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Abstract
The purpose of this paper is to investigate the impact of Value Added Intellectual
Coefficient (VAIC) and its components such as Human Capital Efficiency (HCE),
Structural Capital Efficiency (SCE) and Capital Employed Efficiency (CEE) on the
financial performance of conventional and Islamic commercial banks in Pakistan. For
estimations, the data was collected from Financial Statement Analysis (FSA) of Financial
Firms assembled by the State Bank of Pakistan (SBP) during 2007-2016. Pooled
Ordinary Least Squares (OLS) method was used to estimate the impact of VAIC and its
components on performance of 6 Islamic and 22 conventional commercial banks in
Pakistan. Results show that VAIC and its components (i.e. HCE, SCE and CEE) have a
significant, positive impact on all performance measures (i.e. ROA, ROE and EPS) of
conventional banks. CEE is the only component of VAIC that significant and positively
impacts the performance of Islamic banks. Descriptive statistics show that the mean
value of HCE is higher for conventional banks than for Islamic banks. No big difference
is observed between the mean values of SCE and CEE in both types of banks. However,
mean value of intellectual capital efficiency (ICE) was higher for conventional banks due
to the greater mean value of HCE, than for Islamic banks. In sum, VAIC has substantial
effect on the performance of conventional banks. This might be due to the reasons that
conventional banks are operating in Pakistan since independence, and have a strong
deposits-base due to nationwide branch network than Islamic banks, which are at the
infancy stage.
Keywords: Value Added Intellectual Coefficient (VAIC), Intellectual capital, Human
capital, Structural capital, Conventional banks, Islamic banks
Introduction

In modern economies and businesses over the globe, intangible assets have
gained significant importance for improving performance. In today’s knowledge-based
world, information and knowledge have evolved out as dominating factors, impacting the
welfare of organizations (Mondal & Ghosh, 2012). Internationally, with the rising
competition in different sectors, intellectual capital is now being considered as crucial for
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businesses to create more value and yield high business sustainability (Isanzu, 2015).
Researchers believe that ingredients of intellectual capital such as human capital and
relational capital have become critical success factors behind value creation and
sustainable competitive advantage (Al-Musali & Ismail, 2016). Therefore, practitioners
are now devoting sublime attention to the role of intellectual capital in businesses
(Mondal & Ghosh, 2012). Importantly, intellectual capital has a greater role to play in
knowledge-based industries such as banking, because the main resources occupied by
banks are intellectual and non-tangible in nature (Al-Musali & Ismail, 2016; Shih et al.,
2010). Technically, value creation and satisfaction of a bank’s customers would normally
depend upon how well the bank manages its human resources, uses information
technology, and runs its systems and processes, and its general administration. Hence, a
bank’s performance has to largely depend upon the management of intellectual capital.
This research utilizes Pulic’s (2004) VAIC™ model to examine the effect of VAIC and
its components on the financial performance of conventional as well as Islamic
commercial banks operating in Pakistan. Researchers believe that banks are the most
convenient businesses for such a study researching intellectual capital due to the
intellectual nature of banking activities, and the possibility of accessing reliable data (EI-
Bannany, 2012).

The banking sector of Pakistan has marked exceptional growth in recent years. It
earned pre-tax profits of Rs.150.4 billion, with a strong ROE of 22% and ROA of 1.8%
(Arifeen, 2018) during 2017. Arifeen (2018) notes that advances (gross) to the private
sector rose by 6.1% in the second quarter of year 2017, compared to 4% for the same
quarter of 2016 which could be attributed to macroeconomic conditions, for instance,
monetary easing and steady large-scale manufacturing performance. Furthermore, he
notes that the banking sector presented favorable figures regarding deposits; year 2016
marked a 20.4% increase in the deposits, which was greater compared to the average
increase of 12% for the previous three years. With the size of Pakistan’s economy - $300
billion with a growth rate of 5.28% for 2016-17 (Rana, 2017), and the importance of the
banking sector for the economy, the significance of this study is well evident. The impact
of VAIC on organization’s performance has been a growing area of investigation in
various contexts; however this research area did not receive enough attention in Pakistan.

Thus, this study makes invaluable contribution by conducting research on
Pakistan’s banking sector on a contemporary topic of intellectual capital. The findings of
this research are useful for Pakistan’s banking sector as they guide bank managers and
strategists about the importance of managing intellectual capital and its components in
their banks. There are a few studies on this topic in the context of Pakistan, but they deal
with a particular category of financial institution such as insurance companies (Wasim-
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ul-Rehman et al., 2013) or Islamic banks (Khan, Yasser, & Hussain, 2015), while only
limited research is available on the comparative performance of conventional and Islamic
banks (Gul et al., 2015). They do not include recent data, or they are limited in number
(Ahmad & Ahmed, 2016; Rehman et al., 2012). Hence, the objective of this paper is to
revisit the impact of VAIC and its components on the performance of conventional and
Islamic commercial banks using the most recent dataset (2007-2016) available on the
website of the SBP, and by taking three accounting-based performance measures such as
Return on Assets (ROA), Return on Equity (ROE), and Earnings per Share (EPS).
Specifically, the impact of HCE, SCE, ICE and CEE is analyzed on the three
performance measures. Moreover, the importance of this study can be assessed from the
fact that 6 Islamic banks, including the newly established MCB Islamic bank, and 22
conventional banks, including 5 big commercial banks are part of the analysis. For better
understanding, the regression analysis was not only performed on the individual dataset
(Islamic and conventional), but also on the cumulative dataset for all commercial banks.

The remaining paper is structured as follows. Literature review of earlier
empirical studies on the impact of VAIC on bank performance is presented in the next
section. Afterwards, details regarding data and methodology are presented. This is
followed by descriptive statistics and regression results. The next section presents the
discussion on the results. Finally, the last section provides conclusions and suggestions
for future research.

Literature Review

Intellectual Capital

With the mounting importance of intellectual capital for business success, the
definition of this concept has also become rich and complex. It is under improvement and
varies with respect to different sectors (Isanzu, 2015). The literature reveals that
organizations as well as researchers have relied on various definitions of intellectual
capital. As per Organization for Economic Cooperation and Development (OECD),
intellectual capital refers to the economic value of an organization’s human capital and
structural capital (Al-Musali & Ismail, 2014). Traditionally, Itami (1987) expressed
intellectual capital as composition of a firm’s intangible assets like reputation, royalties,
brand name, and technology, etc. which are important for attaining competitive
advantage. Later, other researchers have followed to explain intellectual capital as
comprising of intangible components like experience, intellectual property, information,
knowledge, franchises, copyrights, patents, etc., but those components have been varying
among the scholars (Meles et al., 2016).

Moreover, a large volume of literature indicates that researchers have measured
intellectual capital across three main dimensions including human capital, structural
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capital, and relational capital (Chen, 2008; Meles et al., 2016). Human capital is
conceptualized at the individual level which basically refers to the employees’
knowledge, expertise, intellectual abilities, wisdom, and competence. Structural capital is
contained at the organizational level and points towards intellectual capital as evident
through organizational systems, procedures, databases, technology, and culture etc.
Researchers argue that structural capital is what remains with the company when its
employees go back to their homes after work (Meles et al., 2016; Roos et al., 1997).
Relational capital is about wisdom and knowledge accumulated by an organization
through its relationships with its stakeholders. Among a plethora of definitions, some
organizations have developed their own definition. For example, Skandia Insurance
Company defines intellectual capital as something consisting of organizational
experience, knowledge, skills, technology, and customer relationships that could provide
the company a competitive advantage (Ting & Lean, 2009).

Although various conceptualizations suggested by past scholars are rich and
sound comprehensive, yet they suffer from certain weaknesses such as being too
gualitative, demanding sensitive judgment, and unavailability of public data. Therefore,
this research relied on Pulic’s (2004) VAIC™ for its purpose. VAIC™ consists of three
dimensions: HCE, SCE), and CEE. HCE represents the value added through investment
in employees and their competences. For example, it represents the degree to which a
firm has improved its performance by investing in employee training, education, health
and safety, job design, labor management relations, etc. (Alhassan & Asare, 2016).
Similarly, SCE indicates the value created by an organization through investment in the
structural capital, contained at organizational level such as technology, systems, and
culture. Lastly, CEE measures organizational value addition through the capital employed
in the firm. A large number of researchers have utilized VAIC™ as a tool to assess
intellectual capital in their studies (Mondal & Ghosh, 2012; Ting & Lean, 2009). Sveiby
(2010) worked on the methods of measuring intellectual capital and provided a review of
42 methods for measuring intangible assets. He suggests that VAIC is one method which
measures intellectual capital at organizational level and offers a reasonable mechanism to
obtain monetary valuation.

Intellectual Capital and Performance

The impact of intellectual capital on organizational performance has been the
subject of many studies conducted in different contexts. These studies have been diverse
with respect to the measurement of intellectual capital and the choice of performance
indicators. Results of these studies vary to some extent, but most of them suggested that
performance could be enhanced by improving ICE. Concerning corporate and industrial
sectors, researchers in various contexts have reported a positive impact of intellectual
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capital on the performance of companies (Abdullah & Sofian, 2012; Kurfi et al., 2017).
Xu and Wang (2019) recently did a study taking VAIC and Modified VAIC models
into account for South Korean and Chinese textile firms for the period 2012-2017.
Overall, the findings reported positive effect of intellectual capital on productivity,
profitability, and earnings of South Korean and Chinese companies. At sub
component level, contribution of CEE was most important for both countries’ firms,
and that of Relational Capital Efficiency (RCE) was the least. Soetanto and Liem
(2019) also argue that the results of the previous studies, concerning the impact of
intellectual capital on performance and market value, are mixed. To explore further,
they analyzed 127 firms in Indonesia from 12 different industries for the period 2010
and 2017 and found that intellectual capital positively affects the performance. CEE
and SCE had positive effects on company value creation, but the effect of
intellectual capital on market value was not significant. Importantly, CEE had a
positive impact for high-level knowledge industry. Another recent study in the same
context by Tarigan et al. (2019) found similar results. Based on five-year data, it
reported that intellectual capital had a significant relationship with financial
performance, but not with market value. Interestingly, HCE had no significant
relation with performance and market value, but CEE had significant relationship;
and SCE had negative relationship with market value. Hamdan (2018) conducted his
study in the context of Saudi Arabia and Bahrain, and found a significant
relationship between intellectual capital and ROA, and an insignificant relationship
between intellectual capital and Tobin’s Q. The findings were also different for the
two countries.

Smriti and Das (2018) studied the companies listed on the Centre for
Monitoring Indian Economy Overall Share Price Index (COSPI) between 2001 and
2016 and discovered that human capital majorly affected company productivity. In
addition, SCE and CEE were also positively connected to market value and sales
growth. Moreover, Kurfi et al. (2017) suggested that intellectual capital positively
impacted financial performance of food product companies in Nigeria. Employing Pulic’s
VAIC terminology, they suggested that CEE and SCE were the most important
influencers of performance over the period 2010-2014. Similarly, Abdullah and Sofian
(2012) suggested that various components of intellectual capital were positively related to
corporate performance among Malaysian PLCs, wherein relational capital had the
greatest relationship. Basically, the relationship between intellectual capital and
performance is based on and is supported by the Resource Based Theory (RBT), which
suggests that higher performance could result by managing organizational resources such
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as knowledge, human resource, and culture etc., well (Abdullah & Sofian, 2012; Kurfi et
al., 2017).

In the financial sector, numerous studies have been conducted on the topic. For
instance, in the context of US banks, Meles et al. (2016) conducted a research on this
topic for 5749 commercial banks, over the period 2005-2012, and reported positive effect
of intellectual capital on banks’ performance. Among various intellectual capital’s
dimensions, HCE had the greatest impact. Similar findings were reported by lIsanzu
(2015), which suggested the positive influence of intellectual capital on banks’
performance in Tanzania. Additionally, the study reported the positive impact of HCE
and CEE and the negative impact of SCE on performance. Al-Musali and Ismail (2014)
had also reported similar findings in their study of banks operating in Saudi Arabia.
Later, Al-Musali and Ismail (2016) reported positive influence of intellectual capital on
banks’ financial performance for six countries in the Gulf Cooperation Council (GCC). In
the context of Malaysian financial sector, Ting and Lean (2009) reported positive impact
of VAIC on ROA. In the context of Indian banks, Mondal and Ghosh (2012) suggested
that intellectual capital was important for attaining competitive advantage, and the
relationship between VAIC and banks’ profitability and productivity indicators actually
varied.

Empirical Studies in Context of Pakistan

Certain studies on intellectual capital have been conducted in Pakistan’s context,
but the designs of those studies have been different. However, they have, on overall,
reported the positive influence of intellectual capital on performance. For instance, Igbal
and Zaib (2017) suggested that with regards VAIC, HCE impacts the performance of
microfinance banks and investment banks; and SCE positively impacts the performance
of commercial banks. Ahmad and Ahmed (2016) also conducted a similar study on the
topic by taking 78 various listed financial institutions in Pakistan over the period 2008-
2013 and concluded that intellectual capital is an important determinant of financial
efficiency of those institutions. Additionally, they reported that human capital played a
greater role in improving performance. Wasim-ul-Rehman et al. (2013) reported
somehow varied findings in the context of insurance companies in Pakistan. Relying on
panel data, they reported that HCE positively affects EPS, but that CEE has a negative
relationship with the return on investment. Further, for 2010, Rehman et al. (2012)
reported positive effects of three components of VAIC on various indicators of banks’
performance (ROA and ROE).

Moreover, Khan et al. (2015) conducted a study to examine the effect of VAIC
on the financial performance of five Islamic banks in Pakistan. Covering six years’ time
period (2009-2014), the study concluded positive effect of intellectual capital on banks’
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financial performance. Recently, Haris et al. (2019) studied the effect of intellectual
capital on bank profitability in Pakistan and reported curvilinear relationship
between the two. Interestingly, CEE and HCE had a positive, while SCE had a
negative effect on the banks’ profitability. Given the size of Pakistan’s economy, as
well as the importance and contribution of the banking sector to it, the studies conducted
so far on the subject of intellectual capital and performance relationship seem limited.
Although, a few studies have been conducted on the subject, but either they deal with a
particular category of financial institution such as insurance companies (Wasim-ul-
Rehman et al., 2013) or Islamic banks (Khan et al., 2015), or they do not include recent
data, and are limited in number (Ahmad & Ahmed, 2016; Rehman et al., 2012). This
research fills an important research gap of revisiting the impact of intellectual capital on
performance by relying on the most recent data (2007-2016) and performing a separate
analysis for conventional banks and Islamic banks operating in Pakistan.
Data and Research Methodology
Data
For this research, data was obtained from the FSA of Financial Firms assembled by
the SBP during 2007-2016. SBP has compiled the data of 28 commercial banks, out of
which 22 are conventional, and 6 are Islamic. So, all conventional and Islamic
commercial banks are included in this study. However, the sample consists of 251
observations, out of which 204 pertain to conventional, and 47 relate to Islamic banks.
The reasons for using the unbalanced panel data are as follows:
a)  Different Islamic and conventional commercial banks started their operations in
Pakistan at different points in time that is why data relevant to all commercial banks
during the study period was not available. For instance, SBP has started compiling data of
MCB Islamic bank since 2015. Moreover, some commercial banks either closed their
operations or merged with other commercial banks in Pakistan.
b)  More importantly, banks with missing/incomplete data were deleted from the
analysis.
Variables
Table 1 presents the definition of VAIC and its components, and performance
measures. Measurements relevant to VIAC and its components were adopted from Pulic
(2004), while the description of performance indicators was taken from earlier empirical
studies.
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Table 1: Definition of Variables

Variable Symbol Measurement

Performance measures

Return on Assets ROA; Pre-tax profit/total assets

Return on Equity ROE; Pre-tax profit/shareholders equity

Earnings per Share EPS;

Pre-tax profit/‘common shares outstanding.

Value Added Intellectual Coefficient and its Components

Human Capital HCE;;
Efficiency

Structural Capital SCE;
Efficiency

Intellectual Capital ICE;;
Efficiency

Capital Employed CEE;
Efficiency

Value Added VAIC;
Intellectual

Coefficient

Control Variables

Bank size BSZ;
Leverage LEV;
Liquidity LIQi

Ratio of value added to human capital. Value added
defined as the difference between output and input.
Output is defined as interest/profit earned whereas
input is measured as interest expensed/return on
deposits. Human capital measured through
administrative costs incurred by the banks.

Ratio of structural capital to value added; wherein,
structural capital is described as the difference
between the value added and the human capital.
Summation of human capital efficiency and
structural capital efficiency.

Ratio of value added to capital employed. Capital
employed defined as the difference between total
assets and intangible assets.

Summation of intellectual capital efficiency and
capital employed efficiency.

Natural logarithm of total assets.

Total deposit liabilities + non-deposits liabilities to
total assets ratio.

Ratio of cash and balance with treasury banks +
balance with other banks to total assets.

Methodology

This study employs the Pooled OLS method on unbalanced panel data to
investigate the impact of VAIC and its components, i.e. HCE, SCE, and CEE on the
performance of banks measured as ROA, ROE and EPS. The basic regression equations

are as following:

ROA it ROE i, EPS i=a+ S1HCE i+B2SCE it B3CEE ip+B4BSZ ig+fsLEV ivt oL 1Qi+Cit (1)
ROA i, ROE i, EPS it = at BiVAIC i+ BBSZ it BLEV it BaLIQ it Cie (2)

where

ROA;; = Return on assets, ROE;; = Return on equity, EPS;= Earnings per share, HCE;; =
Human capital efficiency, SCE; = Structural capital efficiency, CEE; = Capital
employed efficiency, BSZ; = bank size, LEV; = leverage, LIQy = Liguidity, a = y-
intercept, & = error term, 1.8 = Coefficients of concerned explanatory variables
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Descriptive Statistics

Table 2 provides the summary statistics of variables relevant to conventional and
Islamic banks. The mean values of ROA for conventional and Islamic banks are 1.02
percent and 0.01 percent respectively. Similarly, mean values of ROE for conventional
and Islamic banks are 13.67 percent and 5.20 percent respectively. Finally, mean values
of EPS for conventional and Islamic banks are Rs.5.08 and Rs.0.77 respectively. In sum,
these statistics show that conventional banks are more profitable compared to Islamic
banks, which might be for the reason that conventional banks are have a long history of
operating in Pakistan since the independence. In contrast, Islamic banks have a short
history because Meezan bank is the premier bank that started its operations in Pakistan in
2002. Averages of HCE reveal that spending on human capital produce more value for
conventional banks than for Islamic banks. Notably, averages of SCE are more or less the
same in both types of banks, which may be due to the reason that all commercial banks
are liable to adhere to the policy decisions made by the SBP. The mean values of ICE)\ of
conventional and Islamic banks are 2.06 and 1.46 respectively. Although, no big
difference can be observed between the mean values of SCE in both types of banks, but
conventional banks have a higher value of ICE due to the higher value of HCE. It is
interesting to note that the mean values of CEE are approximately the same in both types
of banks. Finally, mean values of VAIC for conventional and Islamic banks are 2.10 and
1.50 respectively. As explained earlier, no big difference is observed between the mean
values of SCE and CEE in both types of banks, but the figure of ICE is higher for
conventional banks than for Islamic banks due to higher mean value of HCE.

Mean values of the natural log of total assets (i.e. bank size) for conventional and
Islamic banks are 19.31 and 17.95 respectively, which show that conventional banks are
bigger than Islamic banks. Mean values of leverage for conventional and Islamic banks
are 89.39 percent and 85.01 percent respectively. These averages show that conventional
banks have more deposit liabilities and non-deposit liabilities than Islamic banks. Finally,
the mean values of liquidity for conventional and Islamic banks are 8.57 percent and
12.65 percent respectively. These statistics show that Islamic banks retain more liquid
assets than conventional banks because Islamic banks tend to finance the working capital
needs of the firms.

Table 2: Descriptive Statistics

Variable  Conventional Banks N=204 Islamic Banks N=47 All Banks N=251
Mean Min Max Mean Min Max Mean Min Max
ROA; 010 -09% .051 001 -046 020 008 -09% 051
ROE ; 137 -179 365 052 -229 338 20 179 365
EPS 508 454 244 771 125 658 428 454 244
HCE 157 -114 790 101 -236 172 147 236 790
SCE 490 669 205 450 508 246 486 669 246
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ICE 206 -656 204 146 492 246 195 656 246
CEEj; 038 -057 .078 038 -013 067 039 -057 .079
VAIC; 210 656 204 150 491 246 199 656 246
BSZ i 193 158 216 179 157 203 190 157 216
LEV; 899 652 970 851 464 949 885 460 977
LIQ 085 030 210 126 056 277 093 032 277

Regression Results

Regression results presented in Table 3 show the effects of HCE, SCE, and CEE
on three different performance measures i.e. ROA, ROE and EPS. In conventional banks,
HCE and CEE have a significant positive effect on all performance measures, whereas
SCE positively affects only EPS. Bank size positively affects ROA and EPS. Notably,
leverage positively affects ROA and negatively affects EPS. Finally, liquidity is
positively related to EPS.

In Islamic banks, HCE is positively related to ROA and ROE and negatively
related to EPS, however the relationships are insignificant. SCE is negatively related to
ROE and EPS while positively related to ROA, however the relationships are not
significant. CEE is the only component of VAIC that is significant and positively affects
all performance measures. Further, bank size has a positive effect and leverage has a
negative effect on all performance indicators. Liquidity has an insignificant impact on the
performance of Islamic banks.

In all banks, HCE is positively linked to all performance indicators. SCE has
insignificant impact on performance. CEE is positively related to ROA and ROE. Bank
size is positively related to all performance indicators. Leverage is positively linked to
ROA and negatively linked to EPS. Finally, liquidity is positively related to EPS.

In summary, VAIC and its components are positively linked to the performance
of conventional banks. In contrast, CEE is the only component of VAIC that is positively
linked to the performance of Islamic banks.

Table 3: Effects of HCE j; SCE ;; and CEE ;; on Performance Measures

Varicble Conventional Banks N=204 Islamic BanksN=47 All BanksN=251
ROA; ROE;  EPS, ROA; ROE, FEPS, ROA, ROE; EPS,
C 005 L35 380N S188M  201P% 2080 000 1210 420%
987)  (308)  (654)  (467) (758 (830  (109) (38) (974
HCE, 009 1380 251M% 004 028 -013 00g 1300 226w
(126) @14 (659 119 (L)  (00) (116 (445  (566)
SCE, 002 -012 313* 001 -002 -013 003 006 0193
(113) 103  (199) 037 (1000  (360) (163  (8%0) (173)
CEE, BBEPTY B3N 45 30DR 206 2914 BIIRe BEee 451
(195) B (00 @58  (28) (216 (169 (426 (249
BSZ, 00LF* 034 3019 QLM 1410 2130 Q02M 004 3080
294) 146)  (939) @65 (662 (789 (455 (203 (113
LEV, 038 384 D530 L043F 609 1050 018 125 217
(366) (810)  (3%)  (18) (36) (4% (18  (40) (507
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LIQ; 001 180 2095 034 074 161 018 0512 188
012) (2400 (97 116 (03  (60) (139 (106 (285
8% 388 60 677 818 792 856 387 634
RMSE 007 36 440 009 066 851 008 290 400
FSaiiic 282 208 560 140 300 255 242 257 706
Prob. 000 000 000 000 000 000 000 000 000

*H*x x*x * show level of significance at 1%, 5% and 10% respectively (t-Statistic reported in
parenthesis)

Results reported in Table 4 show the effect of VAIC on different performance
measures. In conventional banks, results show that VAIC is statistically significant and
has positive association with ROA and EPS. Bank size has a positive and leverage has a
negative effect on all performance indicators. Liquidity is positively related to EPS. In
Islamic banks, VAIC is inversely linked to all performance measures, however the
relationships are insignificant. Bank size has a positive, whereas leverage possesses a
negative relationship with all performance indicators. Liquidity has insignificant impact
on performance. In all banks, VAIC is positively related to ROA and EPS. Leverage is
inversely, whereas bank size is directly linked with ROA, ROE and EPS. Liquidity is
positively linked to EPS. In sum, VAIC has significant positive impact on performance of
conventional banks. In contrast, VAIC has insignificant effect on performance of Islamic
banks.

Table 4: Effects of VAIC j; on Performance Measures

Variable Conventional Banks N=204 Islamic Banks N=47 All Banks N=251
ROA; ROE; EPS; ROA;  ROE; EPS; ROA; ROE; EPS;
C -130%**  -910** A7 2000 2247 29,07 -0.14%* -1.88** -51.2%%*
(542 (883 (72 (Bl (775 (946) (-8.19) (539) (110
VAIC; 001** 006 593**+* -001 -005 -034 008* 001 0.328***
(231) (530) (355)  (-330)  (144) (087) (1.74) 013) @73
BSZ; 0097%** 329 4107 014%** 1627%* 2.18%** 009%** 1297 4177
807 (5.39) (129) (459 (7.36) 922 9.79) (6.48) 15.7)
LEV; -050%* -645 351 056 -690*  -100% -043** -574* -29.6%**
(-223) (122 (-5.16) (-2.06) (-357) (-5.06) (243) (-1.62) (-6.32)
LIQ¢ 040 515 31.8*** -002 -197 -591 015 403 16.4**
(970) (590) (28)  (007)  (-778) (-210) (560) (730) (2.24)
302 150 533 A47 673 137 325 164 535
RMSE 018 383 492 012 087 936 017 347 459
F-Stat 215 883 56.7 851 216 294 296 120 70.7
Prob. 000 .000 .000 .000 .000 000 000 .000 .000

*x*x k% show level of significance at 1%, 5% and 10% respectively. (t-Statistic reported in

parenthesis)

Discussion on Results
Results reported in Tables 3 and 4 show that VIAC and its components positively
affect the performance measures of conventional banks. Specifically, the positive
relationships of HCE, SCE, CEE and VAIC with different performance measures confirm
the findings of earlier empirical studies (Abdullah & Sofian, 2012; Kurfi et al., 2017,
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Meles et al. 2016; Ting & Lean, 2009). More importantly, results largely confirm the
prediction of RBT, which suggest that the presence of invaluable resources (human,
physical, and structural) lead the firm towards better performance. Summary statistics
presented in Table 2 show that the mean value of HCE is higher for conventional banks
than for Islamic banks. In other words, spending on employees generates substantial
value addition for conventional banks than for Islamic banks. Notably, no big disparity is
observed between the mean values of SCE in both types of banks. This might be due to
the reason that SBP is responsible for the maintenance of the creditability of the financial
system in the country. Consequently, it is mandatory for all commercial banks to adhere
to the policy decisions made by the SBP. Moreover, all banks believe in following the
best practices in order to build image and to maintain creditability. The mean value of
ICE is higher for conventional banks than for Islamic banks. It is because of the higher
mean value of HCE. Another interesting finding of this study is that no big difference
was observed between the mean values of CEE in both types of banks. In other words,
physical and financial assets generate more or less, the same value addition for Islamic
and conventional banks, regardless of the differences in the nature of banking and
banking products. Finally, VAIC positively affects the performance of conventional
banks in Pakistan. VAIC is the summation of ICE and CEE, and ICE is the summation of
HCE and SCE. As explained earlier that average values of SCE and CEE are
approximately the same in both types of banks, HCE is the most significant element and
due to it VAIC positively affects the performance.

CEE is the only component of VAIC that is significant and possesses a positive
relationship with the performance of Islamic banks. In other words, physical and financial
capital creates substantial value for Islamic banks than the value created by human and
structural capital. This is because Islamic banks are in the initial stage of their life cycle
and have short history. Although Islamic banks have spent a reasonable amount of money
on human capital but have not yet been able to create substantial value for themselves. In
summary, VAIC™ proposed by Pulic (2004) lend a helping hand in recognizing the
effect of intellectual capital on the performance of banks in Pakistan.

Bank size is positively related to ROA, ROE and EPS. This might be due to the
reason that banks with more assets, multiple banking products and a wider branch
network can magnetize more customers and deposits than banks having limited banking
products and branch networks. In general, leverage is negatively related to performance.
Deposits act as life blood for any commercial bank. In general, a bank accepts deposits at
lower rates compared to the rates at which it lends money to the borrowers. However,
aggressive lending leads to excessive losses which in turn negatively affects the
performance. Finally, liquidity is positively related to EPS. Summary statistics indicate
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that Islamic banks retain more liquid assets than conventional banks. This is because of
the nature of banking business as Islamic banks prefer to provide funds for working
capital needs of firms.
Conclusion

Do VAIC and its components (HCE, SCE and CEE) affect the performance of
conventional and Islamic banks working in Pakistan? It is an important research question
which is addressed in this research due to unclear results of earlier empirical studies.
Results show that HCE, SCE, CEE and VAIC have a positive impact on the performance
of conventional commercial banks. In contrast, CEE is the only component of VAIC that
has a positive impact on performance of Islamic banks. Thus, results suggest that Islamic
banks will have to make substantial investments in human capital to enhance their
financial performance. Moreover, we recommend that all banks must focus on
intellectual capital for improving their performance. Bank size and liquidity have a
positive, while leverage has a negative effect on performance. Descriptive statistics show
that conventional banks are bigger, and have more deposits and non-deposit liabilities
than Islamic banks due to their nationwide branch network and long history. In contrast,
Islamic banks retain more liquid assets than conventional banks. This may be due to the
reason that Islamic banks prefer to finance the working capital needs of the firms. In sum,
results indicate that Pulic’s (2004) VAIC is relevant in explaining the performance of
Islamic and conventional commercial banks in Pakistan - an emerging economy.
Moreover, the results of this paper are useful for bank managers to understand the
importance of VIAC and its components on measuring banks’ performance. In particular,
book-based performance measures are used in this empirical study due to the non-
availability of data relevant to share price because few Islamic banks are listed on PSX.
Finally, we suggest that the impact of relational capital on bank performance may also be
explored, which is the task for future research.
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