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Risk-Return Analysis of Three Asset Portfolio
using Islami Banks - Evidence from Dhaka Stock
Exchange

Abdul Kadar Muhammad Masum ¢, Dr. Abdul Hamid Chowdhury © & Md. Abul Kalam Azad ?

Abstract - This paper aims at analyzing performance of
Shahjalal Islami Bank Ltd. (SJIBL) at micro level. The study is
based on 18 companies of Dhaka Stock Exchange (DSE). As
population, 93 listed companies of DSE are purposively
selected from a total of 544 companies. Ratio analysis,
Individual stock analysis and Portfolio analysis have done
using data between 2005 and 2011. A three stock porifolio
analysis has been made compiling three financial industries
namely; Banking, Insurance and Financial Institutions.
Evidence from the study reveals that SJIBL has high return and
low risk characteristics. Portfolio result depicts that
combination of Islamic Banks’ (IB) stock in portfolio investment
can accelerate portfolio return and can reduce risk.

I. [NTRODUCTION

slamic Banking has offered a new era of defining risk

return relationship. Traditional theory suggests for

higher return for adopting high level of risk and vice
versa. But IB claims for higher return with relative lower
risk and hence claims an alternative solution for a
sustainable financial future. Firstly, depositor's money
should be considered as equity. This transformation of
depositors as equity reduces the financial leverage ratio
and as a result the risk of IB as measured by standard
deviation of profit profitability declines sharply.
Secondly, the risk in IB depends as the level of the
coverage of interest charges ratio since interest is
omitted in deposit holders and is replaced by profit
sharing the fixed interest payment is completely
eliminated. Therefore, the coverage of interest charge
ration will we either very high meaningless consequently.
However, Qureshi (1984) claims that equity based
financing in the Islamic framework will increase the
exposure of risk.

The prime objective of the paper is to analyze
various profitability ratios and their risk levels of SJIBL
and compare its performance with banking industry in
Bangladesh and to perform Portfolio analysis of SJIBL in
order to determine it's the risk diversification
characteristics.
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11. DATA AND VARIABLES

Sample selection: Out of 22 Industries under
Dhaka Stock Exchange, three Financial Industries (a
total number of 18 out of 93 Companies) are purposively
selected for the study of which SJIBL is one of the main.
These Companies are selected based on their length of
the operation and Paid up Capital. Out of the thirty
Banks, all six privately owned Islamic Banks are
selected for comparison purpose. The reason behind
such selection is the nonexistence of the public Islamic
Banks in the country. Number of Selected Financial
Institutions and Insurance Companies is 4 of 22 and 8 of
41 respectively.

Data Source: Only secondary data is used in
the study using panel data for desired analysis.
Research has been conducted through three different
methods. First, for the last seven years various
profitability ratios and their risk levels (standard deviation
and coefficient of variation) are calculated for SJIBL
only. Second, for four years rates of return of SJIBL’s
stock and standard deviations are compared with the
other common stocks listed in DSE. Third, the behavior
of SJIBL’s stock is investigated in three-stock portfolios
in order to determine a pattern of risk diversification. For
ratio analysis, data is gathered from the financial
statements and annual reports of the individual banks,
annual reports and quarterly statistical bulletins of 2005-
2011.

a) Financial Models

Stock Analysis: When assessing the bank's
performance, income statements do not always reveal
the whole story. To assess a bank's performance
potential, bank stock price movements can be analyzed
(Madura, 1992). Here, the intention is to determine the
risk-return characteristics of the stocks listed in Dhaka
Stock Exchange, and then compare SJIBL stock with
the others. Therefore, the annual returns of each stock
for a period of Four years between 2008 and 2011 are
calculated with the help of a formula shown in Appendix
(Formula 1).

Portfolio Analysis: The portfolio behavior of
SJIBL’s stock is determined by taking the following
steps;
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Firstly, the stocks of 18 actively trading
companies registered with the DSE are classified into

three industries according to their lines of business.
Then each industry's weight has been calculated:

Table 7 Industry Equity (*) (million BD) Weight

SL.No | Name of the Industry Quantity Equity(*) (million BD) Weight (%)
1 Bank (6 out of 30) 06 69318 83%
2 Financial Institutions (4 out of 22) 04 8441 10%
3 Insurance (8 out of 45) 08 5192 7%
Total 18 82951 100

Source . Annual Report of Respective Institutions

Secondly, three-stock portfolios have been
established by taking one stock from each sector every
time. This process resulted in creating 192 portfolios
("®C, = 192). As the weight of stocks in the portfolio, the
weight of the related industry has been used.

In the last stage, returns and standard
deviations of these industries weighted 192 portfolios
have been calculated with the help of a formula shown
in Appendix (Formula 2)

[11. LITERATURE REVIEW

Risk is the potential that a chosen action or
activity (including the choice of inaction) will lead to a
loss (an undesirable outcome). The notion implies that a
choice having an influence on the outcome exists (or
existed). Potential losses themselves may also be called
"risks".

Major Risk faced by Islamic | Major Risks Risk Classification
Banking Products Types of

Contract

Murabahah Credit risk Unsystematic risk
Musharakah Market risk, Agency risk Systematic risk
Mudarabah Market risk, Agency risk Systematic risk

liarah Thumma Al-Bay Credit risk

Unsystematic risk

ljarah Wa Iktina

Operational risk, Payment risk

Unsystematic risk

Salam Delivery risk Systematic risk
Istisna’ Delivery risk Systematic risk
Bay’ Al-Enah Credit risk Unsystematic risk
Tawarrug Credit risk Unsystematic risk
Commodity Murabahah Credit risk Unsystematic risk

Source : Rosli and Zaini (2008)

Khan and Ahmed (2001) discuss that Islamic
banks not only face risks that conventional bank face
but they also have to deal with the new and unique risk
as a result of their unique asset and liability structure.
According to them, this new risk exists due to the
compliance of Shariah requirement. Among the nature
of operations in Islamic financial institutions majority are
based on profit and loss sharing, as such it is perceived
that such transactions pose lower risk. While profit and
loss sharing contracts expose Islamic financial
institutions to a specific risk related the each type of
contract and Qureshi (1984) claims that equity based
financing will increase the exposure of the Islamic bank
to risks.

In the case of Islamic banks, risks will vary
depending upon the types of instruments used in the
transactions either in deposit or financing. Sundararajan
and Errico (2002) and Venardos (2006) argue that
Islamic banks will face greater challenges in identifying
and handling risk than conventional banks because of
the complexities arising from the nature of the risk for
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each contract and profit loss sharing concept of certain
financing product.

While, Rosly and Zaini (2008) and Hassan and
Dicle (2005) discuss that, the nature of risk faced by the
capital owners in an Islamic bank varies and is unique in
accordance to the types of financial instruments it uses,
the people it hires to manage the bank and its degree of
transparency.

Rosly and Zaini (2008) explain that risk
associated with each single product can further be
broken down into major and non-major risk. Major risk
means the risk that dominates the product in use. Due
to the unique nature in each product offered by Islamic
banks, Kahf (2005) argues Islamic banks need variant
“risk  identification = processes”,  different  risk
management approaches & techniques and require
different kind of supervision as well. Table | identifies
major risk for each type of contracts or instruments used
in Islamic banks.

According to Turen (1996) and Sundararajan
and Errico (2002), Islamic financial institutions can be



riskier than conventional financial institutions due to
several reasons including the specific nature of risk and
unlimited number of ways to finance a project using
either profit & loss sharing or non-profit & loss sharing
contracts. Lack of standardization in each type of
contract is also another factor that is why Islamic
financial institutions are riskier than its companion.
Akkizidis and Khandelwal (2008) explains that
the scarcity of hedging instrument, undeveloped inter-
bank money markets and a market for government
securities which are Shariah compliant, make Islamic
financial institutions more vulnerable to unfavorable
events than conventional financial institutions. Cihak and

Hesse

(2008)

financial system.

Table Il shows that Return on Assets of SJIBL is
higher than the commercial banking sector. Risk of such
profitability was measured by coefficient of variation
depicts much smaller
commercial banking sector. So, risk position of SJIBL is

V.

also argues

result for

that

ANALYSIS

lower than other commercial banks.

Table 2. Ratio Analysis of SJIBL in comparison with Total Banking Industry

Return on assets (%) Gross income/risk weighted assets | Return on Equity

Years | *Allbanks | **SJIBL | *Allbanks | **SJIBL *All banks **SJIBL
2005 0.70 1.72 4.41 5.15 15.01 34.46
2006 0.79 217 4.45 6.43 14.13 38.44
2007 0.89 2.60 4.66 7.10 13.78 23.21
2008 1.16 2.26 5.10 6.14 15.60 25.58
2009 1.37 2.08 5.03 5.26 21.72 25.10
2010 1.78 3.01 4.01 4.59 20.97 30.71
2011 1.52 1.26 418 3.72 20.31 25.51
Mean | 1.17 2.16 4.55 5.48 17.36 29.99
SD 0.40 0.56 0.41 0.94 3.48 6.33
C\V. 0.34 0.26 0.09 0.17 0.20 0.21

Islamic  financial
institutions pose risk to the financial system that in many
regards differ from those posed by the conventional

SJIBL than the

Source : *Bangladesh Bank Report, **Annual Report of Respective Banks

The above figure shows that ROA of SJIBL for
the period of 2005-2011 results all time higher than that
of all bank average for the same period. It signifies
average higher return of SJIBL compared to all banks
average. However, the ROA also signifies that the overall
performance of the management to generate profit for
the period is high. Table also reveals that Gross
income/risk weighted assets on average is higher in
SJIBL than the commercial banking sector. With the

profitability of equity holders, measured by net profit
after tax over total equity, SJIBL results higher than the
industry average. The standard deviation of SJIBL is
higher than other commercial banks. So, in this stage,
risk level of SJIBL is higher than other commercial
banks. The profitability measures used here indicate that
SJIBL has achieved a higher profitability in terms of
ROA, except with a slightly lower ROE ratio.

Table 3 . Average annual returns, standard deviations and coefficient of variations of the stocks registered with
Bangladesh Stock Exchange

S/L Institution Code Average Ranking Standard Ranking of | Coefficient of | Ranking
Annual of AR deviation (SD) | SD variations of CV
Returns (AR) of (AR) (CV)

1 Fereast Islami Life A 0.200 18 0.347 15 1.737 19

2 Social Islami Bank Ltd B 0.236 15 0.274 9 1.163 10

3 Al-Arafah Islami Bank C 0.370 6 0.359 18 0.971 8

4 First Sec. Islami Bank D 0.274 10 0.374 20 1.367 13

5 Exim Bank E 0.287 9 0.338 14 1.179 11

6 Islami bank BD Ltd F 0.148 21 0.051 1 0.344 1

7 Green Delta Ins. G -0.070 26 0.363 19 -5.209 -

8 Reliance Ins. H 0.214 16 0.167 4 0.778 7

9 Shahjalal Islami Bank | 0.378 5 0.251 6 0.663 4

10 ICB J 0.261 13 0.450 24 1.720 18

11 Prime Fin. & Inv. K 0.141 22 0.295 11 2.084 22

12 Premier Les. & Fin. L 0.293 8 0.352 16 1.203 12

13 IDLC Finance M 0.243 14 0.353 17 1.449 16

14 Eastern Ins. S 0.298 7 1.083 26 3.633 24
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15 BGIC O 0.067 24 0.125 3 1.872 21
16 Peoples Ins. P -0.062 25 0.275 10 -4.436 -
17 Pragati Ins. Q 0.071 23 0.214 5 3.019 23
18 Asia Pacific Gen Ins R 0.465 4 0.327 13 0.703 5

Source : Results have been compiled from the panel data.

As is seen from Table lll, the average annual
return of SJIBL has a ranking of five from the top in the
total market. But, if only the commercial banking sector
is considered, SJIBL's stock achieved the best
performance. In terms of standard deviation of annual
returns of SJIBL scored the sixth lowest risks in total
market. But if only commercial banks are considered,
SJIBL has the lowest deviation of annual returns among
all the commercial banks. Ranking by coefficient of

risk. Instead of risk minimization, this finding can be
expressed as profit maximization (the reciprocal of
coefficient of variation), i.e. for a given level of risk, SJIBL
has the fifth highest average return and the highest
average return among all the commercial banks listed in
the stock exchange.

It should be noted that this result does not
necessarily hold in a portfolio context, where the
appropriate risk measure is not only the standard

variation shows that SJIBL has the fourth lowest risk in  deviation or coefficient of variation but is also the
the total stock market. But if only commercial banking  correlation coefficient.
stocks are considered, again, SJIBL offers the lowest
Table 4 . Ranking of (3-stock) 32 Portfolios on the basis of Portfolio Standard Deviation
CODE Portfolio SD Portfolio CV Rank of PCV CODE Portfolio SD Portfolio CV Rank of PCV
IKH 0.2504 0.7300 65 IJA 0.2624 0.7412 81
IMP 0.2511 0.7520 66 UG 0.2625 0.7831 82
IKO 0.2603 0.7824 67 ILH 0.2639 0.7367 83
IKQ 0.2605 0.7823 68 ILO 0.2639 0.7588 84
IKP 0.2607 0.8054 69 ILQ 0.2641 0.7587 85
IMH 0.2608 0.7342 70 ILP 0.2642 0.7798 86
IMO 0.2609 0.7609 71 IKR 0.2645 0.7335 87
IKA 0.2609 0.7629 72 ILA 0.2645 0.7407 88
IMQ 0.2610 0.7605 73 ILG 0.2646 0.7821 89
IKG 0.2610 0.8078 74 IMR 0.2649 0.7144 90
IMA 0.2614 0.7422 75 IJR 0.2659 0.7136 91
IMG 0.2615 0.7841 76 IKN 0.2675 0.7667 92
IJH 0.2618 0.7375 77 IMN 0.2679 0.7460 93
IJO 0.2618 0.7595 78 ILR 0.2680 0.7133 94
luQ 0.2620 0.7594 79 IUN 0.2689 0.7451 101
IJP 0.2622 0.7810 80 ILN 0.2709 0.7442 114

Source : Results have been compiled using Formula 2 (Appendix)

Table IV exhibits the findings of risk-return
positions of portfolios. Out of the total of 192 portfolios,
the results of 32 portfolios have been given. As is seen
from Table lll, the least risky portfolio (INZ) is composed
of the stocks of Shahjalal Islami Bank Limited, United
Leasing and Asia Insurance. In the same way, all

portfolios ranked from the range of 65 to 114. It
assumes that all the portfolios are in moderate risky
position. This fact can be considered as another
evidence of the low risk level of SJIBL and risk reducing
quality of SJIBL's stock in portfolio diversification.

Table 5 Ranking of (3-stock) 32 Portfolio on the basis of Portfolio Return for SJIBL
CODE | Portfolio Ranks of CODE | Portfolio Ranks of
Return PR Return PR
ILR 0.3757 1 IuQ 0.3450 30
IUR 0.3726 2 IJO 0.3447 31
IMR 0.3708 3 IMQ 0.3432 32
ILN 0.3640 7 IKH 0.3430 33
IUN 0.3609 8 IMO 0.3429 34
IKR 0.3606 9 IKA 0.3420 36
IMN 0.3591 10 ILP 0.3388 39
ILH 0.3582 11 ILG 0.3383 41
ILA 0.3571 13 IJP 0.3357 46
IMH 0.3552 14 UG 0.3352 48
IJH 0.3550 15 IMP 0.3339 49
IJA 0.3540 17 IMG 0.3335 50
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IMA 0.3522 20 KQ 0.3330 51
IKN 0.3489 23 KO 0.3327 52
ILQ 0.3481 25 IKP 0.3237 61
ILO 0.3478 26 IKG 0.3231 62

Source : Results have been compiled using Formula 2 (Appendix)

All 32 portfolio returns consisting SJIBL’s stocks
presented in Table V depicts that high portfolio return
has ensured through using SJIBL’s stock. The ranking of
all these portfolios scored from the range of 01 and 62

which means all the top scores are in the favor of SJIBL
advocating for higher portfolio return through mixing
Islimai banks as portfolio asset.

Figure 7. Normal Distribution of Portfolio Return of SJIBL
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Figure |, depicts the normal standard

distribution of the results of the total 192 portfolio return
as ranked and plotted where 1 means top rank and 192
means lowest portfolio return. The return of SJIBL are
almost fitted on the top chart and created a positively
squad normal distribution suggest for higher portfolio
return using Islami banks.

Table 6 . Ranking of Portfolio Performance of SJIBL

Bank Mean Median Rank
AIBL 36.90 39 2
EXIM 90.18 88.50 3
FISBL 104.65 105 4
IBBL 176.5 176.50 6
SIBL 142.65 1445 5
SJIBL 28.09 28 1

A simple ranking analysis among the selected
Islami banks’ portfolio performance as presented in
Table V depicts that SJIBL ranked top in portfolio
performance. The median of total 32 portfolios scored
only 28 and placed SJIBL as first among the other Islami
banks. AIBL, EXIM, FISBL, SIBL and IBBL ranked 2nd,
3rd, 4th, 5th and 6th position respectively. The pioneer
of SJIBL’s portfolio return and overall performance of all
six banks out of total 192 portfolio presumes a high
return and low risk attitude of Islami banks’ in portfolio
performance.

V. FINDINGS

Ratio Analysis: Results from the previous
section shows that SJIBL has performed better on an

average compared to the commercial banking sector as
a whole in terms of its management efficiency (ROA). At
the same time, risk level of this bank is lower as
compared to total Banking Industry. The ratio of gross
income over risk-weighted assets of SJIBL is performing
better than the industry and exhibits a higher risk as
compared to Commercial Banks Industry as a whole. As
for the profitability of equity holders, SJIBL's result is
considerably higher than the industry average. The risk
level of this profitability of SJIBL is higher than the
industry average.

Stock Analysis. If only the commercial banking
sector is considered, SJIBL achieved the first best
performance. As compared to other commercial banks
this higher return might be due to the better risk
management of SJIBL. Profit maximization for a given
level of risk, SJIBL has the fifth highest average return on
DSE, and the highest average return among all the
commercial banks listed in stock exchange, while both
risk and return are simultaneously considered, SJIBL is
superior.

Portfolio  Analysis: In  terms of Portfolio
Coefficient of Variance, it can be considered as an
evidence of the low risk level of SJIBL and risk reducing
quality of SJIBL's stock in portfolio diversification. Again,
considering Portfolio Return, SJIBL’s stock has not only
risk reducing quality (due to low coefficient of correlation
with the stock of other sector) but also generate higher
return in portfolio diversification.
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VII.  APPENDIX
Formula 1
(Pt -Pt-1) + Ct
TP
Where,

Pt = market price at the end of period (t)

Pt - 1 = market price at the end of period (t - 1)

Ct = cash flow income received during the (t) the period
ri = rate of return on common stock (i)

2 N N
O; +ZZ]=1XLX}ULO}TlJ
i=j

1/2

i#

Formula 2
N N
E(Ry) =in. ER)&o0, = Zx?.
j=0 i=0
Here,
E(R,) Portfolio Return
X; Percentage of the Portfolio Investment in (i)
X; Percentage of the Portfolio Investment in (j)
0; Standard Deviation of Returns on Stock (i)
o Standard Deviation of Returns on Stock (j)
E (R)) Return on Stock (i)
Ti Correlation Coefficient between the Returns of Stock (i) and (j)
o Portfolios Standard Deviation
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