.20%

	
2012
	
ICB ISLAMIC
	
-7.02%
	
12.25%*
	
4.00%
	
-73.33%
	
89.00%
	
60.78%
	
89.88%

	
2011
	
ICB ISLAMIC
	
-9.97%
	
23.63%*
	
3.31%
	
-45.23%
	
113.00%
	
57.27%
	
94.68%

	
2010
	
ICB ISLAMIC
	
-7.29%
	
23.40%*
	
2.77%
	
-36.63%
	
102.00%
	
61.60%
	
111.68%

	
2016
	
UNION BANK
	
1.16%
	
14.13%
	
3.95%
	
11.62%
	
90.44%
	
0.07%
	
44.15%

	
2015
	
UNION BANK
	
0.94%
	
9.55%
	
3.49%
	
13.27%
	
82.07%
	
0.00%
	
49.31%

	
2014
	
UNION BANK
	
1.11%
	
2.39%
	
2.53%
	
14.31%
	
81.33%
	
0.00%
	
53.64%

	
2013
	
UNION BANK
	
1.44%
	
1.94%
	
2.84%
	
34.46%
	
60.08%
	
0.00%
	
38.67%


*Loss on net debt

Source: Financial Statements & Author’s Calculations
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