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Abstract: Starting with the establishment of the Malaysia’s first Islamic bank namely Bank Islam Malaysia
Berhad (BIMB) in 1983, the Islamic banking system has shown better development and is now widely accepted
by Muslims as well as non-Muslim in this country. Islamic Banking System which follows the rule of Shariah
plays a vital role in Malaysia as its profitability contributes to the growth of the economy. Therefore, this study
was  conducted  in order to examine the determinants of profitability for Islamic Banking Institutions in
Malaysia which are listed on the Bursa Malaysia. The bank-specific determinants (internal factors) include
capital adequacy, credit risk, liquidity, bank size and management of expenses. The methodology employed is
the Generalized Least Square (GLS) panel data analysis, using quarterly data from nine Islamic banks, which
consist of foreign and local Islamic banks incorporated in Malaysia for the period 2007-2009. The result revealed
that only the bank size is significant in determining the profitability with positive relationship. It is to be
concluded then that, even though there is a lot of determining factors, only the bank’s size may put confidence
in the eyes of the consumers. For the future studies, it is recommended to have a wider scope where other
Malaysian Islamic financial institutions and more determinant factors can be taken into account.
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INTRODUCTION Islamic banks in existence. Some of these include twenty

Malaysia's Islamic financial industry has been in banks which operate in Malaysia [2].
existence for over thirty years. The enactment of the Today, the international and domestic environments
Islamic Banking Act 1983 enabled the country's first in which Islamic Banks operate are going to become even
Islamic Bank to be established and subsequently, there more challenging. Due to this situation, it is important for
were  more  Islamic  financial  institutions established with Islamic banking institutions to strengthen their business
the liberalization of the Islamic financial system . performance in order to face with the strong competition1

Acceptance of  Islamic  banking   system   in   Malaysia from domestic and foreign banks (Islamic or conventional
is technically reflected by the increasing amount of total banking). Healthy and sustainable profitability is vital in
deposits and total financing based on Islamic principles maintaining the stability of the banking system. The first
that are placed by Muslim and non-Muslim customers, as group of studies focuses on profitability analysis of either
well as the usage of Islamic banking products offered by cross-country or individual countries’ banking systems
the conventional financial institutions which started in [3-6]. The performance of these banks can be measured
1994, the first year in which selected commercial banks through profitability which is influenced by various
were legally allowed to introduce Islamic deposit facilities. factors. Bank efficiency levels are found to vary widely
At the moment, a total of RM1, 463 million deposits have across European banks and banking sectors as found by
been collected [1]. By the end of 2008, there were thirty previous studies [7-9]. The internal determinants that
nine commercial banks in Malaysia including seventeen resulted from bank management decision and policy may

domestic banks and nineteen locally-incorporated foreign
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definitely affect the bank’s operating activities as well as activities and, therefore, the bank capital acts as a safety
its profitability. In addition, a sound and profitable net in the case of adverse developments [13]. Physical
banking sector is able to face negative shocks and capital investment is expected to affect profitability
contribute to the stability of the financial system itself positively since it expands production, aims at improving
[10]. Hence, it is vital for Islamic banking institutions to sales, cash flow and profit-generating ability, [17, 18]
know the factors which may influence the profitability of provide empirical evidence of the positive relationship
the firms in order to perform better and be competitive in between bank capitalization and profitability for the US
the global environment. and the European banking systems respectively.

Therefore, this research is conducted to study the
factors which determine profitability of Islamic banking Credit Risk: Risk management is an important element in
institutions in Malaysia, where special focus is given on the banking sector to determine profitability level of
bank-specific characteristics. Accordingly to the [11], banking business. A theory suggests that increased
bank specific-characteristics are the internal determinants exposure to credit risk is normally associated with
or internal factor that are mainly influenced by bank’s decreased firm profitability, hence, a negative relationship
management decisions and policy objectives Such is expected between ROA and CR. Banks would,
profitability  determinants  include capital adequacy, therefore, improve profitability by improving screening
credit risk, liquidity, bank size and expenses management. and monitoring of credit risks and such policies involve
Bank-specific characteristics have been a focus to study forecasting of future levels of risks. Thus, credit risks
bank’s profitability where previous studies have shown should be modelled as a predetermined variable [13].
that the firm-level effects are the most important class of
effect in explaining the variation in performance [12]. The Liquidity: Researchers [5] among others, find a negative
study will assist Islamic Banks in Malaysia to improve but a significant relationship between the levels of
their profitability and in turn, the competitiveness and liquidity and profitability. Concerning the liquidity results,
efficiency of the Islamic banking system to enable it to be another study [19] has found that the relationship of
developed in line or even better compared to conventional Return on Assets Average is negative but significant too
banks. when only  bank  characteristics is considered.

Literature Review: the macroeconomic  and financial structure variables
Bank Profitability: Healthy and sustainable profitability enter the equation. It could be the case that the lesser the
is vital in maintaining the stability of the banking system. funds tied up in liquid investments, the higher the
A study [13] suggests that the group of the bank-specific profitability level to be expected [20].
determinants of profitability involves operating efficiency,
financial risk and size. Other factors that affect the firm’s Bank Size: A positive and significant relationship
profitability include firm attributes such as financial between size and bank profitability was found by a study
structure, size, market share and business strategy [14]. [21]. [6] It suggests that the extent to which various
Another study [15] discovered that a firm’s profitability is financial, legal and other factors like corruption affecting
positively affected by the firm’s size and managerial bank profitability is closely linked to the firm’s size. In
efficiency and negatively by leverage, while sales growth addition,  a  researcher  [3]  argues that the size of the
induces  more  profits for small firms but is insignificant bank is closely related to the capital adequacy of a bank
for large ones. In addition, researchers [16] have done a since relatively large banks tend to raise less expensive
study on the effects of size, business risk and market capital,  hence,  appearing to be more profitable.
concentration on the profitability of eleven commercial Moreover, many other researches suggest that little cost
banks in Saudi Arabia for the period 1992-1997. They saving can be achieved by increasing the size of a
employed a regression model using three measures of banking firm [10, 22-24].
profitability consisting of Return on Assets (ROA),
Return on Equity (ROE) and Earnings per Share (EPS). Expenses  Management:  According  to another study,
Results show that the business risk and size generally the poor management of expenses is one of the main
explained bank profitability in Saudi Arabia. contributors to poor profitability performance [19].

Capital Adequacy: The term Capital refers to the amount expenses will improve the efficiency and hence, raise the
of owned funds available to support bank’s business

Meanwhile  it  becomes positive but insignificant when

According to yet another study [11], the decrease in

profits.  This  implies  the negative relationship between
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operating expenses ratio and profitability. However, a Random Effect Model: Random Effect Model (REM)
study  [5]  that  observed  a  positive  relationship, known  as variance components model is also employed
suggested that high profit earned by firms may be in  this study. In REM, it is assumed that the dataset
appropriate in the form of higher payroll expenditures paid being analyzed consists of a hierarchy of different
to trigger more productive human capital. In addition, populations whose differences related to that hierarchy.
prior studies conducted [4] and [5] found positive
relationship between better-quality management and Fixed Effect Model: Contradicting to the REM, Fixed
profitability. Effect  Model (FEM) represents the observed quantities

MATERIALS AND METHODS non-random. FEM will be employed as an alternative if the

The study  covers nine selected domestic and
foreign Islamic banking institutions that operate in Breusch and Pagan Multiplier Test: The test statistics of
Malaysia such as Affin Islamic Bank Berhad, Al Rajhi Breusch and Pagan Multiplier is conducted in order to
Banking & Investment Corporation (Malaysia) Berhad, choose between the POLS and REM. Based on the p-
Asian Finance Bank Berhad, Bank Islam Malaysia Berhad, value of chi , the data will be analyzed by using POLS if
Bank Muamalat Malaysia Berhad, CIMB Islamic Bank the null hypothesis cannot be rejected, but REM will be
Berhad, Hong Leong Islamic Bank Berhad, Kuwait used if the null hypothesis is rejected.
Finance House (Malaysia) Berhad and RHB Islamic Bank
Berhad. The data for this purpose is technically collected Hausman Fixed Test: Another stage is to compare REM
from annual reports and financial statements of the and FEM by using the Hausman Fixed Test. REM is
selected bank. The data collected is on a quarterly basis selected with the extension of the GLS–Two Way
which covers the 2007-2009 periods, consisting of one Estimation if the null hypothesis fails to be rejected. If the
dependent variable and five independent variables. The null hypothesis is well rejected, FEM will be selected to
data is then converted into natural logarithm values, with analyze the data with the extension of FEM-Two-Way
the intention that the estimated coefficients can be Estimation, with extension of variable year.
interpreted as elasticities. The log-log equation is as
follows: RESULTS AND DISCUSSION

ln(ROA ) =  + ln(CA ) + ln(CR ) + ln(LQ ) + Table 1 presents the descriptive statistics related toi,t 1 i,t 2 i,t 3 i,t

ln(BS ) + ln(EM ) + (1) the Return on Assets (ROA) with the determinants of4 i,t 5 i,t i,t

Where: Liquidity (LQ), Bank Size (BS) and Expenses Management

ROA = Return on Asset deviation (SD) and coefficient of variation (CV). CV
CA = Capital Adequacy describes the dispersion of the variable in a way that does
CR = Credit Risk not depend on the variable's measurement unit. The
LQ = Liquidity higher the CV, the greater is the dispersion in the variable
BS = Bank Size and vice versa. The result shows that Return on Assets
EM = Expenses Management and the Bank Size have the small value of CV that is

= Constant Value 0.7869855% and 0.8717658% respectively. It means that
= Coefficient Value both variables have less variability, thus, generate higher
= Random Error Term consistency and stability. Meanwhile, Capital Adequacy

Pooled Ordinary Least Square Model: Pooled Ordinary that the variable has higher variation than other variables,
Least Square Model (POLS) is employed in this research thus, generate lower consistency and stability.
to examine the simultaneous effects of several The  analysis  starts  with  the   Pooled  Ordinary
independent  variables on a dependent variable charted Least  Squares  (POLS)  Regression.  This  analysis is
on an interval scale. It is the basic approach employed in carried   out    in    order    to    determine the   coefficient
estimating the panel data. of      determination       for      each      variable   involved.

in terms of explanatory variables that are all treated as

REM method is not suitable for the analysis.

2

profitability; Capital Adequacy (CA), Credit Risk (CR),

(EM). These statistics include mean, variance, standard

has the highest value of CV that is 5.288521%. It indicates
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Table 1: Descriptive Statistics

Table 2: Pooled Ordinary Least Squares (POLS) Regression

From Table 2, the value of adjusted R-squared is equal to
0.4600. This value indicates that 46% of the total variation
in the level of ROA in the company occurs because of the
variation in determinants of profitability. The remaining
54% is due to the randomness and other variables that are
not included in the model.

Out of five independent variables, two are significant.
The results show that Credit Risk is significant at 5%
significance level and has negative relationship with the
dependent variable. On the other hand, Bank Size is
significant at 1% significance level and determines the
Return on Assets positively.

Figure 1 shows the relationship between the Return
on Assets and Credit Risk. There is a negative
relationship between these two variables. It means that
1% increase in Credit Risk will cause the level of profit to
decrease about 0.100894%. This negative effect conforms
to the theory that the increased exposure to Credit Risk is
normally associated with decreased firm profitability [13].

Figure  2  shows  the  relationship  between  the
Return  on  Assets  and  the  Bank  Size.  There  is a
positive   relationship    between    these    two   variables.
It  means  that  1%  increase  in   the   Bank   Size  will
cause the level of profit to increase to  about  0.9790393%.

Fig. 1: Relationship between the Return on Assets and
Credit Risk

Fig. 2: Relationship between the Return on Assets and
the Bank Size

This positive effect indicates that larger banks take
advantage of their position in negotiating the price for
their input and, therefore, reduce their average cost
improving profitability, as well as they have better
adaption to the new macroeconomic environment [26].

The test is conducted to examine either the POLS or
Panel Data Analysis (PDA) can be used for further
analysis. Based on Table 3, the p-value of chi  is less than2

0.05.  It means that the model is significant at 5% and
thus, supports the rejection of the null hypothesis.
Consequently, the panel data (random effect) estimation
will be used in this study.

The next step of the study is conducting a Hausman
Fixed Test. This test is theoretically performed to examine
either Random Effect Model (REM) or Fixed Effect Model
(FEM)  using  panel  data  analysis.  Table  4  shows the
p-value  of  chi   is  0.3231;  higher  than  0.05.  It  means2

that   the    model    is    not    significant    and,   thus,
failed   to  support  the  rejection  of  the  null  hypothesis.
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Table 3: Breusch and Pagan Lagrangian Multiplier Test for Random Effects Table 5: Random-Effect GLS Regression

Table 4: Hausman Fixed Test

As  a  result,  REM  will  be  used  in this study. In
addition,  the  Two-Way  Random-Effect  GLS  estimation
has  been  performed  by taking the quarter (collectively)
as one of the independent variables. The quarter has
become the sixth independent variable and has been taken
into the model. Table 5 shows the result including time
variable.

The value of adjusted R-squared is equal to 0.4758,
meaning that 47.58% of the total variation in the level of
ROA for Islamic banking institutions in Malaysia occurs
because of the variation in Capital Adequacy, Credit Risk,
Liquidity, Bank Size and Expenses Management. The
remaining 52.42% might be due to randomness and other
variables which are not included in the model. The test of
hypothesis is performed to find any significant
relationship between independent variables and the
dependent variable.

Table 6: Random Effect GLS Regression (Includes Individual Quarterly
Time Series)

Based upon the result obtained in this study, by
judging the p-value of the z-test, the null hypothesis
involving Capital Adequacy, Credit Risk, Liquidity and
Expenses Management are failed to be rejected. Only one
independent variable concerning the Bank Size shows
significant relationship with the level of profit as its null
hypothesis is well-rejected. Therefore, Bank Size shows a
strong explanatory power towards profitability of the
company.

From the study conducted, it is surprisingly revealed
that only one independent variable shows very strong
explanatory   power   towards   the   dependent  variable.
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Table 7: Test of Overall Significance of the GLS Regression (Includes
Individual Quarterly Time Series)

The  Bank Size is found to be highly significant with the
p-value of the z-test equal to 0.000. It shows that the Bank
Size is significant at a 100% confidence interval which
implies that it is the absolute determinant of profitability
for Islamic banking institutions. Its relationship also
shows the positive effect it has towards the profitability
of the company. From the regression result in Table 5, the
time series are found to be insignificant in explaining the
level of profitability. It means that the relationship might
change and be unstable through time. For a more specific
time-effect, the study has tested the significance of
individual quarterly time series.

The result shown in Table 6 is similar to the result in
Table 5 whereby only the Bank Size exhibits the very
strong explanatory power towards the level of
profitability. Its direction of the relationship is also found
to  be similar with that of previous studies [21] [23], [6]
and [10]. However, capital adequacy, credit risk, liquidity
and expenses management have failed to meet the
requirements   of  significance,  hence,  suggesting  that
the  variables  cannot  be  regarded  as  absolute
determinants of profitability of Islamic banking
institutions in Malaysia.

However,  as  compared  to  Table  5,  the  result in
Table  6  suggests that the level of profitability is
positively  related   to   the   individual  quarterly  time
series  since  the  p-value  of  the  z-test   is  significant
from the  first  quarter  (first    quarter    of   year  2007)
until  the twelfth  quarter  (fourth  quarter  of  year  2009)
with  the  exception  to  the  seventh   quarter  (third
quarter  of  year  2008).  It  is  noted  that  the  third
quarter has been dropped due to the collinearity problem.
The result also suggests that the Bank Size and level of
profitability is unchanged and stable when the timing
factor is put into account.

Table 7 exhibits the result for the joint significance of
the time series. As indicated by the chi  and p-value of2

overall significance of a GLS regression test, shows that
individual time factors do explain most of variation in the
level of profit of the company.

CONCLUSION

This study suggests that the Bank Size is the most
important  factor  in  explaining  the variation of
profitability for Islamic banking institutions in Malaysia as
larger bank size will fundamentally have better access to
capital markets, lower cost of borrowing and be able to
generate higher income. The time series factors are also
found to be statistically significant in influencing the level
of profit individually and are stable over time. However, it
is not statistically significant collectively. For future
studies, it is recommended to have a wider scope where
other Malaysian Islamic financial institutions such as
Islamic insurance (takaful) companies and determinant
factors; years of operation for example, can be taken into
account.
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