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Using a panel data approach to determining the
key factors of Islamic banks’ profitability in
Bahrain

Mohamed Sayed Abou Elseoud’?*, Mohamed Yassin'® and Mahmood Asad Moh’d Ali®

Abstract: This study examines the effect of bank-specific and macroeconomic key
determinants of Islamic retail banks profitability in Bahrain. It used panel data of six
Islamic retail banks from 2013 to 2019, and it employed an explanatory research
with secondary financial data. Return on Assets (ROA) and Return on Equity (ROE)
are two main profitability measures are used in this study. Random effect regression
model and Fixed effect regression model are the two statistical models adopted in
this study. Random effect regression model shows that Bank size is significantly
positively related to banks’ ROA, while operating efficiency and GDP growth have
significant and negative relationship with banks’ ROA. Fixed effect regression model
shows that there are negative significant effects of credit risk, operating efficiency
and GDP growth rate on banks’ ROE. Finally, inflation rate has positive and statisti-
cally significant effect on both ROA and ROE. The study recommends that Islamic
banks in Bahrain should achieve full benefits form economics of scale, should
concentrate on credit risk management, especially on the control and monitoring of
non-performing loans. In addition, managers should focus more on modern credit

risk management techniques. Finally, Bahraini policy makers must boost the
development of the equity market in order to improve bank’s profitability.

ABOUT THE AUTHORS

The authors’ research activities are economic
policies, economic development, applied eco-
nomics, financial markets, financial manage-
ment, and organizations management. The
purpose of the present study is identifying the
determinants of profitability of Islamic banks in
Bahrain. Since the performance of Islamic banks
reveals a direct impact on the overall economic
conditions of Bahrain, it is crucial to understand
the reasons and factors that generate remark-
able growth of Islamic banking in Bahrain. The
banks under study will benefit from this research
in that it provides analyses on how they are
functioning at present and what they should do
in the future. The adopted methodology and
tools (e.g., panel data regression models) could
be used for analyzing data of Islamic banks in
other nations specially the Gulf Cooperative
Council (GCC) countries. Meanwhile, the findings
could be employed to make a comparison and
contrasting Islamic and conventional banks.

STATEMENT OF PUBLIC INTEREST

It is very important to know the determinants of
profitability position in any institution, especially
banks. Previous researches show two main fac-
tors; internal factors related to the bank itself
and external factors related to the economic
performance of the state. In this paper,
researchers attempt testing which factors have
more effect on banks’ profitability. They selected
data of six Islamic retail banks in Bahrain over
the period 2013-2019. Because banks’ profit-
ability is measured by financial ratios such as
Return on Assets (ROA) and Return on Equity
(ROE), the current study findings show that
operating efficiency, credit risk (internal factors)
and Gross Domestic Product (GDP) growth rate
(an external factor) are significantly negatively
related to banks’ ROA and ROE, while bank size
and inflation rate are significantly positively
effective.
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1. Introduction

Profitability is one of the main indicators of Banks’ performance, where it reflects the quality of
a bank’s management shareholders’ behaviour, the bank’s competitive strategies, efficiency and
risk management capabilities (Samad, 2016). Banks’ profitability means the ability to generate
revenues more than costs, in relation to bank’s capital base. Identifying the key determinants of
bank’s profitability could help to evaluate bank operations and improve bank management
(Masood et al., 2015).

There is a wealth of literature conducting in relation to bank profitability, some studies con-
cerned on profitability measures (e.g. Masood et al., 2009; Al-Smadi and Al-Wabel, 2011).

Other studies aim the key factors affecting bank’s profitability. For instance, some studies
investigated the relationship between capital adequacy ratio and ROE (e.g. Berger, 1995; Masood
& Ashraf, 2013). While other studies focussed on the relationship between capital adequacy and
bank size with ROA (e.g., Alshatti, 2016; Karim et al., 2010; Trujillo-Ponce, 2013) or tested the effect
of operating efficiency, bank size and financial leverage on ROA (e.g. Ahmed et al., 2011; Mirzaei
et al,, 2013). Some researchers examined the impact of inflation on bank profitability (e.g. Revell,
1979; Al-Smadi and Al-Wabel, 2011); while other researchers tested the effect of macroeconomic
factors on banks profitability (e.g. Wasiuzzaman & Tarmizi, 2010; Karim et al., 2010; Ramadan,
2011; Masood & Ashraf, 2013; Petria et al., 2015).

It could be argued that there is a shortcoming or limitations in these studies, where most of the
them examined the relationship between one to three independent factors and banks’ profitability.
These methods used by previous studies test the determinants of profitability from narrow or
limited point of view. Moreover, these studies rely on one indicator of profitability, either ROA or
ROE. Thus current study intends to fill the gap by studying the impact of a large set of internal and
external factors (capital adequacy, bank size, credit risk, financial leverage, GDP growth rate and
inflation rate) on banks’ profitability measured by both ROA and ROE. Furthermore, there is no
study that tried to test all these factors on Islamic retail banks’ profitability in Bahrain, according to
the authors’ knowledge. The banks under focus in this study will benefit from this research because
it will provide a useful analysis of how they are functioning and what are they need to improve
their future profitability’ rates.

Islamic banking is defined as “A method of banking or banking movement that is based on
Shariah principles and Islamic principles” (Abduh & Idrees, 2013). Therefore, Islamic banks allocate
most of their resources to contracts based on three different logics: the logic of sharing, the logic
of commercial anchoring or participation, and finally the logic of beneficence. Among the financial
products offered, the best known are the Murabaha, the mudaraba, the moucharaka and the ijara
(Boukhatem & Moussa, 2018).

The Islamic banks have particularly advanced and developed in oil-exporting nations since 1975
to profit from surplus wealth that arises from significant increases in oil prices. Bahrain is one of
the leading centres in the world banking sector, specifically in Islamic finance. Islamic banking in
Bahrain was established in 1979, which makes Bahrain an important reprehensive of Islamic
finance. The Bahraini banking system consists of conventional and Islamic financial institutions
that include (29) retail banks, (70) wholesale banks (2) specialised banks in addition to represen-
tative offices of foreign banks. Sharia compliant products are offered by (6) retail banks and (18)
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wholesale banks. Financial markets of the country have moved towards growth mainly due the
high performance of Islamic retail banks (Central Bank of Bahrain, Annual report,2019).

The motivation of this study is to understand the main exogenous and endogenous factors/
determinants that led to the remarkable growth of Islamic banks in Bahrain, and directly impacted
the overall economic performance of Bahrain.

Accordingly, the study attempts to examine the effect of endogenous and exogenous variables
on Six Islamic retail banks’ profitability by employing panel data regression models over the period
2013-2019, the selected banks represent 35% of total Islamic banks in Bahrain.

The rest of the study is organized as follows: Section two reviewing the previous studies. Data,
hypotheses and methodology are presented in section three. Empirical results and findings are
provided in section four, conclusion and policy implications are discussed in section five.

2. Literature review

The analysis of the literature emphasizes the existence of a significant number of empirical studies
that focus on investigating the factors that impact the bank profitability. Table 1 illustrates various
factors and variables used in literature review.

The early study seeks to identify the profit determines conducted by Short (1979) who collects
data from (60) banks. The author concludes that banks’ assets growth and concentration at the
domestic banking market have a significant positive effect on banks’ profitability. While Bourke
(1989) concludes that there is a direct relationship between capital ratio and bank profitability,
where high capital ratio leads to an increase in bank’s profit.

Berger (1995) studies a group of banks in the USA during the period (1983-1992) to investigate
the relationship between ROE and capital adequacy ratio. Berger finds that there is a significant
relationship between these two variables. The study of Duca and McLaughlin (1990) finds that the
fluctuations in bank profitability and its performance are highly correlated with the credit risk
dissimilarity, where raising bank exposure to credit risk will decline the bank’s profitability.

Karim et al. (2010) study a sample of (9) African Islamic banks over the period (1999-2009), their
study points out that capital adequacy and bank size have positive and significant effects on ROA.
The same results were obtained by Trujillo-Ponce (2013) when they used a sample of (89) banks
including (28) commercial banks, (45) savings banks and (16) credit cooperatives. The author
concludes that capital adequacy directly affects banks’ profitability in the long term.

Ahmed et al. (2011) investigate the profitability determinants of Pakistani commercial banks
over the period (2006-2009). The regression outcomes show that operating efficiency, bank size
and financial leverage have significant positive influences on profitability measured by ROA.
Mirzaei et al. (2013) find the same outcomes when they conduct a study on (26) banks listed on
Dhaka Stock Exchange from 2008 to 2011. Al-Tamimi and Charif (2011) discover a direct relation-
ship between ROA and operating efficiency, when they use annual reports of (38) banks in the UAE
during the period (1996-2005).

Masood and Ashraf (2013) argue that the risk assessment could be performed using capital
adequacy to determine the profitability position of Islamic banks in Asia and Africa. The authors
use data from 2006 to 2010, and they find a positive relationship between capital adequacy and
profitability of banks. Aggarwal (2016) concludes that there is a significant positive relationship
between financial leverage and ROA, when the author uses data of (27) Indian banks. Alshatti
(2016) uses balanced panel data set of (13) banks in Jordan over the period (2005-2014). The author
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finds that capital adequacy and financial leverage positively affect the profitability; therefore, rising
bank’s profitability is associated with well-capitalized banks accompanied with high capital adequacy.

Revell (1979) examines the relationship between inflation and bank profitability. The author
concludes that the effect of inflation rate on bank profitability might be insignificant, if there is an
accurate predicting of inflation, which will help banks to manage their operating expenses. Al-
Smadi and Al-Wabel (2011) collect data from (15) Jordanian banks during the period 2000-2010 in
order to test the effect of inflation rate as an exogenous factor on the long-term performance and
profitability. The authors conclude that high inflation rates adverse effects on profitability, due to
declining in household savings.

Other authors use the annual data of Islamic banks operating in Malaysia and Jordan to test the
effect of macroeconomic variables (e.g. Masood & Ashraf, 2013; Ramadan, 2011; Wasiuzzaman &
Tarmizi, 2010). The regression’s outcomes show that macroeconomic variables have significant posi-
tive effects on profitability of Islamic banks. Petria et al. (2015) apply quite a similar methodology to
European banks. They state that there are external or macroeconomic factors having direct impact on
profitability of commercial banks; therefore, the policy makers should focus on economic conditions of
a country in which a particular bank is operating. Karim et al. (2010) show that higher economic
growth and inflation lead to an increase in the profitability of different Islamic banks operating in
Africa during (1999-2009). In the same vein, Karim et al. (2010) conclude similar findings in Islamic
banks in African’s context.

Poposka and Trpkoski (2016) use data from different financial reports of commercial banks in the
Balkan region. The authors find that there is a significant and positive relationship between GDP
growth and ROE of banks. On the contrary, other studies (e.g. Sufian & Parman, 2009; Abduh &
Idrees, 2013) conducted on Malaysian banks find a significant negative effect of GDP growth on
banks’ profitability due to the economy downturns, where the default risk is higher. Kohlscheen
et al. (2018) analyse key determinants of bank profitability based on the evolution of balance
sheets of (534) banks from (19) emerging market economies. The authors find that higher long-run
interest rates tend to boost profitability, while higher short-run interest rates reduce profits by
raising funding costs. Moreover, during regular times credit growth tends to be more important for
bank profitability than GDP growth.

3. Data, hypotheses and methodology

3.1. Data

The Bank-specific variables being examined in this study are derived from both income statements
and balanced sheets of six Islamic banks (Ithmaar Bank (ITHB), Al Baraka Bank (ALBB), Kuwait
Finance House (KFH), Bahrain Islamic Bank (BISB), Al Salam Bank (ASB) and Khaleeje Commercial
Bank (KHCB)) that were published in the Bank-Scope database. The data set covers 7-year period
from 2013 to 2019. Due to data availability issues, the study conducted on only six Islamic banks
which represent 35% of Islamic banks in Bahrain. The country’s macroeconomic indicators includ-
ing economic growth and inflation rate (2010 = 100) are obtained from the International Monetary
Fund’s (IMF) website, in addition to the annual reports of Central Bank of Bahrain (CBB).

The study uses ROA and/or ROE as dependent variables and seven independent variables; namely
capital adequacy, bank size, financial leverage, credit risk, operating efficiency, inflation and GDP
growth rate. Table 2 shows a brief description of these selected variables.

Descriptive statistics of different variables are shown in Table 3. It indicates the variability of
most of the variables under study, where the value of standard deviation of bank size is the least
followed by GDP growth rate. Platykurtic distribution (or negatively skewed) Leptokutic distribu-
tions and the results of Jarque-Bera normality test illustrate the non-normality of the study
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Table 2. Variables in this study

Variable

Description

Calculation

Return on Assets (ROA)
Return on Equity (ROE)

Capital adequacy

Shows profitability of firm’s asset

Measures profitability of stockholders
faced during a year, and illustrates the
amount of money the firm earns by
utilizing one dollar of its equity.

Measures the capitalization of a bank,
known as bank’s risk weighted credit
exposure

ROA = Net Income/Total Assets
ROE = Net Income/Equity

CA = Capital/Total Assets

Bank size

lindicates bank’s assets book value
including cash, loans, securities’ market
value and short-term investments.

BS = Ln (total assets)

Financial leverage

Credit risk

Refers to company’s potentiality to pay
off its obligations by employing
available resources

This risk could happen when a borrower
cannot repay the loan and thus the
lender will lose the loan principle or the
loan’s interest.

FL = Total Liability/Total Assets

CR = Gross Loans/Total Assets

Operating efficiency

Measures operation costs that a bank
incurred while managing its total assets

OE = Operating Expenses/Total Assets

Inflation

Increasing price level during a certain
period of time

INF = Percentage change in consumer
price index (CPI)

GDP growth rate

Measures the change in real GDP during

GG = Percentage change in Real GDP

a certain period of time as reflected on
people’s standard of livings

Sources: Masood et al. (2009), Aslam et al. (2016), Rashid and Jabeen, (2016), Karim et al. (2010), Trujillo-Ponce
(2013), Paleckova, (2016)

variables. Despite that the mean values of ROA and/or ROE were almost negative in different years
during the study period, the time trend shows some improvement in its values.

The profitability indices and bank-specific variables have different trends, where capital ade-
quacy (CA) of retail Islamic banks declined and started to increase in year 2017. Bank size (BS),
credit risk (CR) and financial leverage (FL) began to increase in 2015. GDP growth rate (GG) declined
from 5.4% in 2013 to 2.3% in 2019, while the value of inflation rate (INF) was almost 2% over the
study period. The trend of mean values of the variables is shown in Figure 1.

3.2. Hypotheses and methodology
The current study aims at testing the following two hypotheses:

HO: Profitability of Islamic retail banks operating in Bahrain is not affected by bank-specific variables and
macroeconomic factors.

H1: Bank-specific variables and macroeconomic factors are expected to have significant relation-
ship with Islamic banks’ Profitability.

The hypotheses’ development is based on the following conceptual framework shown in Figure 2.

According to the above-cited literature and hypotheses, consider the following panel data model
with unobserved bank-specific effects:

Yie= o+ pXit + it

1
i=1,2...,N (1)
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Figure 1. Mean values of the
study variables over the period
2013-2016.

Figure 2. Conceptual model.

Source: Adopted by research-
ers from Masood and Ashraf
(2013)
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Where:
Yi+: the profitability of bank (i) at time (t),
B: Vertical vector (K x1) of the estimated parameters for each independent variable,

Xi¢: the matrix (Tn x K) of the independent variables that affect the profitability of bank (i) at
time (t),

€ the vertical vector (Tn x 1) of the random error term of bank (i) at time (t).

This panel data are commonly used because it gives more informative data as it consists of both
cross-sectional information, which captures individual variability, and the time series information,
which captures dynamic adjustment. Moreover, it allows the studying of impact of macroeconomic
and financial industry development on profitability after controlling bank-specific characteristics,
with less collinearity among variables and more degree of freedom and greater efficiency. In panel
data regression techniques, there are two models, Fixed effect model and Random effect model
(Sarafidies & Wansbeek, 2020).
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The study includes two dependent variables, which are ROA and ROE, in addition to seven
independent variables which are: Capital adequacy (CA), bank size (BS), financial leverage (FL),
credit risk (CR), operating efficiency (OE), inflation (INF) and GDP growth (GG). Accordingly, two
regression equations estimated, namely:

ROAit =do + 01CAit “+a; BSit —+ a3 FLit + G4CRit + GsOEit + GsGGit + G7INFit + €jt (2)

ROE;; = co + c1CA + ¢;BSit + c3FLi + ¢4CRyy + ¢csOE; + ceGGi + ¢7INFy + ujt (3)

The authors expect that capital adequacy, bank size, financial leverage, operating efficiency, and
GDP growth affect banks’ profitability positively, while credit risk and inflation rate affect banks’
profitability negatively.

Before regressing equations (2) and (3), the study examines the properties of time series for
each variable over the study period, and determine the order of integration by employing two
panel data Unit Root tests which are Levin, Lin and Chu (2002) test or (LLC test), and Im et al.
(2003) test or (IPS test). We briefly explain both as follows:

3.2.1. Levin, Lin and Chu (LLC) test

The LLC test includes three models for testing the existence of unit root, the first model does not
have intercept, nor time trend, while the second one includes only intercept but no time trend, and
finally the third one includes both intercept and time trend, as shown in equations (4), (5) and (6)
respectively (Jaroslava & Martin, 2005, pp. 7-8):

AYir =PYi_1 + Hig (4)
AYir = Oo +PY_1+ Higs (5)

Ayir = Qo+ Big +PYu1+ it

. (6)
i=1,2... Nt=12 ... T

The three models assume the independence of error term. LLC suggests testing the following
hypotheses:

Ho: p=0,H;:p<0 (model 1)

Ho:p=0,0,=0, fori=123 ... .. N (model 2)

Hi:p<0,0;€eR, fori=123.... N

Ho:p=0,0,=0,fori=123 ...... N (model 3)

Hi:p<0,BeR, fori=123 ... N
3.2.2. Im, Pesaram and Shin (IPS) test
The IPS test uses a likelihood framework and it proposes a new flexible and simple computation
procedure for panel unit root test by using the T-bar statistics. This procedure is approved for both
stationary and non-stationary series. On the other hand, IPS allows for correlation of serial residual

and heterogeneity of the dynamics in addition to variances of error cross groups (Im et al., 2003,
pp. 53-74). The IPS test is based on the following formula:

Ay = Qo +Ppiyy 1+ €t 7)
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IPS presents the individual-effects model with no time trend, and it examines the following
hypotheses:

Ho: pi=0 fori=1,23 ... ... N
Hyi:pi<O fori=1,23.... N
pi=0 for i = Ni+1, Ni+2, ... ... N

After using both LLC and IPS tests to determine the degree of integration of selected variables, we
estimate equations (2) and (3) by using Fixed Effect Model (FEM) and Random Effect Model (REM).

Hausman Test is employed to determine which model (FEM or REM) is more appropriate by
identifying the endogeneity present in independent variables. The null hypothesis (Hp) based on
the appropriate model is REM, which means there is no correlation between independent variables
and error terms in the panel data model. The alternative hypothesis (H;) assumes that the
appropriate model is FEM, and there is a statistically significant correlation between independent
variables and error term in panel data. (Bell et al., 2019)

After applying the Hausman test, the computed Hausman statistics are compared with the
critical values for the X2 distribution for k degree of freedom. If the Hausman statistics are bigger
than its critical value, or p-value < 0.05; the null hypothesis is rejected. Although random effect is
preferred due to its higher efficiency, the Fixed effect method is more consistent and suitable when
Error terms are not correlated with regressors (Paul et al., 2010).

4. Empirical results

4.1. Stationarity tests

The results of LLC and IPS tests are shown in Table 4. LLC test shows that all the study variables
have no unit root at the level where the p value < 0.05. This means authors reject the null
hypothesis and the variables time series are stationary at level and integrated at zero I(0). The
IPS test implies that the time series are non-stationary at level, but it is stationary at first
difference which means they are integrated of 1 or I (1).

Before conducting the regression analysis, the panel data for Islamic retail banks in Bahrain is
tested for robustness and possible occurrence of multicollinearity. Correlation matrix checks the
correlation between the independent variables. If the correlation coefficient between two variables
is close to 1, then it is an indication of multicollinearity. The Variance Inflation Factor is also
established, where the value for each independent variable is compared with the benchmark of
five. If its value is greater than five; then there is multicollienerity in data and one independent
variable should be excluded from the model.

Table 5 shows that the correlation coefficient between financial leverage (FL) and capital
adequacy (CA) is almost 1 and significant, whereas p value < 0.05. This suggests there is a high
inverse correlation between them. Moreover, the value of Variance Inflation Factor (VIF) between
(FL) and (CA) exceeds five, as shown in Table 6. When (FL) variable is excluded from the model, the
(VIF) value of (CA) would be low; therefore, (FL) variable will be excluded from both models.

4.2. Estimating models

Table 7 shows the regression results of Fixed effect and Random effect models for equations (2)
and (3). The appropriateness of each model is determined by means of the Hausman test. The
p-value in Hausman test < 0.05 in ROA regression model, which means rejecting the null hypoth-
esis; thus, Fixed effect model is the appropriate model for the panel data. In ROE regression model
the Hausman test indicates that p> x2 is higher than 0.05, which indicates that the coefficients
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Table 4. Results of panel unit root tests

LLC test HO: Unit root (assumes IPS test HO: Unit root (assumes
common unit root process) individual unit root process)
Variables At level first differences At level first differences
ROA —4.53 - -0.77 -1.905
(0.000)* (0.218) (0.028)*
ROE —4.45 - -0.866 -1.98
(0.0000)* (0.19) (0.023)*
CA -2.34 - -0.017 -1.942
(0.009)* (0.493) (0.026)*
BS -1.84 = 0.367 -1.926
(0.032)* (0.643) (0.027)*
FL -2.767 - -0.205 -1.81
(0.0028)* (0.485) (0.049)*
CR -12.3 - -3.35 -3.526
(0.000)* (0.0004) (0.0002)*
OE -3.88 - -0.66 —2.243
(0.0001)* (0.254) (0.012)*
INF —4.b4 - -0.73 -2.564
(0.000)* (0.232) (0.005)*
GG -4.92 - -1.01 -1.87
(0.000)* (0.154) (0.043)*

Sources: Researchers’ calculations

estimated by Random effect regression are appropriate to show the relationship between ROE and
the independent variables.

According to the results shown in Table 7, the effect of growing bank size is significantly
positively related to Islamic retail banks’ profitability at 5% significant level measured by ROA,
while it has insignificant effect on ROE. This finding is consistent with the studies by Masood and
Ashraf (2013) and Eljelly (2013). This implies that banks with high asset value are expected to
achieve high profitability. However, high return is attributed to high-risk accepted by financial
institutions. Therefore, an increase in bank size implies high risk involved in a bank as suggested by
Al-Smadi and Al-Wabel (2011).

Operating efficiency variable has a negative and significant relationship with banks’ profitability at
the confidence level of 95% for both ROA and ROE. This means that the Islamic banks increased their
operating costs to manage its total assets which negatively affect its profitability. The coefficients
indicate that operating efficiency has greater effect on ROA compared to ROE. This finding is
consistent with Karim et al. (2010) and Eljelly (2013).

The relationship between ROE and credit risk is significantly negative. This means improper credit
risk management will increase the allowance for credit losses which reduces banks and stock-
holders’ profitability. The relationship between ROA and credit risk is negative and insignificant.
This finding contradicts with the result obtained by Masood and Ashraf (2013) who find a positive
relationship between these two variables.

The study also finds a negative and significant relationship between banks’ profitability and GDP

growth for both ROA and ROE. This finding coincides with Sufian and Parman (2009) and Eljelly
(2013) studies, while it contradicts with the results obtained by Trujillo-Ponce (2013) and Karim
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Table 5. Covariance analysis

Correlation ROA ROE CA BS FL CR OE INF GG
t-statistics
Probability

ROA 1 0.949 | 0.282 -0.052 | -0.271 -0.203 | -0.598 0.111 | -0.110
19.05 1.863 -0.33 -1.784 -1.31 -4.729 0.063 | -0.705
0.000* | 0.069** 0.742 0.08** 1.96 0.000* 0.949 0.48
ROE 1 0.298 -0.210 | -0.288 -0.165 | —0.637 0.028 | -0.032
1.979 -1.362 | -1.905 -1.059 | -5.239 0.179 | -0.203
0.054* 0.180 0.063**|  0.295 0.000* 0.858 0.839

CA 1 -0.410 | -0.975 -0.023 | -0.438 -0.090 | -0.045
-2.843 | 28.07 -0.146 | -3.085 0.574 | -0.286

0.007* | 0.000* 0.884 0.003* 0.568 0.775

BS 1 0.376 -0.002 0.173 0.047 0.301

2.569 -0.015 1.111 0.300 0.190
0.014* 0.988 0.272 0.765 0.850
FL 1 -0.006 0.479 0.053 | -0.005
-0.037 3.459 0.339 | -0.036

0.970 0.001* 0.735 0.971
CR 1 -0.298 0.054 | -0.006
-1.981 0.344 0.004

0.054** | 0.732 0.996

OE 1 -0.049 | -0.081
-0.316 | -0.515
0.753 0.609
INF 1 -0.304
11.09
0.000*
GG 1

Sources: Researchers’ calculations *significant at 5% level, ** significant at 10% level

Table 6. Variance inflation factor

Variables CA BS FL CR OE INF GG
VIF 1.18E+07 1.23 1.18E+07 1.11 1.50 1.13 1.21
VIF (excluding FL) 1.66 1.23 - 1.11 1.45 1.11 1.17

Sources: Researchers’ calculations

et al. (2010) who concluded that economic growth enhances profits and that downturn adversely
affects interest income. The negative relation between banks’ profitability and GDP growth in
Bahrain during the study period might be due to Bahrain’s economy preferences, choice of
depositing excess funds and taking loans, customers’ asymmetric information and lack of informa-
tion regarding economic changes in Bahrain.

Finally, the study finds a significant positive relationship between Islamic retail banks’ profit-
ability and inflation. The positive relationship implies that during inflation periods the income-
increasing rate is higher than the cost-increasing rate which enhances profitability. This means
that banks could more accurately forecast future change in inflation and they will be able to adjust
both interest rates and margin at acceptable rates, which will increase their profits. However, when
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Table 7. Estimation of the model

ROA model ROE model
FEM REM FEM REM
C -5.99 4.93 -5.82 4.69
CA 0.016 -0.005 0.300 -0.140
(0.787) (0.82) (0.532) (0.551)
BS 3.76 0.287 2.73 1.736
(0.002)* (0.562) (0.003)* (0.711)
CR . -0.034 -0.042 -0.14 -0.309
(0.243) (0.000)* (0.507) (0.003)*
OE -0.867 -0.708 -0.727 -0.599
(0.000)* (0.000)* (0.000)* (0.000)*
INF 0.585 0.652 0.337 0.387
(0.039)* (0.021)* (0.116) (0.081)**
GG -0.822 -0.838 - 0.449 - 0.466
(0.005)* (0.000)* (0.043)* (0.051)*
R? ' 0.7422 0.618 0.763 0.591
F-stat. 7.853 9.459 8.81 8.43
(0.000)* (0.000)* (0.000)* (0.000)*
Hausman test . Chi-square stat. = 12.964 Chi-square stat. = 3.76
P-value = 0.0115 P-value = 0.447

Sources: Researchers’ calculations *significant at 5% level, ** significant at 10% level

taking into consideration that Islamic finance does not deal with interest rates, authors assume
that predicating the inflation rate will improve the banks’ decisions regarding the profit-sharing
rates, loan quantity and asset quality.

Based on the findings above, Authors reject the null hypothesis (Hp) which states that the
profitability of Islamic banks is not affected by bank-specific and macroeconomic factors, and
accept the alternative hypothesis (H;) at the confidence level of 95% which indicates that there is
a joint effect of the independent variables on bank profitability, even though the capital adequacy
variable is insignificant.

5. Conclusion and policy implications

This study investigates the profitability of Islamic retail banks and its determinants. Bank-specific
and macroeconomic factors are considered to have influence on profitability. Two dependent
variables were considered to measure banks’ profitability which are ROA and ROE. The study
used the panel data of six banks over 7 years. The LLC and IPS panel unit root tests show that
the time series are stationary and integrated at zero I (0) and one I (1) respectively.

The regression results of Fixed effect model and Random effect model show that bank size
and inflation rate have direct and significant impact on ROA, while GDP growth rate has
negative and significant effect on both ROA and ROE at the confidence level of 95%
(o = 0.05). Credit risk and operating efficiency have insignificant negative effects on ROE,
while capital adequacy has insignificant positive impact on both ROA and ROE. The findings
of the study show that bank-specific and macroeconomic factors have significant effect on
Islamic retail banks’ profitability during the study period.

In regards to policy implications, the study can draw some proposals. Since the bank size variable
has signficant effect on profitability of Islamic retail banks; Islamic Banks in Bahrain should focus
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more on expanding the banks to achieve full the benefits of economics of scale. Due to the fact that
inflation has positive significant impact on profitability; Islamic Banks should rely on more sophisti-
cated forecasting models to predict future inflation in Bahrain. More accurate predictions of future
inflation will help banks to improve their decisions regarding interest rates during inflation periods.
Although Islamic finance does not adopt interest rates, more accurate prediction of inflation rates will
enhance the rationality of decisions regarding profit sharing’s rates, loan quantity and assets quality.
Moreover, Islamic Banks should concentrate on credit risk management, especially to control and
monitor non-performing loans. In addition, managers should focus more on modern credit risk
management techniques. Finally, Bahrain policy makers ought to recognize that improving banks’
profitability is associated with developing the Bahraini equity market.

This research faced several limitations such as the limited sample size due to data availability
issues. Albeit the study relied on six banks representing 35% of Islamic banks in Bahrain across 7
years to increase the number of observations used for analysis. Lastly, the model adopted for this
study focused on seven determinants of banks’ profitability determinants. Adding more bank’s
profitability factors in the future research is highly recommended by authors to enhance and

enrich the outcomes of their research.
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