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Abstract: The financial crises of the world made the financial scholars to adopt the strategies like decreasing
the interest rate or manipulate it till the zero, so to achieve the desired goals of financial state. Still the results
are not satisfactory and dozens of developed countries are not able to overcome their financial crises. From the
last few years, to solve the financial issues Islamic banking emerging out with fast speed around the globe
especially in the Islamic world. Therefore, it is a high time to assess, compare and evaluate the both financial
systems that have been used in banking system. The central idea behind the comparison of both banking
system is to know which system is more stable and suitable in long run on the basis of depository returns. The
results of the study will be significant for the managers as well as to academia. The scholars will understand
for the future  prospective  of  Ibs  in  Pakistan which motivate  them  towards  following  Islamic  banking
system. The 3 Islamic and 3 conventional banks were selected from Pakistan. Data was obtained for the study
from the financial  statements.  Descriptive and inferential statistics were used to generalize the results. The
results of the study supported that  the  variables reacted in a different way for profitability in IBs and CBs in
Pakistan. The total assets of the banks that represent size showed inverse relation with CBs and vice versa that
is positive with IBs. This predicts that CBs are bigger in size and are less profit generating. Similarly deposits
if high will adversely affect the efficiency of IBs but positively with CBs. While interest expense are both cause
positive profitability.

Key words: Islamic Banking  Conventional Banking  Profitability  Term Deposit Returns TDRs  Vector
Error Correction Model VECM

INTRODUCTION In contrast to the IBs the CBs the banking spread is

The conventional banking is ruling the financial widely spread banks around the world and all the financial
system from last many  decades. The financial crises of structures are based on it. In the last few decades the
the world made the financial scholars to adopt the financial crises shaken the financial roots and effect every
strategies like decreasing the interest  rate or manipulate business. In spite of it, the Islamic banking showing the
it till the zero, so to achieve the desired goals of financial highest rate of acceptability in the Muslim world
state. Still the results are not satisfactory and dozens of particularly.
developed countries are not able to overcome their Islamic banks (IBs) are working from 1970's and its
financial crises. From the last few years, to solve the operating in the different countries including Muslim and
financial issues Islamic banking emerging out with fast non Muslim. The Islamic banking is being adopted in
speed around the globe especially in the Islamic world. different forms by following two approaches. One is to
The Islamic banking system is operating in more than 70 convert  the  few  operations  of  conventional banks
countries [1]. IBs are operating by avoiding risks and (CBs) into Islamic modes and secondly to adopt the
sharing risks and profits with the clients. This method is Islamic banking in complete form in the financial system.
applicable by sharing profits and risks associated with the The number of Islamic banks is increasing over the time
banks. especially  in  Iran,  Pakistan, Sudia Arabia and Sudan.

wide which affects the borrowers a lot. The CBs are most
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The conventional financial systems are converting into Middle East and face little complexity in developing
Islamic financial system. The establishment of Nasser practices in conformity with shariah. Islamic banking is
Social Bank in Egypt in 1971 paved the way for the being operated in different forms in the different
formation of Islamic banking all over the globe [2]. countries. The  major  difference between the both
Therefore, it is a high time to assess, compare and systems is the absence of interest rates in IBs. The impact
evaluate the both financial systems has been used in of presence of interest in the transactions and not are
banking system. much under consideration as it is the basic difference

The central idea behind the comparison of both between the two approaches. So comparison was drawn
banking system is to know which system is more stable on its impact.
and suitable in long run on the basis of depository [4]  studied  the  impact  of  interest rate on the profits
returns. It compares the ROA and ROE and its impact on by considering the conventional and Islamic banking
deposits and loan generation activity of the banks. system in Malaysia. The results indicated that profits

Objective of the Study: The objective of the study is to inversely related with the interest free investments. The
draw the comparison by  using the group of different Adoptive Expectation model was applied to drive the
banks including Islamic and conventional banks in results.
Pakistan. Furthermore, to see the capital performance of [5] checked the efficiency of Islamic banking on the
both banks as either they fulfilling the depositors sample size of eighteen banks. The panel data analysis
expectations or not. According to State Bank of Pakistan showed that Islamic banks efficiency is much low in the
each bank maintained Islamic financing products as well. IBs due to diseconomies of scale so small to medium
Furthermore, this study will measure the efficiency level Islamic banks  should  merged for enhancing efficiency
of both banking to draw the conclusion and factors that and productivity. The performance of Islamic banks is
affect the Islamic financial system. dependent on the different modes which the Islamic banks

Significance of the Study: The results of the study will be [6] studied the different modes of the depository
significant for the managers as well as to academia. The services being offered by the Islamic banking. But there
managers of the banks will be able to understand either is no  guarantee  on  the  returns  on  the investments.
Ibs  in  Pakistan  is  more efficient or  the  CBs. The results There are different financing methods which are being
also guide  them  to  adopt the better system till its roots. offered by Islamic banking. Islamic banking depositors
The scholars will understand for the future prospective of have no benefit of knowing the proportion of profits in
IBs in Pakistan which motivate them towards following advance.
Islamic banking system. There is always a  question  on the profitability ratio

Research Question: Which financial system including the both the systems. He found that Islamic banking also
IBs and CBs is more efficient? Which system in Pakistan providing the competitive profitability between nine
is performing better? percent to twenty percents. The different indiators are use

Literature Review: The financial crises and the high profitability is indicated by ROA which shows the
interest rates is always problematic issue for all the management efficiency in producing profit and ROE
economies of the world. To solve the financial problem shows the outcome on investment [8].
the reforms and changes in the conventional banking [9]  worked on  Islamic  banks located and working in
system was considered important. The other financial Bahrain revealed that religious beliefs are the basic motive
system which is being adopted in comparison of for depositing money, pursued by the rates of return and
conventional banking is famous in Islamic world. The IBs the bank’s location. The popularity and acceptance of IBs
are the banks which followed the rules of shariah and are therefore more in Islamic countries and there growth
prohibit the Riba or interest in any financial transaction. rate is also comparatively high.
The basic pillar of Islamic banking system is the absence In contrast to above study [10] studied the response
of interest in their financial modes. of different people towards the IBS and they indicated

The banks are converting towards other banking that Muslims supported Islamic banks not particularly for
system which is Islamic banking System. In the early the reason that of the religious, but majorly due to the
studies [3] examined the dual form of IBs operated in the returns  they  would  be   given   from   their   investments.

margins  influenced the customers and  interest rate

are offering.

of both banking system. [7] studied the profitability of

for measuring the profitability of the banks. The bank's
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Depositors in Islamic countries also did not discriminate Bank, Dawood Islamic Bank Limited and Meezan Bank
between the services  offered  by the CBs and the IBs. Limited while the CBs were Askari Commercial Bank
They remarked that since religion is no longer the main Limited, Bank of Khyber Limited and KASB Bank Limited.
factor in attracting depositors, Islamic banks should
identify that how the customers view their offered Selection Criteria: The banks are characterized on the
products   and   services   that  is  unique  from  CBs. They basis of size and deposits by the state bank of Pakistan.
should offer quality of service and products compatible Islamic banks are part of the small sized banks so
with those offered  by  the commercial banks so to attract conventional banks are also selected with the same class.
the customers and increase the level of satisfaction.

The profitability level of Islamic banks is always Variables: There are 7 variables used in the regression.
made the financers to consider. [11] studied the particular These  included  both the dependent and independent.
characteristics that affect the profitability of IBs in the They are Return on Assets (ROA) and Return on equity
Middle Eastern countries. He studied that how the (ROE) as dependent variables while total assets, Total
different economic conditions and their relevant financial Equity   to  Total  Assets  (TE/TA),  Total   Loans to
structures affect the  performance  level.  The  results Total  Assets  (TL/TA),  Deposits to Total Assets and
depicted the better performance of IBs on the basis of Non-Interest Expense to Total Expense are the
equity and loans and their performance is positively independent variables.
related to  it.  There  are  other researches which focused
on the factors and determinants of profitability and Sources of Data: Secondary data was used, collected from
performance of IBs. the financial statements which were gathered from the

[11] examined the performance of IBs of 21 countries KSE 100 index site and from state bank of Pakistan site.
around 1994 to 2001. The results indicated the improved
capital asset ratio showing their well capitalized position. Model Applied: Normal regression equation was drawn,

The conventional banks are operating from last many Ordinary Least Square (OLS), to observe the profitability
decades. The problems associated with the CBs are being of Islamic banks and judge against it to conventional
studied by [12] which stated that government intervention banks.
in the CBs cause the profitability to get lowered.
Furthermore he added that banks having better capital RESLTS AND DISCUSSION
position face the less risky capital and attracted more
capital easily as well. The following models were run to measure the

[13] discussed the main idea of IBs as they concerned performance of IBs and CBs.
about risk associated with investments and financial
transactions. The IB not only share the profit as in ROA  =  +  Log (Total Assets) + TE/TA +
Mudarba and Musharaka but also share the risk TL/TA + Deposits/TA +  Non-Interest
associated with the in the business and as a result loss. expenses/Total Expense  + (1)
Therefore, the concept of Riba is negated in IBs.

MATERIALS AND METHODS TL/TA + Deposits/TA +  Non-Interest

For comparing the conventional and Islamic banking,
their characteristics were compared. The banks The models were used for studying the profitability
characteristics were studied by using regression model as determinants of both banks as were used in [14] study.
used by [11]. This helped to understand the impact of
these variables on banks profitability. Descriptive Statistics: The following tables showing the

Data Sample: The 3 Islamic and 3 conventional banks the whole sample as data of IBs and CBs and showing the
were selected from Pakistan. Data was obtained for the results in aggregated form.
study from the financial statements. The data gathered The Table 2 showing the descriptive analysis of
measured the profitability from 2006 to 2011. The Islamic conventional banking. The ROE having the Standard
banks were included in the sample were Al-Baraka Islamic deviation of 6.43% while ROA have the S.D value of 2.5%.

bt 1 1  bt 2 bt

3 bt 4 bt 5

bt

ROE  =  +  Log (Total Assets) + TE/TA +bt 1 1  bt 2 bt

3 bt 4 bt 5

expenses/Total Expense  + (2)bt

descriptive studies of banks. The table 1 was considering
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Table 1: Entire Sample (Conventional and Islamic Banks)

Variable Std Dev* Mean Minimum Maximum

ROA% 2.35 2.11 .76 4.7

ROE % 8.76 14.37 -127.42 16.345

Total Assets Rs 5,976,876 4,226,697 114,241 21,418,499

TE/TA% 17.49 13.245 2.121 69.123

TL/TA % 19.90 61,335 12.53 92.505

Deposits Rs 6,165,555 4,325,250 129,863 22,123,645

Non-Interest Exp 131,433 139,433 1,192 579,662

Table 2: Conventional banking data

Variable Std Dev* Mean Minimum Maximum

ROA% 2.5 1.7 1.5 3.1

ROE % 6.43 16.97 -51.64 18.55

Total Assets Rs 8,123,345 7,543,654 324,567 42,234,678

TE/TA% 12.49 10.245 7.532 39.565

TL/TA % 13.70 47.436 32.88 94.19

Deposits Rs 6,766,125 5,278,340 245,756 32,179,234

Non-Interest Exp 142, 373 329,378 3,299 788,669

Table 3: Islamic Banking Data

Variable Std Dev* Mean Minimum Maximum

ROA% 1.6 .67 .76 4.3

ROE % 9.76 13.37 -9.11 23.98

Total Assets Rs. 5,46,596 2,234,765 144,221 35,321,894

TE/TA% 23.49 13.43 -4.545 76,764

TL/TA % 31.90 64.51 2.32 95.505

Deposits $ 4,567,823 2,432,210 125,996 19,162,987

Non-Interest Exp 181,244 162,411 2,292 975,456

Graph 1: ROA

The table 3 depicting the analysis of Islamic banking
over the year of 2006-2011 and the values of standard
deviation is ROA and ROE is 1.6 and 9.76 respectively.
While the minimum value is 0.76 of ROA and -9.11 of ROE,
the maximum is 4.3 and 23.98 respectively.

Graph 2: ROE

Table 4: Conventional banking Regression Results
ROA ROE

Constant 3.38 35.43
(0.040) (0.000)

Total Assets (log) -5.38 -0.38
(0.1230) (0.030)

TE/TA 0.0082 -0.0038
(0.0031) (0.6780)

TL/TA 0.002 0.0873
(0.800) (0.0020)

Deposits/Total Assets 0.938 -1.038
(0.000) (0.000)

Non-Interest Expense/Total 0.3811 2.48
Expense (0.4200) (0.000)
R-Squared 0.507 0.376
R-Squared (Adjusted) 0.478 0.542
F-Test 12.39 (0.000) 7.02 (0.000) 

The graph 1 showing the ROA of IBs and CBs which
is volatile in nature as ROA is increasing in CBs then
followed decreasing trend latter on. On the other hand IBs
followed increasing trend and kept on increasing till the
end of 2011.

Graph 2 presenting that ROE of IBs is higher than
CBs and kept on increasing throughout the sample period
i.e. from 2006 to 2011. There is decrease in ROE from 2006
to 2007 but later on stability is seen. Overall graphs
suggest that ROA and ROE are not volatile for Islamic
banks, which supports the [8] findings that assumed
stable returns.

The  fluctuations  in   the   trend   indicate  the
different economical conditions in Pakistan. The public
invested in IBs majorly due to the hope of return on the
basis of profitability generated from equity and assets
deposited.

Conventional Banking Results Analysis: The table 4
showing the results of regression of model 1 which was
about the conventional banks in Pakistan.
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Table 5: Islamic banking Regression Results

ROA ROE

Constant -8.65 -31.3

(0.0000) (0.0500)

Total Assets (log) 1.230 5.968

(0.0000) (0.0000)

TE/TA 0.1232 -0.1738

(0.0001) (0.1580)

TL/TA 0.0023 0.1073

(0.800) (0.0020)

Deposits/Total Assets -0.323 -2.038

(0.4900) (0.000)

Non-Interest Expense/Total 0.843 5.88

Expense (0.4200) (0.000)

R-Squared 0.437 8.575

R-Squared (Adjusted) 0.398 0.432

F-Test 15.67(0.000) 9.39 (0.000) 

Table 6: Dickey Fuller Tests for Presence of Unit Root in Islamic and

Conventional TDRS

TDRs Commercial Banks T stat T stat*

3 Months Islamic -1.06 -3.56**

Conventional 1.03 -3.32*

6 Months Islamic -1.21 -3.67**

Conventional -1.4 -3.33*

9 months Islamic -1.24 -3.34*

Conventional -1.34 -3.54**

12 Months Islamic -1.26 -3.56**

Conventional -1.34 -3.67**

The results showing positive relation with the ROA
in the first  model  and  it  supporting the study of [14].
The total assets having negative and insignificant
relationship with ROA and R  have the value of 50%.2

Similarly the ROE showed negative relation with total
assets, TE/TL and  positive  with  non interest expense.

The constant have the value of 35.43 and it is significant
as well indicating that there are other determinants of ROE
in  conventional  banks operating in Pakistan. Overall the
R  is satisfactory with the value of 50% which shows the2

fitness of the model that 50% these variables explaining
the ROA and ROE.

Islamic Banking Results Analysis: The table 5 explains
the  regression  results  of  Islamic  banks in  Pakistan. The
regression was run on two models as with ROA and ROE
which are depended variables and the others are
independent. These were the determinants of the
profitability of the banking system.

There is positive relation with ROA and other
variables except total deposits which supporting the
findings of [11]. The R square is 43% which depicting that
in Islamic banking these variable shows the ROA
behavior up to 43% and remaining factors are not
explaining the model. The ROE is also negatively related
with TE/TA but insignificant. 

Overall the fitness of the model is 43%. The IBs
should allow more lending so as to generate more
profitability in comparison in CSs.

The basic difference between the both banking
systems was considered on the basis of interest or return
rates. The causal relationship between the IBs and CBs
are therefore, studied by using the Granger Causality test.
The profitability of the IBs and CBs are also compared on
the basis of term deposits returns (TDRs).

The table 6 is representing the results of Dickey
Fuller Tests where the t-stats were calculated by
regression that included two lags of the first difference of
the TDRs variable.

Table 7 showing the Granger causal relationship
between conventional and the Islamic TDRs. This table
shows the impact of conventional TDRs on Islamic TDRs
as F stats are found significant at 1 percent. However the
IBs don’t have  the  impact on the conventional TDRs.

Table 7: Results of Granger Causality Test for Islamic and Conventional TDRS offered under Commercial Banks

Conventional TDRsdo not cause Islamic TDRs Islamic TDRs do notcause Conventional TDRs

----------------------------------------------------------- ----------------------------------------------------------

Model F statistics P value F statistics P value

3 Months VEC 23.67** 0.00 0.64 0.54

6 Months VEC 25.76** 0.00 0.56 0.67

9 months VEC 21.65** 0.00 0.44 0.45

12 Months VEC 27.33** 0.00 1.39 0.81

** significant at the 1% level, * significant at the 5% level
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The F stats values are all insignificant hence confirming 2. Iqbal, M. and P. Molyneux, 2005. Banking and
that there is no inverse relationship between the Islamic Financial Systems in the Arab World’, Palgrave
TDRs on conventional. The table 7 is showing the results Macmillan.
from 2006 to 2011. 3. Khan, M.F., 1983. Profit and Loss Sharing: An

CONCLUSION Unpublished Ph.D. Dissertation, University Of

The study was conducted to compare the IBs and 4. Haron, S. and N. Ahmad, 2000. The effects of
CBs and there factors of profitability from 2006 to 2011 in conventional interest  rates  and  rate of profit on
Pakistan. By running the regression analysis, the different funds deposited with Islamic banking system in
factors and determinants of IBs and CBs were compared Malaysia.International Journal of Islamic Financial
with each other. The results of the study supported the Services, 1(4): 1-7.
findings of [14] for Conventional banking and [11] for 5. Yudistiria, D., 2004. Efficiency in Islamic banking: an
Islamic banking. The study was started with the empirical analysis of eighteen banks. Journal of
introduction of CBs and IBS and their role in the world by Islamic Economic Studies, 12: 1-19.
explain their major difference and modes of banking. The 6. Arif, M., 1995. “Islamic Banking”, Asian Pacific
brief over view of the literature were carried out to review Economic Literature, 2(2): 48-64.
the previous work on IBs performance and CBs 7. Man, Z., 1988. Islamic Banking: The Malaysian
profitability determinants. Then regression analysis was Experiences”, Islamic Banking in South East Asia,
done and results were shown. The variables reacted in a Institute of South East Asian Studies, Singapore.
different way for profitability in IBs and CBs in Pakistan. 8. Hassoune, A., 2002. ‘Islamic Banks Profitability in an
The total assets of the banks that represent size showed Interest Rate Cycle’, International Journal of Islamic
inverse relation with CBs and vice versa that is positive Financial Services, 4(2).
with IBs. This predicts that CBs are bigger in size and are 9. Metawa, S.A. and M. Almossawi, 1997. Banking
less profit generating. Similarly deposits if high will Behavior of Islamic Bank Customers: Perspectives
adversely affect the efficiency of IBs but positively with and Implications” International Journal of Bank
CBs. While interest expense are both cause positive Marketing, 16(1): 32.
profitability. In country like Pakistan Islamic banking is 10. Erol, C. and R. El-Bdour, 1989. Attitudes, Behaviour
flourishing every year with a steady pace. The general and Patronage Factors of Bank Customers towards
public  is  attracting  towards  it  with  the satisfactory Islamic Banks”, International Journal of Banking
level showing by the depository rate of Islamic banking. Marketing, 7(6): 31-9.
Now the operational products are even available in 11. Bashir, A. and M. Hassan, 2004. Determinants of
conventional banks of Pakistan. Islamic Banking Profitability’, ERF paper, 10th

Furthermore, the both type of banking in Pakistan Conference.
have same determinants of profitability irrespective of 12. Bourke, P., 1989. ‘Concentration and other
different modes of operations and activities. In Pakistan, Determinants  of  Bank Profitability  in Europe, North
Islamic banks are not only considered due to religion but America and Australia’, Journal of Banking and
as a better banking system then conventional. Finance, 13: 65-79.
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