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ABSTRACT
The purpose of this study is to analyze the impact of Islamic banks’ performance
(measured through CAMEL analysis) on customers’ funds in Pakistan. This is an
exploratory study and will explore the moderating role of transparency in the
relationship between Islamic banks’ performance and the customers’ funds.
Healthy financial sector improves customers’ confidence and they further invest
their funds in Islamic banks (Abusharbeh, 2016). Rationale utilization of the
financial sector makes profitability (ROA) optimum, which in turn increases
depositor’s trust in the Islamic banking system (Abusharbeh, 2016). This study
first time analyzes the moderating role of transparency in the relationship between
Islamic banks’ performance and customers’ funds. The study analyzed listed
Islamic Banks and conventional banks having Islamic branches. The study is
supported by a sample of five banks having complete Islamic operations while
eleven other commercial banks with Islamic branches/windows. The quantitative
data is extracted from the database of central bank of Pakistan (SBP) for the past
five years (2014-2018). Time series data has been used to perform regression
analysis supported by HAC test. The study concludes that only four variables
(capital adequacy, assets quality, management quality and liquidity) out of five
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have significant impact on the variable of interest i.e. depositors’ funds for Islamic
banks in Pakistan through the moderating role of transparency. Whereas, the vari-
able profitability (net earnings after tax) does not have significant relationship
with the dependent variable through moderation of transparency. The study will
be helpful for Islamic banks to formulize their policies in a way that their deposit
base is increased. Further the central bank will also be benefited to impose certain
regulatory requirements including CAR, reserve ratios and disclosure guidelines
which are helpful for the customers. Additionally, the study will also be helpful
for the customers to make rational decision while deploying their funds.

Keywords: Islamic Banking, Islamic Banks’ Performance, Funds, Deposit

INTRODUCTION

Financial sector serves as lifeblood for economic growth in every country. There
has been substantial research showing the causal relationship between economic
growth and the financial sector (Calderon & Liu, 2003). It is argued that the direc-
tion of the relation between the two variables is of utmost importance. It has been
observed that an active and healthy financial sector is desired to achieve and
maintain higher economic growth rate. Research has also highlighted that the
relevant growth in financial sector is desirable as it results in economic growth
(Arestis et al, 2001). Besides growth in conventional banking, Islamic banking
industry has also shown remarkable growth since it first emerged during 1970’s.
By the end of 2018, Islamic finance assets showed 0.9% growth in assets with
almost USD 1.57 trillion and share around 71.7% in the overall Islamic Financial
Services Industry (IFSI) globally (Islamic Financial Services Board (IFSB),
2019). This evolution shows high demand from Muslim and non-Muslim popula-
tions who have been looking for Shariah-compliant financial sector that complies
with Islamic laws for their investment and financial products (Salina Rasli et al,
2020).

Research studies in Pakistan mostly remained focused around the functions of
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financial sector development to achieve economic growth. Khan et al (2005)
explained the observed correlation between the creation of the financial sector and
economic growth over the period from 1971 to 2004. They observed that, finan-
cial sector growth has significant and positive causal relationship with the
economic growth in long run, which is in line with the belief that “financial sector
development leads towards growth in economy™ as observed by Shahbaz (2012).
The economic growth is increased by financial sector growth whereas an instable
financial sector is likely to result in reduction in the growth. The tendency
explains that monetary volatility restricts the impact of financial sector growth on
economic growth (Shahbaz & Malik, 2010).

The major function of the banks is to play an intermediary role by collecting
deposits from their customers and providing funds to the business community
resulting in their business growth. This ultimately leads towards economic
growth. The savings are important component for economic growth. The major
function of savings is to support financial sector for further investments. People
maintain their savings in banks to get return as a reward for forgoing their current
consumption. Consequently, the deposits levels in the banks are affected by rate
of return on such deposits. Therefore, banks encourage deposits by giving reward
to their customers against these deposits (Kasri & Kassim, 2009). It is the belief
of Muslims that return paid in the shape of interest on deposits is riba, and that is
entirely prohibited in Islam. Due to prohibition of interest, Islam encourages vari-
ous equity and trade based investments (Usmani, 2006).

Interest based conventional financial sector is prevailing in Pakistan since incep-
tion. However, with the emergence of Islamic financial sector in the late nineties,
dual financial sector is working in Pakistan these days. Moreover, the Islamic
banking sector is making so much growth that conventional banks have also start-
ed opening Islamic windows and branches being monitored by separate Islamic
Banking Divisions in these banks and regulated by the Islamic Banking depart-
ment of the central bank (State Bank of Pakistan).
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Islamic banking has gained significant growth respectively in capital, Islamic
financing and customers’ funds. Moreover, as per SBP Islamic Banking Bulletin
of September 2020, the branch network for Islamic banks in Pakistan has reached
2685, and is expected to be at 3300 branches by the end of 2021 showing a
remarkable growth in Islamic branches as compared to growth in conventional
branches. Due to its stable performance even during the financial crisis around the
world, customers are more inclined towards Islamic financial sector, particularly
in Islamic countries. As per SBP recent reports, the deposits of Islamic banks are
growing at around 38% per annum.

It is a common observation that customers today have more knowledge about
Islamic financial sector and are transferring towards the emerging system of
Islamic finance. This research empirically explores that whether the customers are
impacted by the KPI's (key performance indicators) of Islamic banks. This is
explored by analyzing the causal relationship between the customers’ funds of
Islamic banks and CAMEL based performance components (Salina Rasli et al,
2020). These components consist of adequacy of banks’ capital, earning assets’
quality, management efficiency, banks’ profitability, and finally their liquidity
position.

Additionally, transparency is a major antecedent for creating and maintaining
positive relationships between banks customers and the Islamic banks. Transpar-
ency is defined as “openness of information disclosure including both good and
bad”. The transparent actions of banks can impact not only the relationship
between their customers but also to build their confidence. Transparency works as
a moderator between Islamic banks’ customers and the performance of the banks.
Healey and Pelepu (2001) reported that transparency is one of the most important
elements of good corporate governance. The correct and open disclosure of infor-
mation is a healthy governance principle that enables investors to better evaluate
a bank’s performance and make rational decisions. Bank transparency reveals
controlled disclosure at the banking level and distribution of related information
in the financial sector (Tedesse, 2006).
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Access to information is necessary to curtail information inequality between
insiders and outsiders and to enable the assessment of corporate performance by
the general investors (Cheung, Jiang, & Tan, 2010). Whereas low quality of infor-
mation results in higher uncertainty regarding investing decisions, it also ends up
in increased risk introduction and increased financial inefficiency (Flannery &
Thokor, 2006). Disclosures are crucial for banks as they ensure transparency,
reduce uncertainty in the market, and allow investors to make informed decisions
based on objective information. For Islamic banks, the importance of disclosures
is even more significant as the annual reports serve more than their regulatory
purpose (Ahmed Ali et al, 2020).

Enhanced transparency and reporting keep large investors better informed about
how a bank is operated and controlled and how banks are prevented from taking
undue risks. In addition, the literature (Stephenou, 2010) recommends that trans-
parency minimizes moral vulnerability, encourages answerability by helping
supervision, increases market efficiency and reliability, and enhances market
control.

Previous literature e.g. Hall (2006); suggests that if financial institutions report
related information about their funds arrangement and risk coverage, this leads to
strong market control principles that have a direct impact on banks’ asset quality.
Greuning and Igbal (2008) found that disclosure is a strong tool to expose banks
to market control and present reasonable data, allowing for a logical analysis of
financial risk.

Because of the personal impartiality nature of the Islamic tools, business transpar-
ency is particularly important for Islamic banks. As Islamic financial institutions
raise funds on the basis of profit and loss sharing, all parties to bank transactions
must have full rights to the information contained in the agreements (Ariffin et al,
2007).

Investment account holders demand greater transparency in the banks financial
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operations to keep reviewing their investments (Greuning & Igbal, 2008). The
scarcity of information and lack of confidence among investors could lead to the
withdrawal of funds and pressurize the account holders to stop banking with
Islamic banks. That can disseminate throughout the financial sector, resulting in
system failure. Furthermore, Darmadi (2011) found that Islamic financial institu-
tions are required to disclose to their investors the features of their corporate
governance to allow them to determine how a bank is regulated and how their
assets are handled to remain compliant with the Sharia principles in prudential
manner.

Moreover, the potential for Islamic banks to face various kinds of market and
operational threats such as liquidity may impact customers ' funds (Zaini & Rosly,
2008). Therefore, the aggregate output quality of Islamic banks is an important
factor in assessing the prudent management of the customers’ funds of Islamic
financial institutions/banks. Islamic banking sector manages its funding and
financing operations in Pakistan by means of two forms of deposits namely
demand funds which can be withdrawn any time at demand, and the investment
funds which are invested for a fixed maturity and are withdrawable at the maturi-
ty. Such funds are reinvested in the viable ventures according to Islamic modes of
financing such as Morabahah, Musharaka, Modaraba, Salam, Istisna, etc., as
stated by Ismal (2011) and Wijaya (2008). The healthy performance of Islamic
financial sector can therefore increase the trust of customers that have more funds
resulting in increased public savings and the greater number of customers in
Islamic banks. Nevertheless, Islamic banks' performance in Pakistan is evaluated
and controlled in compliance with the SBP Shariah governance framework.

The study analyzes data variables of customers’ funds from 2014 to 2018. In addi-
tion, this analysis will use the particular variables of the banks’ output that are
adequacy of the capital, quality of the assets, efficiency of the overall operations,
profitability, and liquidity position to estimate the amount of their impact on
customers' funds.
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THEORETICAL BACKGROUND

2.1 Performance theory of banks

Under the performance theory of banks, each Financial Institution/bank is
assessed with respect to five key elements of CAMEL analysis that represent
bank's major financial and management aspects. CAMEL is defined as analyzing
the five key elements of a bank i.e. capital adequacy, assets’ quality, management
efficiency, earnings of the bank and its liquidity position. Hasbi and Haruman
(2011) initially, focused that the relative impact of these five dimensions on
customers’ funds is significantly influential and carries utmost importance. How-
ever, later on, they noticed that adequacy of capital and efficiency of overall oper-
ations had a strong and positive relationship with customers’ funds, although prof-
itability, performance of the assets, and overall liquidity variables had no signifi-
cant impact on customers' funds. In addition to this, other studies e.g., Mohtarom
(2009) indirectly reported that the rise in performance indicators had a direct
impact over the banks' deposits.

Similarly, Aldehani et al (2015) explored Islamic banks' output prior to and
through the financial catastrophe in 25 Gulf countries. They used Islamic financ-
ing/asset and deposit/ asset ratios to measure Islamic banks’ performance. They
found that Islamic financial institutions were more stable before and during the
slowdown than the conventional banks.

The customers’ funds are affected through financial and operational performance
of Islamic banks, because the performance has an impact on the funds deposited
by the customers. In addition, customers are interested in managing their funds
held in Islamic banks to ensure effective and efficient use of their savings yielding
best possible returns given the risk level involved.

Islamic Banks' financial performance through CAMEL analysis is generally
divided into a number of elements like criteria for adequacy of capital, earning
value of the assets, competence of the overall operations, and the bottom line, i.e.
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net profitability (Bashir, 2001). Such elements allow financial institutions to
assess their monetary and operational actions based on the assessment of CAMEL
(Hasbi & Haruman, 2011). Thus, in addition to operational activities, the study
carefully explores the assets and liabilities sides to protect and manage the funds
of Islamic banks’ customers and to ensure public trust in the Islamic financial

sector.

2.2 Behavioral theory of life-cycle savings

Deposits are the function of savings. Savings are aimed to increase assets or to
meet some financial obligation in future (Chang, 2004), and the ultimate causes
for savings have been described in different ways (Canova, Rattazzi, & Webley,
2005). Sufficient literature with theoretical and empirical consideration is availa-
ble on the concept of saving (Canova et al, 2005).In the discipline of psychology,
saving is viewed as an act of regularly setting aside resources for achieving some
goal in future (Lewis, Webley, & Furnham, 2005). In addition to the psychological
factors, the saving decision is also affected by economic factors (Furnham &
Argyle, 2008).

The major function of savings is to serve as a strong base for investment. People
maintain their savings in banks to get return as a reward for forgoing their current
consumption. Consequently, the deposits levels in banks are affected by rate of
return on such deposits. Therefore, banks encourage deposits by giving reward to
their customers against these deposits (Kasri & Kassim, 2009). As such healthy
performance of banks is a key factor to offer an attractive profit rate to their
customers.

3- Literature Review

Keeping in view the performance assessment of the Islamic Bank, Menarvi (2011)
stated Islamic financial institutions are appraised on strength and the direction of
elements of CAMEL as in conventional banks to ensure a healthy state. Sahajwala
and Bergh (2000) explained that [slamic banks ' performance is assessed on vari-
ous elements such as adequacy of capital, assets growth, profitability and liquidity
based on CAMEL's traditional framework published by the Federal Reserve bank
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U.S.A, which is applicable both for conventional and Islamic banks.

Whereas, Sarkar (2006) claimed that the CAMEL concept is aimed at evaluating
and monitoring changes in the financial health and risk appetite of a bank to
produce timely caution and to help the central bank and other regulatory bodies to
take justified action in a timely manner. Sarkar (2006) explained that CAMEL is
a justified reflector showing bank’s financial health and customers’ interest, as it
interacts with major assets and liabilities as well as profitability.

Past studies drawbacks are that most of them centered on addressing Islamic
banking industry's financial characteristics compared to conventional ones. There
have been very few research studies in the past that have addressed the gap in
exploring the effect of banks’ overall output on their deposit related customers,
particularly the effect on customers ' funds in relation to certain prominent risks
such as ineffective financing and operational risks. Resultantly, this study
attempts to explore the relationship among some specific factors of banks output
and the customers’ funds.

3.1 Capital Adequacy Ratio (CAR)

Khan and Merakhor (1987) stated the supposed value of deposits is not confirmed
and will keep varying depending on the bank's actual output, any change in the
Modaraba and Mosharaka agreements will also change the worth of public depos-
its. In this setting, Sundarajan and Errico (2002) claimed that banks' asset financ-
ing risks in all degrees can transfer to their investment deposit customers. Accord-
ing to Jozsef Varga et al (2020), this component of CAMEL analysis is a major
indicator of soundness for banks. The equity capital reflects the financial capabili-
ty of'a bank and allows cushion against the losses, if any. Moreover, according to
Salina Rasli et al (2020) capital adequacy is measured on the bank’s financial
strength and capital position. This ratio is derived by calculating the total capital
over total assets, which to discover the banks’ ability and capacity to hold a
reasonable level of losses from banks” operation.
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Hi: Capital adequacy ratio has statistically significant impact on Islamic banks’
deposits in Pakistan.

3.2 Non Performing Financing

Banks’ asset quality is linked to the quality of the credit provided by the bank as
measured with the non-performing loan (NPL) which consists of overdue loans
and follow-up loans (Salina Rasli et al, 2020). Furthermore, Zaini and Rosely
(2008) studied the risk and the corresponding profit of the customers of Islamic
bank investment. They found that the overall output of the bank had a significant
impact on deposits for investment. The higher risks associated with the credit and
inadequate financing, however, may decrease the value of the Islamic bank's capi-
tal and customers funds. Jozsef Varga et al (2020) state that the rating of bank’s
assets (financing, investments, etc.) must be carried out after certain intervals.
They used rated loans, particularly the rate of nonperforming financing compared
to total financing.

H2: Nonperforming financing has statistically significant impact on Islamic
banks’ deposits in Pakistan.

3.3 Efficiency of the Operations (OEOI)

Rosely (2005) stated that deposits from Islamic banks are not a viable option if
Islamic institutions’ outlays show unfavorably higher expenses of such transac-
tions. This shows that the unfavorably elevated working costs in Islamic financial
institutions over their operating income can decrease the amount of their custom-
ers’ funds towards Islamic financial sector. According to Jozsef Varga et al (2020),
the assessment of management performance is the most subjective component of
the CAMEL analysis. However, they used the earnings before tax compared to the
total earnings as the measure for management assessment. Salina Rasli et al
(2020) argued that management efficiency reflects the soundness of bank’s man-
agement as safeguard acting of the management to operate the bank efficiently
and smoothly. This depends on how management controls its cost to increase
productivity as well as banks achieve higher profits ultimately known as excel-
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lence management or skillful management.

H3: Operational efficiency has statistically significant impact on Islamic banks’
deposits in Pakistan.

3.4 Net Earnings (ROA)

The study examines Islamic banking literature on Islamic funds and earlier studies
that examined the association between the output quality of Islamic banks and the
funds of their customers. Initially, Seddige (1981) considered banking on profit
and loss sharing basis instead of paying and collecting interest on financial trans-
actions. He replaced the concept of interest rate with the Islamic concept of profit
and loss sharing (PLS) rate to comply with the principles of Islamic financial
transactions. Under the PLS scheme, Seddige (1981), introduced that Islamic
banks' assets and liabilities are correlated as the firms share profits or losses with
the banks, converting profits or losses to the banks’ customers. As per the research
study by Jozsef Varga et al (2020), the most important element of CAMEL analy-
sis is ROA, which shows how much earning one unit of investment gives. Accord-
ing to Salina Rasli et al (2020), earnings quality (EQ) is subjected to the effective-
ness and efficiency of assets and liabilities management of an institution. The
earnings performance’ increase should attract stakeholders’ confidence, such as
depositors, investors, creditors, and the public.

Hy4: Profitability has statistically significant impact on Islamic banks’ deposits in
Pakistan.

3.5 Liquidity

People having surplus funds over their spending, deposit their savings in the
Islamic financial sector which in effect invests their funds in the businesses that
are in need of such funds for their business operations. Since financial sector deals
with concept of governing the flow of funds from the superfluous people to the
deficit businesses, it is very simple to mention the essence of the Islamic econom-
ic system (Rosely, 2005). According to Jozsef Varga et al (2020), liquidity shows
that how much the bank can fulfill its short-term liabilities using its current assets.
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To reach the continued solvency, banks need to create harmony in the assets and
liabilities by date and maturity. As concluded by Salina Rasli et al (2020), bank’s
liquidity refers to cash reserves, securities, bank’s ability to convert an asset into
cash, and available bank lines of credit. To have adequate liquidity, it must meet
one-year maturity period for all unsecured debt obligations.

Hs: Liquidity has statistically significant impact on Islamic banks’ deposits in
Pakistan.

3.6 Transparency

Should transparency in the banks encourage or undermine banks' stability? This
topic is the subject of current bookish discussion without reaching agreement
between policymakers as well as academics. Overall, there are competing hypoth-
eses in the literature about the impact of transparency on bank risk behavior. Suffi-
cient literature on banking shows that transparency can foster bank stability by
improving the market discipline of banks ' risk-taking decisions.

The more information the public receives, the stronger the discipline of the market
(Weng et al, 2015). Market regulation is a tool that could significantly restrain the
motivation to take extra risk, resulting in more expensive for banks to take risks
(Areffen et al, 2007). Banks having financial strength get reward for their perfor-
mance and risk effectiveness, whereas banks with poor financials are fined with
higher capital raising costs. Market regulations results in rewards prudent risk

management and efficient operations.

Dermirg-Kent and Teresse (2008) investigated whether compliance with the basic
principles of active banking supervision in connection with information provision
improves bank soundness. The bank’s strength is evaluated by the ratings of
Moody, Z-score, and the level of disclosure of information under the core princi-
ples of Basel. They noticed that banks in countries requiring banks to routinely
and reliably disclose their financial data to regulators and market participants earn
more favorable financial strength ratings from Moody.
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Moreover, various international bodies (e.g., the Basel Banking Supervision
Committee, the World Bank, and the IMF) suggest that countries improve their
banking sector transparency by improving disclosure. They suggest regulators to
improve risk disclosure under Basel 2 Pillar 3 and stress that greater transparency
in financial reporting contributes significantly to bank stability through the use of
financial reports in active market control and banking monitoring.

In addition, enhanced openness promotes resource allocation by promoting
market efficiency by increasing information irregularity (Tedesse, 2006). Mean-
while, Watts and Zimerman (2006) conclude that by controlling disclosure the
knowledge distance between knowledgeable and ignorant participants in the
economy is minimized by establishing minimum disclosure requirements. A
disclosure of financial information from a bank allows its stakeholders to correct-
ly evaluate the risk appetite of a bank.

Due to profit sharing arrangements, Islamic banks are likely to be more transpar-
ent than conventional banks as the investment account holders may need more
information from the banks to monitor their investments (Neifar & Jarboui, 2018).
In Islamic Banking Institutions, the depositors-bank relationship is that of part-
ners, due to the underlying contract of mudarabah. Transparency presents objec-
tive and detailed information, in easy to understand manner, to the depositors
about the utilization and income of their funds (Ahmed Ali et al, 2020).

Hs: Transparency moderates the effect of Islamic banks Performance on the

customers’ funds.

3.7 List of Hypothesis

Hi1: Capital adequacy ratio has statistically significant impact on Islamic banks’
deposits in Pakistan.

H2: Nonperforming financing has statistically significant impact on Islamic
banks’ deposits in Pakistan.

H3: Operational efficiency has statistically significant impact on Islamic banks’
deposits in Pakistan.
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Hy4: Profitability has statistically significant impact on Islamic banks’ deposits in
Pakistan.

Hs: Liquidity has statistically significant impact on Islamic banks’ deposits in
Pakistan.

Heé: Transparency moderates the effect of Islamic Banks Performance on the
customers’ funds.

4- Data Extraction and Methodology

This is an exploratory study based on quantitative data analysis. Accordingly, the
purpose of this chapter is to explain data description, measurement of variables,
research methodology, model specification and econometric model. Analyses
have been performed using time series, quantitative secondary data.

4.1 Data Description

The study analyzed listed Islamic Banks and conventional banks having Islamic
branches. These banks are registered with SBP as well as Pakistan stock exchange
(PSX). The study is supported by a sample of five banks having complete Islamic
operations while eleven other commercial banks with Islamic branches/windows.
The data is extracted from the database of central bank of Pakistan (SBP) for the
past five years (2014-2018). In addition to data extraction from Pakistan Bureau
of Statistics, and publications of SBP, annual financial reports of the banks for the
period of five years (2014-2018) are also analyzed for information disclosure to
measure transparency.

4.2 Measurement of Variables

The basic purpose of the study is to analyze the variation in customers funds (DF)
with respect to the impact of the elements of CAMEL with moderating role of
transparency. As such the variable customers funds is the basic interested variable
of the analysis and is being considered as a proxy for confidence of banks’
customers in Islamic banking sector. Considering the types of bank deposits,
Hasbi and Haruman (2011) measured this component as follows:

DF = (Demand deposits + Investment deposits) DV (1)
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The explanatory components consist of five elements of CAMEL that are used to
measure bank’s overall output (performance indicators) discussed as follows:

4.3 Capital Adequacy Ratio (CAR)

This refers to bank’s equity position where the capital net off revaluation surplus
is capable to cover all losses and the long term resources of the bank resulting in
a sufficient excess for the ongoing operations and the future viable growth
projects (Ebhodeghe, 2001). It is measured as bank capital (general reserves, capi-
tal, surplus income, and income from the current operations, excluding revalua-
tion surplus, if any) with respect to risk weighted assets (Sarkar, 2006). As such
this element is measured as:

CAR = (Adjusted capital of the Bank/ Total assets carrying Risk weights) IV1 (2)

4.4 Nonperforming or Delinquent financing

This is reported as the quantum of overdue finance for which provision has been
held under objective or subjective criteria as laid down by the regulatory bodies.
It is a measure of quality of the bank’s resources and it shows the ability of a bank
to diversify risks and to recover the defaulted finances (Sundarajan & Errico,
2002). The lesser ratio shows the better quality of the earning assets. Thus, it is
measured as follows:

NPF = (The principal amount of non performing finances / Total finances) 1V2 (3)

4.5 Efficiency of the Operations (OEOI)

This proxy is used to calculate efficiency of the bank’s management, and is calcu-
lated by dividing operating cost to operational income (OEOI) as explained by
Sarkar (2006). He stated that OEOI can be an alternative measure to assess quality
of management in a bank. As such the lower OEOI shows that management is
running the operations efficiently for the bank. This is measured as:

OEOI = (Operational Expenses / Operational Incomes) IV3 4)
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4.6 Net Earnings (ROA)

Net Earnings can be measured in different ways due to a number of indicators of
net earnings such as ROE, ROA, etc., while many researchers favor to apply profit
on assets (ROA) because it covers optimum utilization of total assets to generate
net profit. Rosely (2005) explained profit on assets as income less taxes divided
by total assets. Therefore, it is measured as follows:

ROA = (Net profit after tax / Total assets) IV4 (5)

4.7 Liquidity

This reflects a bank’s capacity to pay off amounts due within one year and demand
deposits. Alternatively, it is the capability of a bank to exchange its resources into
cash without undue costs (Sunderajan & Erreco, 2002). Meanwhile, Hasbi and
Haruman (2011) used the ratio of total funding to total deposits to measure Islamic
banks' liquidity status. As such it is measured as:

FDR = (Total finances/ Total demand and time deposits) IV5 (6)

4.8 Transparency

In the financial literature (e.g., Baumann & Nier, 2003; Bushman, Piotroski, &
Smith, 2004) and in relation to banks, many metrics and various indices of trans-
parency have been used. This study uses a multidimensional transparency meas-
ure unique to Islamic banks based on previous studies and regulatory documents
released by the Islamic Financial Services Boards (IFSB), and Accounting and
Auditing Organization for Islamic Financial Institutions (AAOIFI).

In general, a corporate transparency disclosure index will be built using a disclo-
sure checklist composed of various items grouped into five distinguished informa-
tion types that a bank must tackle to attain a crucial level of transparency. In this
study, these steps will be used for the general disclosure of corporate data, the
disclosure of financial information, the general disclosure of corporate govern-
ance, and the disclosure of risk management.

The disclosure is measured binary in nature (i.e., occurrence vs. nonoccurrence)
instead of qualitative, using content analysis (Haniffa & Hudaib, 2006). The score
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is 1 for each item if the bank discloses the information, otherwise it is 0. All items
carry equal weight to exclude any biased findings on the comparative importance
of each item (Hodgdon & Tondkar, 2008). The index used in this study is based on
the quantity of the annual reports issued by the banks. The score for each bank j
and for each element of corporate transparency is determined as follows:

CTDIj=(TnjiXijx 100) / nj

Where CTDIj is the corporate transparency disclosure index of the bank j and
ranges from 0 to 100, Xij varies from 0 to 1 and nj is the maximum number of
items. A cumulative transparency disclosure score is obtained for each account by
taking an average of five intermediate ratings. The higher a bank's score, the more
transparent it is to publish its annual report.

Additionally, transparency level of all banks will also be measured through SBP
penalty amounts imposed due to non-compliance of Shariah principles. The lesser
the amount of the penalty, the higher will be the transparency level.

Methodology

5.1 Model Specification
This study contains the following equations to econometrically analyze the effect
of Output/Performance of Pakistani Islamic Banks over the customers’ funds:
General Equation:

Y t=a+pX t+e t

Where Y is dependent variable and Xt is set of regressers.

This study estimates the following equation to find the relationship of Islam-
ic banks’ performance and the customers’ funds:
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DF, = a+ BCAR; + B,AQ; + P3ROE; + PB,OE; + BsLDR; + LcCTDI; + &.......... (1
Moderating Role of Transparency, measured on the basis of information disclosure:
DF, = a+ BCAR; * CTDI, + B,AQ; + B3ROE, + B,OE, + BsLDR; + [cCTDI, +

Where:

DF = Customers’ funds

CAR = Capital Adequacy Ratio

AQ = Assets Quality (Non performing loans)
ROE = Return on equity

OE = Operational Efficiency

LDR = Loan to deposit ratio

CTDI = Corporate Transparency Disclosure Index
€ = Error Term

t = Time Series

5.2 Econometric Model

The study reflects descriptive/summary statistics showing coefficients that sum-
marize a given set of data that can be either a representation of the whole popula-
tion or a subset of a population. Descriptive statistics are divided into measure-
ments of central trend and measurements of variance (spread). Furthermore,
correlation is used to calculate the linear relationship between two quantitative
variables and to denote the magnitude and direction of the relationship between
variables.

Regression is a technique which allows a researcher to estimate the linear or
straight line relationship which shows the impact of X denoted independent varia-
ble(s) on the dependent variable denoted by Y. This is also known as ordinary least
square (OLS) estimator. Furthermore, in order to address the issues of heteroske-
dasticity and autocorrelation, HAC test (Heteroskedasticity- and autocorrela-
tion-consistent) has been used to validate the assumptions of regression.
6-Conclusion of the Study

This study has attempted to analyze the moderating effect of transparency
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between the bank specific financial variables (CAMEL) and customers’ funds for
Islamic banks in Pakistan. The five key elements of CAMEL have been used as
independent variables which are: capital adequacy ratio, assets quality (non
performing financing), management quality (operational efficiency), profitability
and the liquidity. The study concludes that only four variables (capital adequacy,
assets quality, management quality and liquidity) out of five have significant
impact on the variable of interest i.e. customers’ funds for Islamic banks in Paki-
stan through the moderating role of transparency. Whereas, the variable profitabil-
ity (net earnings after tax) does not have significant relationship with the depend-
ent variable through the moderation of transparency. Moreover, the study
concludes that Islamic banks in Pakistan can impact their customers’ funds with
transparency moderating through capital adequacy, assets quality (nonperforming
financing), management quality and liquidity position. These findings are similar
to that concluded in earlier studies such as Zaini and Rosly (2008), Hasbi and
Haruman (2011) and Ismal (2011).

The study has reached that transparency moderates between the key elements of
bank performance and the behavior of the customers and their approach towards
Islamic banks such as capitalization, management efficiency and the liquidity.
This means that high levels of capital adequacy, management efficiency and the
liquidity will generate high level of customers’ funds. Whereas increase in
nonperforming financing carrying significant default risks will result in decrease
in public confidence in Islamic banks. Similarly, the study shows that the element
of profitability does not affect deposit level significantly.
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