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Abstract

This study compares the magnitude of the impact of the value-added
intellectual coefficient (VAIC) and large employee size on the
profitability of Islamic and conventional banks in Pakistan. To
examine the impact of intellectual capital (IC) on profitability, the
graphical method and t-test are used. The robust results of this study
suggest that value-added intellectual coefficient (VAIC) has the higher
positive impact on the profitability of conventional banks than Islamic
banks, while human capital efficiency (a component of VAIC) has the
higher positive impact on the profitability of Islamic banks than
conventional banks. This study has found lower profitability for
conventional and Islamic banks having large employee size. The t-test
comparison indicates that conventional banks have the higher mean
profitability and value-added intellectual coefficient than Islamic
banks. Overall, the findings of the study suggest that investment in
human capital has potential to engender higher value forthe sustained
growth of banks.

GEL Classificatio: G11,G21, E24,034

Keywords: Islamic banks, conventional banks, Pakistan, intellectual
capital, employee size

Introduction

The banking industry of Pakistan is based on the dual banking system
of conventional and Islamic ideologies. At present, 24 conventional
banks (CB) and 5 Islamic banks (IB) are operating in Pakistan. The
conventional banking industry has a long history of inception while the
first Islamic bank (Meezan bank limited) was established in the year
2002. Over the past decade (2007-2016), the Islamic banking industry
of Pakistan has performed remarkably. As on December 2016, the
share of full-fledged Islamic banks in terms of assets increased to 7.47
percent from 2.34 percent, deposits increased to 8.3 1 percent from 2.39
percent, advances increased to 10.38 percent from 2.16 percent, and
value-added increased to 3.26 percent from 1.07 percent (Based on the
authors estimations from the audited annual financial statements).
Comparatively, the share of conventional banks in terms of assets,
deposits, advances, and value-added are decreased. It shows that the
Islamic banking industry in Pakistan is growing. As for the
profitability, measured by return on assets (ROA), comparison over the
past decade (2007-2016); the profitability of the IB is found to be

www.pbr.co.in



The banking industry of Pakistan is based on the dual
banking system of conventional and Islamic ideologies. At
present, 24 conventional banks (CB) and 5 Islamic banks
(IB) are operating in Pakistan. The conventional banking
industry has a long history of inception while the first
Islamic bank (Meezan bank limited) was established in the
year 2002. Over the past decade (2007-2016), the Islamic
banking industry of Pakistan has performed remarkably. As
on December 2016, the share of full-fledged Islamic banks
in terms of assets increased to 7.47 percent from 2.34
percent, deposits increased to 8.31 percent from 2.39
percent, advances increased to 10.38 percent from 2.16
percent, and value-added increased to 3.26 percent from
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1.07 percent (Based on the authors estimations from the
audited annual financial statements). Comparatively, the
share of conventional banks in terms of assets, deposits,
advances, and value-added are decreased. It shows that the
Islamic banking industry in Pakistan is growing. As for the
profitability, measured by return on assets (ROA),
comparison over the past decade (2007-2016); the
profitability of the IB is found to be consistently lower than
the profitability of CB (see Figure 1) and t-test comparison
also shows significantly higher mean value of ROA of CB
compared to IB. It shows that irrespective of the growth, IB
in Pakistan are still generating lower profitability than CB.

Figurel: Profitability (ROA: return on assets) Comparison between
Islamic and Conventional banks in Pakistan over the period 2007-2016.
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Table 1 : Performance comparison of Islamic and conventional banks over decade (2007-2016).

% Share % Share %
2007 2016 2007 2016 Change

Conventional Banks

Value Added 111,147,863 367,697,491 41.11 41.99 0.89
Assets 3,507,529,516 11,063,794,077 73.49 72.09 —1.40
Loans 1,864,057,253 3,717,364,577 75.30 68.17 -7.13
Deposits 2,652,322,881 8,208,458,574 74.53 70.49 —-4.05
Interest Income 138,638,504 351,260,492 74.93 73.94 -0.99
Other Income 56,349,741 137,201,658 66.94 70.09 3.15
Profit Before Tax 71,892,181 236,757,993 66.75 77.58 10.83
Employees 97,165 111,054 75.67 65.06 —10.61
ROA 145 1.37 — - -0.08
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Islamic Bank

Value Added 2,890,423 28,547,620 1.07 3.26 2.19
Assets 111,875,754 1,146,113,801 2.34 7.47 5.12
Loans 52,508,710 56,6215,967 2.12 10.38 8.26
Deposits 85,184,005 967,810,543 2.39 8.31 5.92
Interest Income 3,326,577 31,419,202 1.80 6.61 4.82
Other Income 1,888,347 9,134,725 2.24 4.67 2.42
Profit Before Tax 517,223 11,170,849 0.48 3.66 3.18
Employees 4,064 19,280 3.17 11.30 8.13
ROA 0.43 0.64 — — 0.21

The values are based on the audited annual financial statements. All v alues are in rupees thousand except
employees (in numbers) and ROA (in percentage) . Conventional banks refer to the only private conventional
banks and Islamic banks refer to the full -fledged Islamic banks.

Banks as financial intermediaries accept money from those
having surplus amounts of funds and lend it to those having
deficit amount of funds. argue that banks play an important
role to the reallocation of funds from surplus to deficit
units. Banks provide services which are intangible in
nature, therefore, the intangible resources are more
important to create value for the banks. These intangible
resources include information, intellectual property
knowledge and experience of the employees (Stewart
1997). The banking sector is considered as more
intellectual capital intensive (Branco etal. 2011), therefore,
the staff of banks is intellectually demanded (Mavridis
2004). Banks, as a skill-based and knowledge intensive
industry, use a huge amount of human capital to sustain
competitiveness (Kamath 2007). With regards to service
provision, intellectual capital (IC)is considered the most
important factor to determine the quality of services
provided by the banks (Goh 2005).

This study has attempted to compare the importance of IC
performance and its impact on the profitability of Islamic
and conventional banks in Pakistan. The study is conducted
over the ten years period of 2007-2016. To compare IC, this
study has used a Value Added Intellectual Coefficient
(VAICTM) developed by to measure the intellectual
capital performance of firms. The VAIC is the sum of three
components: (a)human capital efficiency (HCE) that
determines the value-added efficiency of human capital,
(b) structural capital efficiency (SCE) that determines the
value-added efficiency of structural capital, and (c) capital
employed efficiency (CEE) that determines the value—
added efficiency of financial capital employed.

The result of the multiple regressions indicates that the
magnitude of the estimated VAIC coefficient is higher for
conventional banks (CB) as compared to Islamic banks
(IB). It suggests that conventional banks in Pakistan have a
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more developed mechanism of intellectual capital which
contributes to higher profitability. Among VAIC
components, only HCE has found to be significantly
positive to profitability of both conventional and Islamic
banks. On the other hands, the estimated coefficient of
HCE is higher for Islamic banks suggesting a higher value—
added efficiency of every rupee invested in employee.
Further, the study has also found lower profitability of
conventional and Islamic banks having a large employee
size, thus indicating a significantly negative impact.

The rest of the paper is arranged as; section 2 reviews the
literature, section 3 discusses methodology, sections 4
covers analysis and findings and finally section 5 provides
conclusion and implications.

Literature Review

There is abundant literature available on intellectual capital
(IC) and bank's profitability across emerging and
developing markets. A recent study was conducted by to
examine the impact of intellectual capital on the
profitability of 64 Islamic financial institutions in 18
countries over the period 2007-2011. The study used cross—
sectional regression and found a positive effect of VAIC,
CEE and HCE on ROA with estimated coefficient values of
0.664, 11.76 and 1.118 respectively.

Meles et. al. (2016) extended their study to analyse the
impact of intellectual capital efficiency on banks
profitability of 5749 US commercial banks over the period
2005-2012. They have used OLS regression and found a
positive and statistically significant impact of VAIC on
ROA and ROE with coefficient values of 0.113 and 0.536
respectively. Among VAIC components, only HCE has
found a positive and significant impact on ROA and ROE
with estimated coefficients of 0.109 and 0.526
respectively.
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Al-Musali and Ismail (2016) devoted their study to the
banking sector of GCC countries. They have taken a
sample of 214 both conventional and Islamic banks
operating in six GCC countries over the period 2008-2010.
Their study applied multiple regression and found a
positive and statistically significant impact of VAIC on the
profitability (ROA) with different coefficients for different
GCC countries, for instance; 0.763 for banks in Bahrain,
0.881 for banks in Kuwait, 0.933 for banks in Oman, 0.687
for banks in Qatar, 0.898 for banks in Saudi Arabia, and
0.329 for banks in UAE. Among VAIC components; their
study found different results in different countries, for
instance; a positive and significant impact of the HCE on
the profitability of banks in Bahrain, a positive impact of
the SCE on ROA &ROE while a negative impact of the
CEE on ROE of banks in Kuwait, a positive impact of both
HCE and CEE on the profitability of banks in Oman, a
negative impact of HCE on ROA of banks in Qatar and
UAE, and a positive impact of both HCE & CEE on ROA of
banks in Saudi Arabia.

Arecent study by was conducted on 44 Turkish banks over
the period 20052014. Their study used multiple
regressions to test the impact of VAIC and its components
on ROA. Their study does not find any significant impact
of VAIC and SCE on ROA, but find a positive and
significant impact of both CEE and HCE on ROA with
coefficient values of 0.0933 and 0.0056 respectively.
Another study by was conducted on 65 Indian banks over
the period 1999-2008,which used multiple regression to
test the relationship between the bank's profitability and
VAIC and its components. The analysis of their study is
based on yearly data. Their study found positive and
statistically significant impact of VAIC on ROA in each
year under the analysis except the years2005 and 2008, a
positive influence of HCE on ROA in each year except
2000, 2003 and 2008. Furthermore, they found both
insignificant and significant impacts of SCE and CEE on
the profitability in different years.

An earlier study used multiple regression to test the impact
of VAIC components on the ROA of 22 financial
institutions listed on Bursa Malaysia over the period 1999—
2007 (Ting and Lean 2009). The study found a positive and
significant impact of HCE and CEE on ROA with
coefficient values of 10.33 and 417.731 respectively, and
found a negative and insignificant impact of SCE. The
study also found a significant positive correlation between
VAIC and ROA. Another study by empirically examined
the relationship between the intellectual capital and bank's
performance, measured by return on investment, market to
book ratio and return on assets. The study applied multiple
regression over the data of 21 Italian banks were listed in
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Borsa Valori (Italian Stock Exchange) and found a positive
relationship between capital employed efficiency (CEE)
and bank's performance.

Among some other earlier studies, extended his study to
evaluate the information coefficient performance of
Croatian banks over the period 19962000 and found a
wide range of variation in IC performance. Further,
extended his study to 141banks member of the Japanese
bankers association and found value added has changed
with the same direction in physical capital.

Apart from the above studies extended to empirically
examine the relationship between banks performance and
intellectual capital, some studies have just analysed and
compared the VAIC performance of different sectors. For
instance; analysed and compared the VAIC performance
between ten domestic and six foreign banks in Malaysia
over the period 2001-2013. He found foreign banks more
efficient than domestic banks and also found HCE as the
main VAIC component that contributes more to generate
value, analysed the intellectual capital performance of 98
schedule banks over the period 200-2005 and found foreign
banks performed well than domestic banks. Further,
analysed the intellectual capital performance of 11
Australian banks over the period 20052007 and found a
higher human capital efficiency of Australian banks than
structural capital and capital employed efficiency.

VAIC studies on banking industry of Pakistan.

The VAIC studies on Pakistani banking industry are scarce
and weakened either by small sample size or small data set.
However, as per best of our knowledge, one study used
OLS regression and compared the IC performance between
six Islamic and six conventional banks in Pakistan over the
period 20062010 (Latif et al. 2012). The study found an
insignificant impact of VAIC on ROA of Islamic and
conventional banks. The study also found that among all
VAIC components, only HCE translates performance of
Islamic banks while CEE translates the performance of
conventional banks. Another study by , used a sample of 34
banks over the 2 year period and found private banking
industry performed well relative to intellectual capital. A
study by , examined the relationship of VAIC and
performance of the 5 Islamic bank's over the period 2009—
2014. They found a positive relationship between VAIC
and Islamic bank's performance. Another study by ,
analysed the VAIC performance of 20 banks just for the one
year period (2010) and found an insignificant relationship
between ROA and VAIC. Consistent with the above all
studies, we expect that magnitude of the impact of VAIC is
higher for CB compared to IB, while the magnitude of the
impact of HCE is higher for IB compared to CB. Further,
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we do not expect any significant impact of CEE and SCE on
the profitability.

Data and Methodology
Sample and Data

This study is about the comparative analysis of intellectual
capital performance of Islamic and conventional banks in
Pakistan. Currently, in Pakistan, 5 fullfledged Islamic
banks and 21 conventional banks are operating (SBP
2016). All Islamic banks are operating under the private
ownership, while out of 21 conventional banks, 5 banks are
state-owned and 16 banks are private-owned. For this
study, we have considered only private conventional banks,
to get more consistent results by removing the ownership
effect(for the list of banks see Appendix). Out of 5 Islamic
banks, only 02 years data of one Islamic bank was
available, which has been excluded from the study, so the
final sample of this study is 20 banks including, 4 Islamic
and 16 conventional banks.

The calculation of VAIC is based on the audited financial
statements, which makes the calculation verifiable and
more impartial. So for this study, the audited financial
statement has been obtained from databases maintained by
each bank and the central banks of the country (SBP). To
get more consistent results, the period of this study is based
on latest and large data set over the years 2007-2016.
Finally, we get 200 bank year observation based on 10
years data of 20 commercial banks.

Variables Measurement
Dependent variable

In the past, argued that there is no adequate empirical
evidence which determines the power of any profitability
indicator, but for IC studies ROA is a more appropriate
financial indicator to measure the financial performance of
a firm also argued by . So for this study, we use return on
assets ROA as a measure of profitability, which represents
the financial performance, commonly used by many
previous studies (e.g. ; ; ; ). ROA is measured as the net
profit divided by average total assets of a bank, the average
calculated as total assets of the first year plus total assets of
the previous year divided by two. ROA indicates an
efficient assets utilization ability of a firm to generate
adequate earnings, more efficient utilization of the assets
leads to more profitability.

Independent variables
Intellectual Capital

For intellectual capital performance, value-added
intellectual capital coefficient (VAICTM) has been used,
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which is developed by Pulic (1998, 2000, 2004) and used
by many previous studies, for instance; ,, , , and . VAIC has
three components and measures as follows;

VAIC it — HCEit + SCE“"‘ CEEit

HCE is the human capital efficiency of i banks at time t,
SCE is the structural capital efficiency of i banks at time t,
and CEE is the capital employed efficiency of i banks at
time t. VAIC provides an insight to the management of
banks to evaluate and monitor the value-added (VA)
efficiency, so higher value of VAIC indicates the higher
value added efficiency generated by firm's total resources
and each component of total resources available (Pulic
1998). In order to calculate the VAIC components, we first
need to calculate the VA by using following;

VA= OP;; + EC;; + Dyt + Ay

In the above equation 2, OP is operating profit of i banks at
time t, EC is the employment cost (total salaries and other
expenses related to employees) of i banks at time t, D is the
depreciation and A is the amortization of i banks at time t.
The calculation of VAIC components is given below;

HCE;: = VA it / HC;;
SCEit = SCit/ VA it
SCit = VA it — HC,
CEE; = VA i/ CE;;

In above equations 3, 4 and 6, HC is the human capital
(calculated as the salaries and wages, plus other employee
expenses) is used to measure VA efficiency of human
capital, SC represents the structural capital is used to
measure the VA efficiency of structural capital and CE is
capital employed (value of equity invested by
shareholders) is used to measure of VA efficiency of capital
employed i.e. physical capital.

Employee Size

Employee Size (ESIZE); this study analyses the effect of
employee size and proposes negative impact of large
employee size on profitability. We utilise a dummy variable
by assigning the value 1 if a bank has employee size larger
than employees mean value of total banks used in this study
and 0 otherwise. For the robust check, we analyse the
reversal effect of ESIZE, we then assigned the value 1 if the
bank has employee size less than the employees mean
value of total banks used in this study and 0 otherwise.

Control Variables
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This study has controlled the impact of some banks—
specific variables in order to get more consistent and
unbiased results. The detail of control variables is given
below;

e Banks size (BSIZE): has been controlled by the
natural logarithm of total loans.

¢ Credit Risk (Risk); the nonperforming loan ratio has
used as a proxy of credit risk, calculated as the amount
of total nonperforming loan in a year divided by total

Model-1
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loans outstanding.
Regression model

A multiple regression analysis over the data has been used
to determine the impact and importance of employee size
and IC for Islamic and conventional banks in Pakistan
on/for their profitability. For this, 2 following regression
models have developed. Model 1 is used to examine the
impact of ESIZE and VAIC on ROA while controlling the
bank-specific factors and Model 2 examines the impact of

ROA; = By + PIVAIC ot ﬁQES’IZEﬁ + P3BSIZE o+ /54Riskir + &5

Model-2

ROA; = By + [ﬁHCEiI + ﬂgS’cEﬁ % ﬁ3CEEiI + /34LS’IZEI-I + ,851515’12151.r + ﬁ6Riskl-r +85

Findings

Intellectual Capital Comparison

VAIC has used to compare the IC performance, for that,
Table 2 presents the intellectual capital comparison

between IB and CB while Figure 2 presents the VAIC
comparatively trend between IB and CB and Figures 2a, 2b

and 2c reveal the comparative trend in CEE, HCE, SCE
respectively over the period 2007-2016. For VAIC
performance trend over the period, 20072016 of each bank
see Appendix-Table B, where MCB bank has the highest
average of VAIC among all conventional banks whereas
Meezan bank has the highest average of VAIC among all
Islamic banks.

Table 2 : Trend in VAIC and its components

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
VAIC
CB 4.2854 3.3704 3.5899 3.5661 4.0445 4.0152 3.8977 4.2363 4.6532 4.3736
1B 2.0038 1.7601 2.1275 1.9757 3.269 3.0059 2.9367 3.0811 2.8166 2.8553
CEE
CB 0.3173 0.3283 0.3303 0.3542 0.4129 0399 0.381 0.386 0.4186 0.4164
IB 0.1631 0.1806 0.2225 0.2144 0.3858 0.3789 0.3972 0.4462 0.3903 0.3723
HCE
CB 3.3172 2.4871 2.6593 2.6113 2.9751 2.9615 2.8697 3.1668 3.5193 3.2632
1B 1.5051 1.3309 1.5502 1.4507 2.3151 2.1026 2.0317 2.109 1.9414 1.9864
SCE
CB 0.6509 0.555 0.6003 0.6007 0.6565 0.6546 0.647 0.6836 0.7153 0.6940
IB 0.3356 0.2486 0.3549 0.3107 0.5681 0.5244 0.5078 0.5258 0.4849 0.4966

All values complied by the authors from audite d financial statement. VAIC refers to valued -added intellectual capital
coefficient, CEE is the capital employed efficiency, HCE is the human capital efficiency, SCE is the structural capital
efficiency, CB refers to conventional banks and IB refers to Isl amic banks.
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The VAIC performance of CB remained higher than IB
over the period under analysis. Table 2 also reports the
significant difference of (1.4772) in the mean VAIC, where
CB has the higher mean VAIC than IB. As for the VAIC
components; HCE and SCE performance of IB has
remained consistently lower than the CB over the period
2007-2016.The t-test comparison shows a significant

difference in the mean value of HCE&SCE by 0.8123697
& 0.6106019 respectively, where CB has higher the mean
HCE & CEE than IB, which means that CB in Pakistan are
generating higher value-added efficiency than IB. The CEE
performance of IB also remained lower than the CB except
the year 2014 and therefore, t-test shows an insignificant
difference in the mean value of CEE.

Figure 2: Value added intellectual coefficient (VAIC) comparison between
Islamic and Conventional banks in Pakistan over the period 200-2017.
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Figure 2a: Capital employed efficiency (CEE) comparison between
Islamic and Conventional banks in Pakistan over the period 200-2017.
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Figure 2b: Human capital efficiency (HCE) comparison between
Islamic and Conventional banks in Pakistan over the period 200-2017.

HCE
4.0000
30000 SN — e
2.0000 P
1.0000
0.0000

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

IE- |:: E-

Figure 2c: Structural capital efficiency (SCE) comparison between Islamic and
Conventional banks in Pakistan over the period 200-2017.
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Table 3 : t-test comparison between Islamic and Conventional banks

ROA VAIC HCE SCE CEE
CB 0.0066594 3.269446  2.29394  0.6484413 0.3270647
1B -0.0005361 1.7922 1.481571 0.0378395 0.2727903
Diff. 0.0071955 1.477246 0.8123697 0.6106019 0.0542744
t-value  2.3483**  4.1189%*** 3.1344*** 2.9052***  (.8800
Obs. 200 198 198 198 198
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Descriptive Statistics

Table 04 presents the summary statistics comparison
between the conventional banks (CB) and Islamic banks
(IB) for dependent and independent variables over the
period of ten years.

The mean ROA of CB is 0.0066594 but the mean ROA of
IB is negative (-0.0005361), it shows that on an average
Islamic banking industry is still in developing stage and
managing to create the balance between the revenues and
expenses, while the ROA standard deviation (SD) of CB
(0.0180461) is higher than the ROA SD of IB (0.0140554)
due the large number of banks.

The mean VAIC of CB (3.269446) is higher than the mean
VAIC of IB (1.7922). The IB also postulates the higher
variation in VAIC with SD (2.481521) than CB (SD:
1.896311). The mean HCE of CB (2.29394) is also higher

than the mean HCE of IB (1.481571),but the finding shows
lower variation in the HCE performance of IB (SD:
0.8996578)compared to CB (SD: 1.573455). This study
can suggest that although IB have lower HCE performance,
but IB are more consistent to generate HCE than CB.As for
the SCE, the IB have very lower performance than CB
having mean SCE of 0.0378395 and 0.6484413
respectively. As for the CEE, IB have a lower mean value of
CEE (0.2727903) than the CEE mean value of CB
(0.3270647), but the IB are more capable to generate a
consistent value of the physical capital employed for the
shareholders than the CB having SD values 0.1836193 and
0.3784025 respectively. The asset size of CB is higher than
the IB due to the difference in the number of banks. For the
risk, the IB have a lower average of NPLR (6.8104%) than
the CB (14.2426%) , which shows that IB are in Pakistan
are more capable of risk management.

Table 4 : Statistics summary comparison

Obs. Mean SD Min Max
CB
ROA 160 0.0066594 0.0180461 -0.0919992 0.0435536
VAIC 158 3.269446 1.896311 —4.346488 7.993929
HCE 158 2.29394 1.573455 -4.389133 5.803838
SCE 158 0.6484413 0.8832901 4.446823 5.286663
CEE 158 0.3270647 0.3784025 —1.487679 3.525128
BSIZE 160 18.50736 1.048418 15.36161 20.38377
ESIZE 160 6344.194 4498.277 319 15417
Risk 157 0.1424258 0.1047318 0.0027344 0.5620007
1B
ROA 40 -0.0005361 0.0140554 -0.0351991 0.019091
VAIC 40 1.7922 2.481521 —10.11614 4.186252
HCE 40 1.481571 0.8996578 —1.501443 2.731849
SCE 40 0.0378395 1.986337 —10.21769 4.512626
CEE 40 0.2727903 0.1836193 -0.1393728 0.6194074
BSIZE 40 17.37877 0.9717173 14.77927 19.55701
ESIZE 40 2656.35 2163.974 331 9168
Risk 40 0.0681043 0.0571908 0 0.2282608

Estimated regression results

Table 5 reports the results of multivariate regression, where
we have 157 bank year observations for CB and 40 bank
year observations for IB. Fisher type unit root test was
performed to check the unit root among variables, the
significant p-values of each variable indicate that data has
no unit root. The variance inflation factor test was
performed to check the multicollinearity among
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independent variables. The VIF for ESIZE =2.24, VAIC =
1.57, HCE =2.66, SCE = 1.09, CEE = 1.58BSIZE = 2.76,
Risk =1.12 reject the existence of multicollinearity among
variables. Further, Breusch-Pagan / Cook-Weisberg test for
heteroscedasticity was performed for each model, where
the p-values of Het-Chi2 reject the problem of
heterogeneity. Adjusted R2shows the higher explaining
power of each model ranging from 65.52% to 89.48%. At
1% significant p-values of F-test in each model show the
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goodness of overall model fit. Model 1 reveals the
comparative importance of employee size (ESIZE) and
VAIC while model 2 reveals the comparative importance of
employee size (ESIZE) and joint impact of VAIC
components (HCE, CEE, SCE) between CB and IB.

In model 1, the VAIC coefficient for CB is 0.0041 and for
IB 15 0.0020, which means a 1 percent increase in the VAIC
brings 0.0042 percent increase in the profitability of CB
and only 0.0020 percent increase in the profitability of IB.
However, the VAIC coefficients are economically and
statistically significant for CB and IB profitability, thus we
accept our hypothesis. As per finding, the VAIC
contribution to translate the profitability, is higher for CB
than the IB. The positive relationship between VIAC and
profitability is consistent with , , and . As for the employee
size, the coefficient of ESIZElarge (-0.0058& —0.0133) is
negatively significant for both the CB& IB respectively.
Here, this study suggests that those CB and IB with large
employee size are less profitable and not efficient to
generate value from employees than banks having small
employee size. The study also suggest that the increase in
the employee size has the higher negative impact on the
profitability of IB than CB. The positive coefficient of
BSIZE for CB is 0.0051 and for IB is 0.0140, which are
highly statistically significant. It shows that the increase in
the loans and advances have a significantly positive impact
on the profitability of both CB and IB, but a higher positive
impact on the profitability of IB than the CB. The CB are
big in size and they do not rely only on loans and advances,
rather they have a more diversified portfolio of interest—
generating assets like investments in the financial market,
as the average investment to assets ratio of CB (38.47
percent) is higher than IB(27.82 percent).As for the credit
risk, a negative coefficient value of Risk for CB is 49.0796
and for IB is -0.0209, which indicate 0.0796 percent
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decrease in the profitability of CB while only 0.0209
percent decrease in the profitability of IC with the 1 percent
increase in nonperforming loan ratio. However, the lower
estimated coefficient of Risk for IB is insignificant, which
reveals a sound credit management capability of IB, as the
average nonperforming loan ratio of IB (6.04 percent) is
lower thanthe CB (11.31 percent).

In model 2, this study has compared the impact of VAIC
components on the profitability of CB and IB. Among the
VAIC components, we only find the significant positive
impact of HCE on the profitability of both CB and IB
proving our expected hypothesis regarding VAIC
components. The positive coefficient of HCE is 0.0071for
CB and is 0.0164for IB. Higher coefficient of HCE for IB
indicates its high importance to translate their profitability
compared to CB. Previous studies also find the positive
impact of HCE on profitability (for instance, ,,,and). As
per finding, this study suggests that 1 percent increase in
HCE increases 0.0164 percent profitability of IB while
increases only 0.0071 percent profitability of CB when
measured by ROA. The estimated ESIZElarge coefficients
of CB and IB are negatively significant and decreased to —
0.0039 and -0.0090respectively, compared to Model 1,
which indicates that both CB & IB with large employees'
size have lower profitability. As for the control variables,
the positive and significant coefficients of BSIZE for CB
and IB have also decreased to 0.0034 and
0.0096respectively, compared to Model 1, which still
shows higher importance of loans for IB to generate their
profitability compared to CB. Similar to the model 1, the
risk has the negative and significant impact on the
profitability of CB while it is negative and insignificant for
IB in model 2. However, the results of BSIZE and control
variables in Model 2 remained consistent with the Model 1.

Table 5 : Estimated results of regression comparison

CB 1B TB
ROA Model 1 Model 2 Model 1 Model 2 Model 1 Model 2
0.004 1 *** 0.0020%** 0.0033 %%
VAIC (7.97) (2.88) (8.07)
0.0071 %% 0.0164%** 0.0074%**
HCE (10.60) (5.26) (12.31)
-0.0008 0.0005 -0.0001
SCE (H.01) (1.03) (-0.24)
0.0022 -0.0381 0.0024
CEE (1.02) (-1.63) (1.20)
-0.0058%* -0.0039%* -0.0133%* -0.0090%** -0.0074%***  -0.0051%***
ESIZE jarge (2.51) (-1.99) (2.32) (2.75) (3.45) (2.90)
0.0051 %% 0.0034%**  (0.0140%** 0.0096%*%  0.0074%%%* 0.0043 %%
BSIZE (4.11) (3.12) (4.78) (3.48) (6.85) (4.68)
-0.0796%**  -0.0426***  -0.0209) 0.0083 —0.0737%***  0.0368%**
RISK (-9.43) (—4.90) (-0.67) (0.42) (-10.18) (-5.28)
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Const.

Year Effect
Obs.

AdjR?
F-test
Prob>F
Het-Chi’
Prob> Chi’

-0.0916%**
(4.33)

Yes
157
0.7396
35.07
0.0000
114.32
0.0000

-0.0676%**
(-3.70)

Yes
157
0.8118
45.86
0.0000
94.93
0.0000

-0.2437%%*
(-5.16)

Yes

40
0.6552
6.70
0.0000
13.21
0.0003

-0.1832% %
(4.21)

Yes

40
0.8948
23.11
0.0000
15.55
0.0001

-0.1317%**
(-7.30)

Yes

197

0.7178

39.35
0.0000
144.42
0.0000

-0.0880***
(-5.76)

Yes
197
0.8148
58.49
0.0000
96.21
0.0000

Notes: Results of multiple regression are reported. CB presents the results of conventional banks, IB presents the results of
Islamic banks. The dependent variable is ROA, a proxy of profitability. VAIC value added intellectual coefficient is a measure of
intellectual capital. HCE is human capital efficiency, SCE is structural capital efficiency, CEE is capital employed efficiency,
ESIZElarge is a dummy variable to examine the effect of large employee size, assigned the value 1 if the bank has large
employees and 0 otherwise, and BSIZE represents bank size, measured as the natural logarithm of total advances, Risk is
calculated as the ration between nonperforming loans to total loan. ***, ** * specifies the coefficient significance at 1%, 5% and
10% respectively. We report t-values in parenthesis. Total observation denoted by obs. AdjR2 is the notation of adjusted R2. Het-

chi2 denotes results of heteroskedasticity.

Robust check

For the robustness of the results, this study has re-estimated
both Model 1 and Model 2 by two different ways. One, the
study has used one time lagged of independent variables
except for employee size because of a dummy variable.
Second, for employee size, we have analysed the reversal
effect of employee size from large employee size
ESIZElarge to small employee size ESIZEsmall and this
time has assigned 1 if the bank has employee size less than
employees mean value (5606) of sample banks and 0
otherwise. The robust results are presented in Table 5. The
coefficient of VAIC is positive and statistically significant

of CB while itis positive and insignificant for IB. The result
of VAIC is robust for CB reports that 1 percent increase in
VAIC increases 0.0041 percent profitability of CB, which
is almost consistent with the prior estimation (see Table 5).
As for the employee size, the coefficient values of
ESIZEsmall are positive for both CB and IB, which proves
the robustness and shows the higher profitability of banks
having small employee size than the banks having large
employee size. The magnitude of the coefficient values of
control variables has changed, but they have maintained
their significance level in Model 1 and remained consistent
with Table 5

Table 6 : Robust results of one time lagged independent variables and small employee size

CB IB B
ROA Model 1 Model 2 Model 1 Model 2 Model 1 Model 2
0.004 %% 0.0001 0.0026%**
VAIC 4 (7.16) (0.25) (5.82)
0.0049%** 0.0028 0.0047%**
HCEy (5.25) (0.45) (5.55)
0.0035%%* -0.0002 0.00127%**
SCEy (3.48) (-0.32) (2.02)
-.0003 0.0370 -0.0008
CEE (-0.06) (0.73) (40.19)
0.0021 0.0013 0.0109%* 0.0122%* 0.0039 0.0023
ESIZEgai  (0.82) (0.50) (2.28) (2.25) (1.65) (0.96)
0.0038%**  (0035%* 0.0166%** 0.0126%* 0.0059%**  (0.0044%**
BSIZE (2.89) (2.56) (6.46) (2.50) (5.16) (3.67)
76 www.pbr.co.in
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-0.0371%%%  —0.0332%%*%  —0.0264 -0.0018 0.0428***  .0269***
Risk (4.02) (2.86) (-0.90) (-0.05) (5.41) (2.81)

-0.0778*%**  —.0730%**  -0.2879 -9.2270%**  0.1108*** 4 0879***
Const. (-3.23) (2.94) (-6.48) (2.85) (-5.35) (4.11)
Year Effect  Yes Yes Yes Yes Yes Yes
Obs. 141 141 36 36 177 177
AdjR’ 0.6302 0.6284 0.6718 0.6566 0.5948 0.6154
F-test 20.88 17.91 6.97 5.78 22.53 21.12
Prob>F 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Het-Chi’ 60.81 64.67 10.74 12.43 80.69 75.27
Prob> Chi’  0.0000 0.0000 0.0010 0.0004 0.0000 0.0000

Notes: Results of multiple regression is reported. CB presents the results of conventional banks, IB presents the results of Islamic
banks. Dependent variable is ROA, a proxy of profitability. VAIC value added intellectual coefficient is a measure of intellectual
capital. HCE is human capital efficiency, SCE is structural capital efficiency, CEE is capital employed efficiency, ESIZElarge is a
dummy variable to examine the effect of large employee size, assigned value 1 if the bank has large employees and 0 otherwise,
and BSIZE represents bank size, measured as natural logarithm of total advances, Risk is calculated as the ration between

nonperforming loans to total loan. ***, ** * specifies the coefficient significance at 1%, 5% and 10% respectively. We report t—
values in parenthesis. Total observation denoted by obs. AdjR2 is the notation of adjusted R2. Het-chi2 denotes results of

heteroskedasticity

For the robustness of VAIC components, we find positive
significant impact of previous year HCE on the next year
profitability of CB and IB. This positive impact is
consistent with Table 5. The estimated coefficients of HCE
and SCE indicate that 1 percent increase in the HCE of
previous year increases the next year profitability of CB by
0.0049 percent. Consistent with the Model 1, the estimated
coefficients of ESIZEsmall are positive and statistically
insignificant in both Model 2. However, we find the robust
and consistent results of ESIZE and control variables,
similar to the Model 1 and Table 5.

Further robust check

For further robustness, we converted the data into panel and
applied ordinary least square (OLS) both fix and random
effect based on Hausman test. We also performed
Wooldridge test for autocorrelation and do not find any
problem of serial correlation of explanatory variable with
residuals. However, the study finds the consistent and
robust results.

Conclusion

This paper quantifies the importance of intellectual capital
and employee size for the profitability of conventional and
Islamic banks in Pakistan. For this purpose, data is
accessed from audited annual financial statements of 16
conventional and 4 Islamic banks over the period 2007—
2016. ROA has used to measure the profitability, VAIC has
used to measure the intellectual capital performance, and a
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dummy variable has used to examine the impact of
employee size on the profitability. Further, the impact of
bank-specific variables have controlled by the natural
logarithm of loans and nonperforming loan ratio. A 1
percent increase in the VAIC increases 0.0043 percent
profitability of CB and increases 0.0019 percent
profitability of IB. The estimated coefficient values of
VAIC indicate the CB in Pakistan are generating more
value-added efficiency than IB. The IB banks are smaller in
size than the CB. Therefore, the customer base of the
Islamic banks in Pakistan is limited due to the limited
understanding of Islamic principles. The estimated
coefficient values of HCE indicate its highest positive
impact to explain the profitability of IB than CB. This study
concludes that IB, in Pakistan generates higher value from
their investment in employees. Pakistan is a country that
was established on Islamic ideology, it is, therefore, not
challenging for the employees of Islamic banks to be more
efficient than employees of conventional banks due to their
diversified portfolio of banking products, which are based
on Islamic principles and consistent with Sharia compliant.

This study suggests that an increase in the employee size
decreases the bank's profitability of both CB and IB. The
large employee size tends to reduce the average wage rate,
which is the reason for employee dissatisfaction and lower
productivity. Because in Pakistan, almost all private banks
outsource their employees and deploy those employees in
the core areas of business e.g. Deposits generation and
financing. Those outsourced employees only fill the gaps
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and increase employee size, but generate less value than the
permanent staff because of dissatisfaction due to lower
remuneration. At the end of Dec 2016, the size of
outsourced employees of all conventional and Islamic
banksis 17,634 and 3,828 which is 15.88 percent and 19.85
percent of the total employees respectively. This is a higher
ratio and requires the attention of the management.Total
loans are an important bank-specific factor to translate the
profitability of both CB and IB. Further, the estimated
coefficient values of BSIZE determine their higher
importance to explain the profitability of IB than the CB.
The nonperforming loan ratio has the highest negative
influence on the profitability of CB. Further, we find a
higher risk ratio of CB than the IB in Pakistan.

These findings are useful for the academia for further
research and for the banks' management to make some
policy decisions. Since, the VAIC has more contribution to
translate the profitability of CB, so the Islamic banks in
Pakistan should consider intellectual capital as an
important area of the investment in order to enhance value—
added efficiency and to sustain their competitive
advantage. Knowledge, experience, and skill of the
employee are important drivers of the value maximization,
therefore, the investment in employees has potential to

generate higher value for both IB and CB. The findings of
this study suggest that an increase in the size of employees
does not always maximize the value. We further suggest
that the value of a firm can be maximized even with less
number of employees if more satisfied and loyal. This
study is limited to the banking industry of emerging market
like Pakistan. The importance of VAIC and employee size
can be compared with other emerging markets based on
Islamic ideologies. Further, this study has used VAIC to
compare the intellectual capital importance and used a
dummy variable to examine/compare the impact and
importance of employee size. Therefore, future studies can
deploy other methods of intellectual capital to compare its
importance and can use total number of employees to
examine/compare the impact of employee size on the
bank's profitability in Pakistan as well as other emerging
markets.
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Appendix
Table A: List of banks included in this study

Private Conventional Size Size
Banks Est. Date Islamic Banks Est. Date

Allied Bank Ltd. 0139ul1974 4 Al-Baraka Bank Pakistan Ltd. 06-Apr2006 24
Askari Bank Ltd. 23-Feb1992 9 Bank Islamic Pakistan Ltd. 13-Mar-2006 20
Bank Al-Habib Ltd. 21-Dec1991 7 Dubai Islamic Pakistan Bank 28-Mar-2006 21
Bank Al-Falah Ltd. 01-Oct1992 6 MCB Islamic Bank Ltd. 15-Oct2015 26
Faysal Bank Ltd. 04-Dec1994 13  Meezan Bank Ltd. 28Mar-2002 8
Habib Bank Ltd. 25-Aug1941 1

Ei?lb Metropolitan Bank 26-0ct-2006 11

JS Bank Ltd. 25-May-2006 15

17-Aug1948 5
02-Oct2003 16
20-Oct2008 25

MCB Bank Ltd.
NIB Bank Ltd.
SAMBA Bank Ltd.
Silk Bank Ltd. 30-Apr-1995 23
Soneri Bank Ltd. 17-Feb—1992 14

Standard Chartered Bank of 12
Pakistan Ltd. 30-Dec2006

Summit Bank Ltd. 01-Oct2007 18
United Bank Ltd. 09-Nov-1959 3

*The assets share of each banks determines its size. MCB Islamic banks is excluded from the regression model.
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