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1. Introduction

The banking sector occupies a central position in the economic architecture of every modern
economy, serving as the primary intermediary between savers and investors and facilitating the
efficient allocation of financial resources. In developing economies such as Pakistan, commercial
banks play an even more critical role because capital markets remain relatively underdeveloped
and financial intermediation is heavily bank-centered. The profitability of commercial banks,
therefore, is not merely a measure of institutional success but a reflection of financial system
stability, economic resilience, and sustainable development. Profitable banks are better equipped to
absorb economic shocks, extend credit to productive sectors, invest in technological advancement,
and comply with regulatory capital requirements. Conversely, weak profitability constrains lending
capacity, undermines depositor confidence, and increases systemic vulnerability within the
financial system.

Over the past three decades, Pakistan’s banking sector has undergone significant structural
transformation. Financial liberalization policies initiated in the 1990s shifted the sector from state
dominance toward privatization and market-oriented reforms. Strengthened regulatory oversight
under the State Bank of Pakistan, implementation of Basel capital standards, improvements in risk
management frameworks, and increased competition among banks have reshaped the operational
environment. These reforms have enhanced efficiency and transparency while simultaneously
exposing banks to greater market competition and macroeconomic volatility. As a result,
profitability patterns have exhibited considerable fluctuation, influenced by changes in monetary
policy, inflation dynamics, exchange rate movements, fiscal deficits, and external economic shocks.

Bank profitability in Pakistan is shaped by a complex interaction of internal managerial factors and
external macroeconomic conditions. Internal factors include capital adequacy, asset quality,
liquidity management, operational efficiency, cost structures, and risk management practices.
These bank-specific determinants reflect managerial competence, strategic decision-making, and
operational effectiveness. External factors include economic growth, inflation, monetary policy
stance, exchange rate volatility, regulatory reforms, and political and financial stability. The
interaction between these internal and external forces determines the financial performance and
sustainability of commercial banks.

In emerging economies such as Pakistan, this interaction is particularly pronounced. The economy
frequently experiences inflationary pressures, exchange rate depreciation, fiscal imbalances, and
fluctuating interest rate cycles. These macroeconomic conditions directly influence credit demand,
default rates, funding costs, and investment opportunities for banks. For instance, high inflation
may widen interest spreads in the short run but simultaneously increase default risk and erode real
returns. Similarly, economic expansion stimulates loan demand and improves asset quality,
whereas economic contraction increases non-performing loans and compresses profit margins.
Therefore, understanding profitability determinants in Pakistan requires an integrated analytical
approach that captures both bank-specific variables and macroeconomic influences.

Capital adequacy is widely regarded as a cornerstone of banking stability and profitability. Well-
capitalized banks are perceived as more stable and capable of absorbing unexpected losses, which
enhances investor confidence and reduces funding costs. However, maintaining high capital ratios
may limit leverage and reduce return on equity, presenting a trade-off between stability and
profitability. Asset quality is another critical determinant; a higher ratio of non-performing loans
increases provisioning expenses, reduces interest income, and weakens balance sheet strength.
Efficient risk assessment and credit management systems therefore become essential in sustaining
profitability.
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Liquidity management also plays a vital role in banking performance. Banks must maintain
sufficient liquidity to meet depositor withdrawals and regulatory requirements while
simultaneously allocating funds to income-generating assets. Excessive liquidity holdings reduce
potential interest income, whereas insufficient liquidity increases solvency risk. Achieving optimal
liquidity allocation is thus fundamental to sustaining profitability in a volatile economic
environment.

Operational efficiency further determines the capacity of banks to convert revenue into net profit.
Cost-to-income ratios reflect managerial effectiveness in controlling operating expenses relative to
income generation. Technological innovation, digital banking platforms, and automation have
increasingly influenced efficiency levels within Pakistan’s banking sector. Banks that successfully
integrate technology and optimize operational processes tend to report higher profitability due to
lower cost structures and improved service delivery.

In addition to these internal determinants, macroeconomic variables significantly influence
banking profitability. Economic growth stimulates lending activity, enhances borrower repayment
capacity, and reduces credit risk. Inflation affects interest rate spreads and purchasing power, while
monetary policy decisions influence lending and deposit rates. Exchange rate fluctuations impact
banks with foreign currency exposure and can alter the value of foreign-denominated liabilities and
assets. Consequently, macroeconomic stability remains a critical prerequisite for sustained banking
profitability.

Despite extensive global literature on bank profitability, empirical evidence specific to Pakistan
remains relatively limited and often fragmented. Many studies focus on individual determinants or
short time horizons, while few adopt a comprehensive panel-data approach integrating multiple
bank-specific and macroeconomic variables within a unified framework. Furthermore, recent
global events, including the COVID-19 pandemic and global financial tightening cycles, have
introduced new dimensions of risk and uncertainty that warrant updated empirical investigation.
These developments highlight the need for a systematic and robust analysis of profitability
determinants within the Pakistani banking sector.

The present study seeks to address this gap by examining the factors affecting commercial banks’
profitability in Pakistan through a comprehensive empirical framework. By integrating bank-
specific financial indicators with macroeconomic variables, the study aims to identify the key
drivers of profitability and assess their relative significance. The research adopts a panel-data
methodology to capture both cross-sectional variation among banks and time-series dynamics
across economic cycles. This approach enables a more accurate estimation of causal relationships
and enhances the reliability of findings.

The significance of this research extends beyond academic contribution. For policymakers and
regulators, understanding profitability determinants assists in designing prudential regulations that
balance financial stability with growth. For bank managers, insights into the relative impact of
capital structure, asset quality, liquidity management, and efficiency provide guidance for strategic
decision-making. For investors and depositors, profitability indicators serve as signals of financial
strength and institutional sustainability. Ultimately, enhancing bank profitability contributes to
stronger financial intermediation, increased credit availability, and sustainable economic
development in Pakistan.

In conclusion, commercial banks in Pakistan operate within a dynamic environment characterized
by structural reforms, competitive pressures, and macroeconomic volatility. Profitability remains a
central measure of their performance and resilience. ldentifying and empirically testing the
determinants of profitability is therefore essential for understanding the financial health of the
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banking sector and its contribution to economic stability. This study endeavors to provide a
comprehensive, empirically grounded analysis of these determinants and to contribute
meaningfully to the literature on banking performance in emerging economies.

Below is the Problem Statement written in thesis-standard academic format, fully linked to the
introduction, and supported with relevant APA-style in-text citations. A reference list is provided
at the end of this section.

1.1. Problem Statement

The profitability of commercial banks is widely recognized as a fundamental indicator of financial
stability, institutional efficiency, and economic sustainability. In bank-based financial systems
such as Pakistan, where capital markets remain comparatively underdeveloped and financial
intermediation is largely conducted through commercial banks, sustained profitability is essential
not only for shareholder value but also for macroeconomic growth and systemic resilience.
Profitable banks are better positioned to extend credit, absorb financial shocks, maintain adequate
capital buffers, and comply with regulatory standards such as the Basel capital adequacy
framework (Athanasoglou, Brissimis, & Delis, 2008). Conversely, persistent declines in
profitability may weaken capital positions, increase insolvency risk, and undermine confidence in
the banking system.

Despite the strategic importance of banking profitability, the Pakistani banking sector has
experienced noticeable fluctuations in performance over the past decade. Periods of high interest
rate spreads and government borrowing have historically supported earnings, yet rising non-
performing loans, inflationary pressures, exchange rate volatility, and economic slowdowns have
periodically constrained profitability. For instance, economic contractions and macroeconomic
instability increase credit risk and reduce loan demand, which directly affect net interest margins
and return on assets (Demirglc-Kunt & Huizinga, 1999). Additionally, global shocks such as the
COVID-19 pandemic disrupted economic activity, increased provisioning requirements, and
altered liquidity dynamics within the banking system, further influencing profitability patterns
(World Bank, 2022).

The core problem underlying this research lies in the absence of a comprehensive and integrated
empirical framework that simultaneously evaluates the relative impact of internal bank-specific
determinants and external macroeconomic conditions on commercial bank profitability in Pakistan.
While existing studies have examined isolated determinants such as capital adequacy or asset
quality, there remains limited consensus regarding the magnitude, direction, and stability of these
relationships within the Pakistani context. Moreover, prior empirical analyses often rely on cross-
sectional approaches or limited time horizons, thereby restricting the ability to capture dynamic
adjustments and long-term structural effects.

Another dimension of the problem concerns the interaction between internal managerial decisions
and macroeconomic conditions. Theoretical perspectives suggest that bank-specific factors such as
capitalization, liquidity, and operational efficiency are primary drivers of profitability (Berger &
Humphrey, 1997). However, empirical evidence also indicates that macroeconomic variables,
including GDP growth and inflation, significantly influence profitability by shaping credit demand,
default rates, and interest rate spreads (Kosmidou, 2008). In emerging economies characterized by
economic volatility, external conditions may amplify or dampen the impact of internal
determinants. Yet, limited research has explicitly examined how macroeconomic variables
moderate the relationship between bank-specific factors and profitability in Pakistan.

Furthermore, the evolving regulatory environment and financial sector reforms implemented by
the State Bank of Pakistan have introduced new compliance requirements and risk management
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standards. While these reforms aim to strengthen financial stability, their impact on profitability
remains complex and potentially contradictory. Higher capital requirements, for example, enhance
stability but may constrain leverage-driven returns (Athanasoglou et al., 2008). The empirical
ambiguity surrounding these trade-offs underscores the need for a robust analytical model capable
of disentangling these interrelationships.

The absence of updated, rigorous, panel-based empirical evidence poses challenges for
policymakers, regulators, and banking executives seeking to design strategies that enhance
financial performance while maintaining stability. Without a clear understanding of the
determinants of profitability, regulatory adjustments and strategic planning may rely on incomplete
or fragmented information. This knowledge gap becomes particularly critical in periods of
economic stress, where effective policy intervention depends on accurate identification of
profitability drivers.

Therefore, the central problem addressed in this study is the lack of a comprehensive, empirically
validated model that explains the factors affecting commercial banks’ profitability in Pakistan by
integrating bank-specific determinants and macroeconomic variables within a unified analytical
framework. Addressing this problem is essential to provide evidence-based insights that support
regulatory policy formulation, strategic management decisions, and the long-term sustainability of
Pakistan’s banking sector.

Below is the Research Questions section written in formal thesis format, fully aligned with your
Introduction and Problem Statement, and academically structured.

1.2. Research Questions

1. To what extent does capital adequacy influence the profitability of commercial banks in
Pakistan?

2. How does asset quality, measured through non-performing loan ratios, affect the profitability
of commercial banks?

3. What role do macroeconomic variables, particularly GDP growth and inflation, play in
shaping commercial bank profitability?

4. Do macroeconomic conditions moderate the relationship between bank-specific determinants
and profitability?

Below is the Research Objectives section written in formal thesis format, fully aligned with your
Introduction, Problem Statement, and Research Questions, and structured in an academic tone
suitable for direct inclusion in your thesis.

1.3. Research Objectives

The primary objective of this study is to examine the factors affecting commercial banks’
profitability in Pakistan by developing a comprehensive empirical framework that integrates bank-
specific determinants and macroeconomic conditions. Recognizing that profitability is influenced
by both internal managerial decisions and external economic forces, this research seeks to identify,
measure, and evaluate the relative contribution of these factors within the Pakistani banking
context.

More specifically, the study aims to analyze the impact of capital adequacy on commercial bank
profitability. Capital strength is considered a fundamental indicator of financial stability and risk-
bearing capacity, and this research intends to determine whether higher capitalization enhances or
constrains profitability in Pakistan’s banking sector.

6642



The Critical Review of Social Sciences Studies, Volume 4, Number 1, 2026

A second objective is to examine the effect of asset quality on bank profitability. By assessing the
influence of non-performing loans and credit risk exposure, the study seeks to understand how
credit management practices affect financial performance and sustainability.

The third objective is to evaluate the role of liquidity management in determining profitability.
Since banks must balance liquidity maintenance with income generation, this research aims to
determine whether higher liquidity ratios support stability at the expense of profitability or
contribute positively to financial performance.

The fourth objective is to investigate the relationship between operational efficiency and
profitability. Operational efficiency, reflected in cost management and resource utilization, is
expected to play a significant role in shaping financial outcomes. This study therefore seeks to
quantify the impact of efficiency indicators on profitability measures.

In addition to internal determinants, the study aims to assess the influence of macroeconomic
variables, particularly GDP growth and inflation, on commercial bank profitability.
Macroeconomic stability is widely recognized as a prerequisite for sustainable financial
performance, and this research intends to evaluate how economic expansion or contraction affects
banking returns.

Furthermore, the study seeks to examine whether macroeconomic conditions moderate the
relationship between bank-specific determinants and profitability. By exploring interaction effects,
the research aims to determine whether the strength and direction of internal profitability drivers
vary under different economic conditions.

Finally, the overarching objective of this study is to provide evidence-based insights that
contribute to policy formulation, strategic banking management, and academic discourse on
financial performance in emerging economies. Through rigorous empirical analysis, the research
intends to enhance understanding of profitability dynamics within Pakistan’s commercial banking
sector and to identify the key drivers that promote long-term financial sustainability.

1.4. Scope and Significance of the Study
Scope of the Study

This study focuses on examining the determinants of commercial banks’ profitability in Pakistan
by integrating bank-specific internal factors and macroeconomic variables within a comprehensive
empirical framework. The scope of the research is confined to scheduled commercial banks
operating under the regulatory supervision of the State Bank of Pakistan. The analysis covers a
multi-year period to capture both cross-sectional variations among banks and time-series
fluctuations across economic cycles, thereby allowing for a dynamic understanding of profitability
behavior.

The study concentrates specifically on profitability measures such as Return on Assets (ROA),
Return on Equity (ROE), and Net Interest Margin (NIM) as indicators of financial performance.
Internal determinants include capital adequacy, asset quality, liquidity management, bank size, and
operational efficiency. External determinants include macroeconomic variables such as GDP
growth and inflation, which reflect the broader economic environment in which banks operate. By
incorporating both internal and external factors, the research acknowledges that bank profitability
is shaped by managerial decision-making as well as economic conditions (Athanasoglou, Brissimis,
& Delis, 2008).

The scope does not extend to non-bank financial institutions such as microfinance banks,
development finance institutions, or insurance companies. Additionally, while the study considers
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macroeconomic variables, it does not conduct a comparative cross-country analysis. The emphasis
remains exclusively on Pakistan’s commercial banking sector to ensure contextual relevance and
policy applicability. The research adopts a quantitative methodology using panel data analysis to
estimate relationships between variables, consistent with established empirical approaches in
banking literature (Demirgiic-Kunt & Huizinga, 1999).

The significance of this study lies in its theoretical, empirical, and practical contributions to the
understanding of banking profitability in emerging economies. From a theoretical perspective, the
research contributes to the literature by integrating Structure-Conduct-Performance theory,
Financial Intermediation theory, and the Resource-Based View within a unified empirical
framework. While previous studies have examined profitability determinants in developed
economies, emerging markets such as Pakistan exhibit unique characteristics including
concentrated market structures, high government borrowing, inflation volatility, and exchange rate
instability. These contextual factors necessitate country-specific analysis (Kosmidou, 2008).

Empirically, the study addresses a notable gap in the Pakistani banking literature. Existing research
often examines isolated determinants of profitability or relies on limited time horizons. By
employing panel data techniques and incorporating both bank-specific and macroeconomic
variables, this research provides a more comprehensive and robust assessment of profitability
dynamics. The integration of dynamic modeling further enhances the reliability of findings by
accounting for persistence in bank profitability, a phenomenon widely documented in banking
studies (Athanasoglou et al., 2008).

The study is also significant for policymakers and regulators, particularly the State Bank of
Pakistan. Understanding the determinants of bank profitability enables regulators to design
prudential policies that balance financial stability with growth objectives. For example, capital
adequacy requirements and liquidity regulations may influence profitability differently depending
on economic conditions. Empirical evidence from this study can therefore assist in evaluating the
trade-offs between regulatory compliance and financial performance.

For bank management and industry practitioners, the findings provide strategic insights into how
internal factors such as asset quality management, operational efficiency, and liquidity allocation
influence profitability outcomes. In an increasingly competitive and technology-driven banking
environment, identifying the key drivers of profitability can support more informed strategic
planning and resource allocation.

Furthermore, the study holds broader economic significance. The banking sector in Pakistan plays
a critical role in financing government expenditures, private investment, and small and medium
enterprises. Sustained profitability strengthens banks’ capacity to extend credit and absorb
financial shocks, thereby contributing to economic stability and growth. As Demirgl¢-Kunt and
Huizinga (1999) emphasize, banking performance is closely linked to overall financial system
development and macroeconomic stability. Therefore, improving understanding of profitability
determinants has implications beyond individual institutions and extends to national economic
resilience.

In conclusion, this study is significant because it provides an updated, comprehensive, and
empirically grounded analysis of the factors affecting commercial banks’ profitability in Pakistan.
By bridging theoretical perspectives with practical policy relevance, the research contributes
meaningfully to academic scholarship, regulatory policy formulation, and strategic banking
management within emerging financial systems.

Below is the Theoretical Framework written in full thesis-standard academic format, deeply
developed, logically structured, and supported with detailed APA-style citations. This section is
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fully aligned with your Introduction, Problem Statement, Research Questions, Objectives, and
Scope.

1.5. Theoretical Framework

The theoretical framework of this study is grounded in multiple interrelated theories that
collectively explain the determinants of commercial bank profitability. Banking profitability is a
multidimensional outcome influenced by internal managerial efficiency, market structure, financial
intermediation functions, and macroeconomic conditions. To capture this complexity, the present
research integrates Structure—Conduct—Performance (SCP) Theory, Financial Intermediation
Theory, the Resource-Based View (RBV), and Risk-Return Trade-Off Theory. Together, these
frameworks provide a comprehensive conceptual basis for understanding how bank-specific
factors and macroeconomic variables shape profitability outcomes in Pakistan’s commercial
banking sector.

1.5.1. Structure-Conduct—Performance (SCP) Theory

Structure—Conduct—Performance theory originates from industrial organization economics and
posits that market structure influences firm conduct, which subsequently determines performance
outcomes (Bain, 1951). In the context of banking, the SCP paradigm suggests that profitability is
influenced by market concentration and competitive dynamics. In highly concentrated banking
markets, firms may exercise market power, set higher interest spreads, and achieve above-normal
profits. Conversely, in competitive markets, profit margins are compressed due to price
competition.

Empirical studies in banking literature have applied SCP theory to examine whether profitability is
driven by market concentration or efficiency advantages (Berger, 1995). In emerging economies
such as Pakistan, the banking sector exhibits moderate concentration, with a few large banks
dominating asset holdings and deposit bases. According to SCP theory, such concentration may
allow dominant banks to maintain higher profitability through pricing power and economies of
scale. However, increased competition following financial liberalization and regulatory reforms
may reduce concentration-based advantages.

Within this study, bank size and market share serve as proxies for structural positioning, allowing
empirical testing of whether profitability in Pakistan is primarily influenced by market structure or
by internal efficiency. SCP theory therefore supports the inclusion of bank size and concentration-
related variables as determinants of profitability.

1.5.2. Financial Intermediation Theory

Financial Intermediation Theory explains the fundamental role of banks in reducing information
asymmetry, managing risk, and facilitating capital allocation between surplus and deficit economic
agents (Diamond, 1984). Banks perform maturity transformation by converting short-term deposits
into long-term loans, while simultaneously managing credit risk and liquidity risk.

According to this theory, profitability arises from efficient risk management and optimal
intermediation margins. Net interest margin, a key profitability measure, reflects the spread
between lending and deposit rates. Banks that effectively assess borrower creditworthiness and
manage liquidity risk can maintain stable income streams and reduce loan losses. Conversely,
weak credit risk assessment increases non-performing loans, reduces asset quality, and compresses
profitability.

In Pakistan’s banking sector, credit risk management and asset quality remain central determinants
of financial performance. Periods of economic instability often lead to increased non-performing
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loans, highlighting the importance of effective intermediation practices. Financial Intermediation
Theory therefore justifies the inclusion of asset quality, liquidity ratios, and interest margin
indicators in the profitability model.

1.5.3. Resource-Based View (RBV)

The Resource-Based View emphasizes that firm performance depends on the possession and
effective utilization of valuable, rare, inimitable, and non-substitutable resources (Barney, 1991).
In banking, such resources include managerial expertise, technological infrastructure, brand
reputation, and efficient operational systems.

Operational efficiency, technological adoption, cost management, and strategic risk allocation
represent internal capabilities that differentiate banks in competitive environments. According to
RBYV, banks with superior internal resources achieve sustained competitive advantage and higher
profitability regardless of external market structure.

In Pakistan, digital transformation and technological integration have increasingly influenced
operational efficiency within commercial banks. Banks that adopt advanced financial technologies
and optimize cost structures tend to achieve lower cost-to-income ratios and improved profitability.
RBYV therefore supports the inclusion of operational efficiency indicators as primary determinants
of bank performance in this study.

1.5.4. Risk—Return Trade-Off Theory

Risk—Return Trade-Off Theory suggests that higher returns are associated with higher risk
exposure (Markowitz, 1952). In banking, this trade-off is evident in lending decisions, capital
structure choices, and portfolio diversification strategies. Banks that pursue aggressive lending
may achieve higher returns in the short term but face elevated credit risk and potential loan
defaults.

Capital adequacy plays a crucial role within this framework. Well-capitalized banks can absorb
unexpected losses and maintain solvency, thereby reducing risk exposure. However, excessive
capital holdings may limit leverage and reduce return on equity. The relationship between
capitalization and profitability is therefore theoretically ambiguous and requires empirical
investigation.

In emerging economies characterized by macroeconomic volatility, risk-return dynamics become
particularly significant. Exchange rate fluctuations, inflationary pressures, and economic
downturns increase risk exposure and influence profitability. Risk—Return Trade-Off Theory
therefore justifies examining capital adequacy, asset quality, and leverage as central explanatory
variables.

1.5.5. Macroeconomic Theory and Banking Performance

Macroeconomic conditions significantly influence banking profitability by shaping credit demand,
borrower repayment capacity, and interest rate spreads. Economic growth increases loan demand
and reduces default risk, thereby enhancing profitability. Inflation influences nominal interest rates
and may widen or compress spreads depending on monetary policy responses (Demirgu¢-Kunt &
Huizinga, 1999).

According to macroeconomic stabilization theory, financial institutions operate more efficiently in
stable economic environments. High inflation, exchange rate depreciation, and economic
contraction increase uncertainty and risk, potentially reducing profitability. Therefore, GDP
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growth and inflation are incorporated into the conceptual framework as external determinants and
potential moderators of bank-specific effects.

1.6. Theoretical Integration

The integration of these theoretical perspectives provides a comprehensive analytical framework
for this study. Structure—Conduct—Performance theory explains the influence of market structure
and bank size. Financial Intermediation Theory highlights the importance of credit risk
management and liquidity allocation. The Resource-Based View emphasizes internal managerial
capabilities and operational efficiency. Risk—Return Trade-Off Theory addresses capital structure
and risk exposure dynamics. Macroeconomic theory explains how economic conditions influence
banking performance.

Together, these theories suggest that commercial bank profitability in Pakistan is determined by a
combination of internal financial management decisions and external economic conditions.
Internal factors such as capital adequacy, asset quality, liquidity management, and operational
efficiency directly affect profitability. Macroeconomic variables such as GDP growth and inflation
influence profitability both directly and indirectly by altering risk levels and credit demand.

This integrated theoretical framework ensures conceptual alignment between the research
objectives, hypotheses, empirical model, and policy implications. By grounding the analysis in
established economic and financial theories, the study enhances both its academic rigor and
practical relevance.

2. Literature Review
2.1 Opening of the Topic

The profitability of commercial banks has long been recognized as a cornerstone of financial
system stability and macroeconomic development. In bank-dominated financial systems,
particularly in emerging economies, commercial banks serve as the primary channel of financial
intermediation, facilitating credit allocation, investment financing, liquidity transformation, and
risk management. Sustainable profitability enables banks to maintain capital buffers, absorb
unexpected losses, comply with regulatory requirements, and contribute to economic growth.
Conversely, weak profitability undermines institutional resilience, constrains credit expansion, and
may threaten systemic stability (Demirguc¢-Kunt & Huizinga, 1999).

In developing economies such as Pakistan, the banking sector plays an even more central role due
to relatively underdeveloped capital markets and limited alternative financing channels.
Commercial banks not only finance private investment and government borrowing but also act as
stabilizing agents during economic volatility. However, profitability within such economies is
often influenced by fluctuating macroeconomic conditions, regulatory reforms, credit risk
exposure, and capital adequacy requirements. These structural characteristics necessitate a
comprehensive examination of the determinants of banking profitability within the specific
institutional and economic context of Pakistan.

The global financial crisis of 2008, followed by regulatory tightening under Basel 111 frameworks,
renewed scholarly attention on the relationship between capitalization, asset quality, risk
management, and profitability. More recently, the COVID-19 pandemic and rising global inflation
cycles further highlighted the importance of understanding how internal banking structures interact
with external economic shocks. Empirical evidence suggests that profitability is not solely a
function of market power or scale but is significantly shaped by capital structure decisions and
credit risk management (Athanasoglou, Brissimis, & Delis, 2008).
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Within this context, the present study narrows its focus to two primary internal determinants—
capital adequacy and asset quality—and introduces risk exposure as a mediating mechanism
influencing bank profitability. This configuration is theoretically grounded and empirically
supported by extensive international literature, though evidence from Pakistan remains relatively
limited and fragmented.

2.2 Introduction to Theoretical Foundations

A comprehensive understanding of bank profitability requires grounding in established economic
and financial theories. The determinants selected in this study are supported by Financial
Intermediation Theory, Risk—Return Trade-Off Theory, Structure—Conduct-Performance Theory,
and the Resource-Based View. Each theory provides distinct yet complementary explanations for
how internal banking characteristics influence profitability outcomes.

2.2.1 Financial Intermediation Theory

Financial Intermediation Theory posits that banks exist to reduce information asymmetry between
borrowers and lenders, manage risk, and facilitate efficient allocation of capital (Diamond, 1984).
Banks perform delegated monitoring functions, thereby lowering transaction costs and enhancing
credit allocation efficiency. Profitability emerges when banks successfully manage credit risk and
liquidity transformation while maintaining adequate spreads between lending and deposit rates.

Within this theoretical framework, asset quality becomes central. Poor asset quality, reflected in
high non-performing loan (NPL) ratios, increases monitoring costs, provisioning requirements, and
credit losses, thereby reducing profitability. Conversely, effective credit screening and monitoring
reduce default risk and enhance stable earnings streams.

Capital adequacy also plays a critical role within intermediation theory. Adequate capitalization
signals solvency, reduces funding costs, and increases depositor confidence. Thus, both capital
adequacy and asset quality directly influence profitability through their impact on risk
management efficiency.

2.2.2 Risk—-Return Trade-Off Theory

Risk—Return Trade-Off Theory suggests that higher expected returns are associated with greater
risk exposure (Markowitz, 1952). In banking, this trade-off manifests in credit expansion strategies,
leverage decisions, and portfolio risk allocation. Banks may pursue higher profitability through
aggressive lending or lower capital buffers, but such strategies increase vulnerability to financial
distress.

Capital adequacy reduces insolvency risk but may lower return on equity if excessive capital
reduces leverage benefits. Asset quality reflects realized credit risk; deteriorating loan portfolios
increase financial instability and reduce returns. Therefore, profitability is mediated by risk
exposure levels shaped by capitalization and asset quality.

This theoretical lens justifies the inclusion of risk exposure as a mediating variable in the
conceptual framework. It suggests that capital adequacy and asset quality influence profitability
indirectly through their impact on the bank’s risk profile.

2.2.3 Structure—Conduct-Performance Theory

Structure—Conduct—Performance (SCP) theory argues that industry structure influences firm
behavior and ultimately performance outcomes (Bain, 1951). In banking, market concentration
may allow dominant institutions to maintain higher profit margins through pricing power.
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However, empirical findings on SCP within banking remain mixed. Berger (1995) demonstrated
that profitability may reflect efficiency advantages rather than pure market power.

Although the present study does not directly model market concentration as a primary variable,
SCP theory provides contextual support by recognizing that structural conditions influence
profitability outcomes and interact with internal bank characteristics.

2.2.4 Resource-Based View (RBV)

The Resource-Based View posits that firm performance depends on valuable and difficult-to-
imitate internal resources (Barney, 1991). In banking, effective risk management systems, credit
assessment expertise, and capital planning represent strategic capabilities that generate competitive
advantage. Under RBV, banks with superior internal risk management and capitalization strategies
achieve sustained profitability regardless of external competition levels.

This theoretical perspective strengthens the argument that internal determinants—particularly
capital adequacy and asset quality—are central drivers of profitability.

2.3 Capital Adequacy and Bank Profitability

Capital adequacy refers to the proportion of a bank’s capital relative to its risk-weighted assets.
Regulatory frameworks such as Basel accords require banks to maintain minimum capital ratios to
ensure financial stability. The relationship between capital adequacy and profitability has
generated extensive empirical debate.

Supporting View

Numerous studies find a positive relationship between capital adequacy and profitability.
Athanasoglou et al. (2008) demonstrate that well-capitalized banks exhibit higher profitability due
to reduced bankruptcy risk and lower funding costs. Berger (1995) argues that strong capital
positions enhance customer confidence and enable banks to access funding at favorable terms.
Similarly, Demirguc-Kunt and Huizinga (1999) show that capital strength contributes positively to
net interest margins across countries.

The positive relationship is often explained through signaling effects. Higher capital ratios signal
financial strength to depositors and investors, reducing perceived risk and cost of capital. In
emerging markets where institutional uncertainty may be higher, such signaling effects are
particularly important.

Negating View

Conversely, some studies suggest that excessive capitalization may reduce profitability due to
lower leverage and diminished return on equity. Goddard, Molyneux, and Wilson (2004) argue
that higher capital ratios may constrain risk-taking and reduce interest income opportunities. Risk—
Return Trade-Off Theory suggests that conservative capital strategies may limit growth and reduce
earnings potential.

Empirical evidence therefore remains mixed, indicating the need for country-specific analysis
within Pakistan’s banking context.

2.4 Asset Quality and Bank Profitability

Asset quality primarily reflects credit risk exposure, measured through non-performing loan ratios.
High NPL levels increase loan loss provisions, reduce interest income, and weaken profitability.
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Supporting View

Empirical literature consistently demonstrates a negative relationship between non-performing
loans and profitability. Kosmidou (2008) finds that higher credit risk significantly reduces
profitability across European banks. Similarly, Athanasoglou et al. (2008) confirm that poor asset
quality erodes bank earnings.

In emerging economies, weak legal enforcement and economic volatility often amplify credit risk
effects, strengthening the negative relationship between asset quality deterioration and profitability.

Negating View

Some scholars argue that short-term profitability may temporarily increase during aggressive
lending expansions, even if asset quality deteriorates later. This phenomenon reflects delayed
recognition of credit risk and cyclical credit booms. However, such gains are typically
unsustainable and eventually lead to profitability declines.

2.5 Risk Exposure as a Mediating Variable

Risk exposure functions as the mechanism through which capital adequacy and asset quality
influence profitability. Higher capital reduces insolvency risk, while improved asset quality
reduces credit risk. Lower overall risk exposure stabilizes earnings and enhances profitability.

Diamond (1984) emphasizes that delegated monitoring reduces risk and enhances financial
intermediation efficiency. Similarly, Markowitz (1952) highlights portfolio diversification as a
means to manage risk-return trade-offs. Empirical studies suggest that risk management
effectiveness significantly determines profitability stability.

In Pakistan’s context, economic volatility increases the importance of risk management. Therefore,
examining risk exposure as a mediator provides a theoretically coherent and empirically
meaningful framework.

Below is Part Il of your Literature Review. This section provides a deeply developed, heavily
cited discussion of Capital Adequacy and Bank Profitability, including global evidence,
emerging market findings, Pakistani context, and a structured presentation of supporting and
negating views. The discussion remains fully aligned with your conceptual framework (1V: Capital
Adequacy; Mediator: Risk Exposure; DV: Profitability).

2.6 Capital Adequacy and Bank Profitability: Empirical Evidence and Theoretical Debate

Capital adequacy represents one of the most extensively studied determinants of banking
profitability in both developed and emerging economies. It reflects the financial strength of a bank
and its capacity to absorb unexpected losses arising from credit, market, or operational risks.
Regulatory frameworks such as the Basel Accords require banks to maintain minimum capital
adequacy ratios (CAR) to ensure solvency and systemic stability. However, the relationship
between capital adequacy and profitability remains theoretically ambiguous and empirically
contested.

The central debate revolves around whether higher capitalization enhances profitability by
reducing risk and funding costs or whether it constrains profitability by limiting leverage and
return on equity. This section reviews the global literature, emerging market evidence, and the
Pakistani context while distinguishing between supporting and negating empirical findings.
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2.6.1 Supporting View: Positive Relationship Between Capital Adequacy and Profitability

A substantial body of empirical research supports the view that higher capital adequacy positively
influences bank profitability. Demirglc-Kunt and Huizinga (1999), in their cross-country study
covering both developed and developing economies, find that well-capitalized banks tend to report
higher net interest margins and overall profitability. They argue that higher capital ratios reduce
expected bankruptcy costs and signal financial stability, thereby lowering funding costs and
improving profit margins.

Athanasoglou, Brissimis, and Delis (2008) similarly report a significant positive association
between equity-to-assets ratio and bank profitability in European banking systems. The authors
interpret capitalization as a proxy for financial soundness and managerial prudence. Well-
capitalized banks face lower probability of distress, which enhances depositor confidence and
reduces the risk premium demanded by investors.

Berger (1995) provides further evidence supporting the “efficient-structure hypothesis,” suggesting
that banks with higher capital ratios may reflect superior management quality and operational
efficiency. Strong capitalization may not merely represent regulatory compliance but also strategic
planning and prudent risk management. In this context, profitability is viewed as a result of
managerial competence rather than simple leverage effects.

In emerging markets, similar findings are reported. Abreu and Mendes (2002) observe a positive
relationship between capital adequacy and profitability across European Union banking sectors,
while Sufian and Habibullah (2009) find that capitalization enhances profitability in developing
Asian banking systems. These studies emphasize that in volatile economic environments, higher
capital buffers protect banks from macroeconomic shocks and stabilize earnings streams.

The positive relationship can also be explained through the lens of signaling theory. Strong capital
positions signal financial strength to depositors and credit rating agencies, reducing the cost of
borrowed funds. Lower funding costs translate into improved net interest margins and overall
profitability. In emerging economies where information asymmetry may be higher, signaling
effects become particularly important.

Furthermore, under Risk—Return Trade-Off Theory (Markowitz, 1952), adequate capitalization
lowers insolvency risk without necessarily eliminating risk-taking incentives. Well-capitalized
banks may strategically allocate capital toward profitable opportunities while maintaining stability.
Thus, the positive effect of capital adequacy on profitability may operate through reduced risk
exposure, consistent with the mediating role proposed in this study.

2.6.2 Negating View: Negative or Insignificant Relationship

Despite substantial evidence supporting a positive association, several studies report either a
negative or statistically insignificant relationship between capital adequacy and profitability.
Goddard, Molyneux, and Wilson (2004) find mixed results in European banking markets,
suggesting that excessive capitalization may reduce return on equity due to lower leverage.

From a financial leverage perspective, profitability (especially ROE) benefits from higher leverage
when returns on assets exceed funding costs. If banks maintain high capital ratios, leverage
declines, potentially compressing shareholder returns. In such cases, strong capitalization may
reflect conservative strategies that sacrifice profitability for stability.

Saunders and Schumacher (2000) argue that higher capital requirements may increase the cost of
financial intermediation by forcing banks to hold costly equity capital rather than cheaper debt
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funding. This effect may reduce overall profitability, particularly in competitive markets where
margins are already thin.

Empirical evidence from developing countries also reveals ambiguous findings. Some studies
indicate that capitalization does not significantly affect profitability once other bank-specific and
macroeconomic variables are controlled. This suggests that the relationship may depend on
institutional quality, regulatory enforcement, and economic stability.

Additionally, capital adequacy may be endogenous to profitability. Profitable banks accumulate
retained earnings, thereby increasing capital ratios. In such cases, causality may run from
profitability to capital adequacy rather than vice versa. Athanasoglou et al. (2008) address this
issue by employing dynamic panel techniques to control for persistence and endogeneity.

2.6.3 Evidence from Emerging Markets

Emerging markets present unique structural conditions that influence the capital-profitability
relationship. Banking sectors in developing economies often operate under macroeconomic
volatility, exchange rate instability, and weaker institutional frameworks. In such contexts, capital
buffers become particularly important for maintaining confidence and resilience.

Studies in Asian and African banking systems generally find a positive association between
capitalization and profitability, though magnitudes vary. Dietrich and Wanzenried (2011) report
that higher capital ratios enhance profitability in low-income economies, particularly during
periods of financial stress. They argue that capitalization serves as a protective mechanism against
systemic risk.

Similarly, Naceur and Goaied (2008) find that capital adequacy positively affects profitability in
Middle Eastern and North African banking systems. They emphasize that regulatory strength and
enforcement mechanisms influence the magnitude of this relationship.

However, some emerging-market studies highlight the possibility of diminishing returns to capital.
Excessively conservative capital policies may limit credit expansion and reduce income-generating
opportunities, especially when economic growth is strong.

2.6.4 Capital Adequacy in the Pakistani Banking Context

In Pakistan, banking sector reforms implemented under the supervision of the State Bank of
Pakistan have strengthened capital requirements and regulatory oversight. Following financial
liberalization in the 1990s and compliance with Basel 11 and Basel 111 standards, commercial banks
in Pakistan have generally maintained capital adequacy ratios above minimum thresholds.

Empirical evidence specific to Pakistan remains limited but suggests a generally positive
relationship between capital adequacy and profitability. Studies analyzing Pakistani commercial
banks indicate that strong capitalization contributes to improved financial stability and enhances
investor confidence. However, given the government’s significant borrowing from commercial
banks, profitability may also be influenced by sovereign exposure and interest rate cycles rather
than purely by capital structure decisions.

Pakistan’s macroeconomic Volatility—characterized by inflationary pressures, exchange rate
depreciation, and fiscal imbalances—makes capital adequacy particularly important. During
periods of economic stress, well-capitalized banks are better able to absorb losses and maintain
stable earnings.

Nonetheless, given the relatively concentrated market structure in Pakistan, some banks may
achieve profitability through government securities investments rather than through credit risk
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management. This structural factor may partially weaken the direct effect of capital adequacy on
profitability.

2.6.5 Capital Adequacy and Risk Exposure as a Mediating Mechanism

The literature increasingly recognizes that capital adequacy influences profitability indirectly
through risk exposure. Strong capitalization reduces insolvency risk, lowers expected bankruptcy
costs, and stabilizes funding conditions. Lower risk exposure leads to reduced volatility in earnings
and improved profitability sustainability.

Diamond (1984) emphasizes that risk management is central to financial intermediation. Capital
adequacy functions as a risk-absorbing buffer, enabling banks to engage in lending activities
without excessive exposure to financial distress. Under this framework, profitability improves not
merely because of higher capital ratios but because capital reduces systemic vulnerability.

Markowitz’s (1952) portfolio theory further supports this view. Adequate capital enables
diversification and optimal portfolio allocation, balancing risk and return. Therefore, the effect of
capital adequacy on profitability is partially mediated through changes in risk exposure, aligning
directly with the conceptual framework of this study.

2.6.6 Synthesis of Supporting and Negating Views

The literature demonstrates that the relationship between capital adequacy and profitability is
neither universally positive nor negative. Instead, it appears conditional upon institutional quality,
economic stability, regulatory environment, and market structure.

Supporting evidence emphasizes signaling effects, reduced funding costs, and enhanced stability.
Negating evidence highlights leverage trade-offs and potential profitability compression under
excessive capitalization.

In emerging economies such as Pakistan, where macroeconomic volatility and institutional
constraints exist, the stabilizing benefits of capital adequacy may outweigh leverage disadvantages.
However, empirical verification is required to determine the direction and magnitude of this
relationship within the Pakistani context.

This ambiguity in the literature reinforces the necessity of empirical investigation using dynamic
panel data methods that account for endogeneity and persistence effects.

2.7 Asset Quality and Bank Profitability: Global, Emerging, and Pakistani Evidence

Asset quality represents one of the most critical determinants of banking performance and long-
term financial stability. In banking literature, asset quality is primarily measured through indicators
such as the non-performing loan (NPL) ratio, loan loss provisions, and credit risk exposure.
Because lending constitutes the core income-generating activity of commercial banks, the
performance of loan portfolios directly influences profitability. Deterioration in asset quality
increases credit losses, reduces interest income, elevates provisioning expenses, and weakens
capital positions, thereby exerting downward pressure on profitability.

The importance of asset quality gained renewed attention following successive global financial
crises, particularly the 2008 global financial crisis and the COVID-19 pandemic. In both episodes,
rising loan defaults severely affected banking profitability across advanced and emerging
economies. Consequently, asset quality has become central to regulatory reforms and risk
management frameworks worldwide.
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This section examines the theoretical underpinnings and empirical findings regarding asset quality
and profitability, distinguishing between supporting and negating views while integrating the
mediating role of risk exposure.

2.7.1 Theoretical Foundations Linking Asset Quality and Profitability

Financial Intermediation Theory emphasizes that banks exist to allocate capital efficiently by
assessing and managing credit risk (Diamond, 1984). Effective screening and monitoring reduce
default probabilities and enhance profitability. However, when credit risk assessment fails, loan
defaults increase, and banks incur financial losses. Poor asset quality thus reflects inefficiencies in
monitoring and information asymmetry management.

Risk—Return Trade-Off Theory (Markowitz, 1952) further explains the relationship. Banks may
increase profitability by expanding lending to higher-risk borrowers, but such strategies elevate
default probabilities. While short-term profits may increase, long-term sustainability declines if
credit risk materializes.

Agency Theory also contributes to understanding asset quality dynamics. Managers may pursue
aggressive lending to expand market share or achieve short-term performance targets, potentially
compromising credit standards. Such behavior can increase non-performing loans and undermine
profitability over time.

Collectively, these theories suggest that asset quality influences profitability both directly and
indirectly through changes in risk exposure, aligning with the mediating structure of this study.

2.7.2 Supporting View: Negative Relationship Between Asset Quality Deterioration and
Profitability

The dominant empirical consensus supports a strong negative relationship between poor asset
quality and bank profitability. Kosmidou (2008) finds that higher credit risk significantly reduces
profitability among European banks. Similarly, Athanasoglou, Brissimis, and Delis (2008) report
that non-performing loans exert a statistically significant negative effect on return on assets (ROA).

Demirguc-Kunt and Huizinga (1999) argue that rising loan defaults compress net interest margins
and increase operating costs due to provisioning requirements. Loan loss provisions reduce net
income and erode capital buffers, thereby lowering overall profitability.

Berger and DeYoung (1997) provide influential evidence supporting the “bad management
hypothesis,” which posits that poor managerial practices lead to both deteriorating asset quality
and declining profitability. Their findings suggest that weak credit monitoring precedes increases
in non-performing loans, ultimately reducing earnings.

In emerging markets, similar findings are widely documented. Sufian and Habibullah (2009) find
that credit risk significantly reduces profitability in Asian banking systems. Dietrich and
Wanzenried (2011) demonstrate that banks with higher NPL ratios experience substantial
profitability declines during crisis periods.

The negative impact of asset quality deterioration becomes particularly pronounced during
macroeconomic downturns. Rising unemployment, inflation, and interest rates increase borrower
defaults, thereby amplifying the adverse effects on bank earnings. Thus, asset quality is not merely
an internal determinant but also a channel through which macroeconomic shocks affect
profitability.
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2.7.3 Asset Quality in Emerging Economies

Emerging economies often experience higher credit risk volatility due to weaker legal enforcement,
political instability, and macroeconomic fluctuations. In such environments, asset quality plays a
crucial role in determining banking sector resilience.

Studies across African, Asian, and Latin American banking systems consistently find that non-
performing loans significantly reduce profitability. Naceur and Goaied (2008) demonstrate that
credit risk negatively affects profitability in North African banks. Similarly, research in Sub-
Saharan Africa indicates that poor asset quality undermines banking stability and earnings
sustainability.

Emerging economies also face structural credit concentration risks, where banks lend heavily to
specific sectors such as real estate or government-linked enterprises. Concentrated exposure
increases vulnerability during sector-specific downturns, further linking asset quality deterioration
to profitability decline.

However, the magnitude of this relationship may vary depending on regulatory strength and
provisioning policies. Banks with proactive provisioning frameworks may absorb losses more
effectively, reducing the immediate profitability impact.

2.7.4 Asset Quality in the Pakistani Banking Sector

The Pakistani banking sector has historically faced challenges related to credit risk management.
In the late 1990s and early 2000s, high levels of non-performing loans significantly weakened the
financial system. Subsequent reforms under the supervision of the State Bank of Pakistan
improved regulatory oversight, provisioning requirements, and credit monitoring standards.

Despite these improvements, asset quality remains a critical determinant of profitability in Pakistan.
Empirical studies examining Pakistani commercial banks consistently find a negative relationship
between non-performing loans and return on assets. Rising NPL ratios increase provisioning
expenses and reduce net income.

Pakistan’s macroeconomic volatility further amplifies this relationship. Inflationary pressures,
exchange rate depreciation, and economic slowdowns affect borrowers’ repayment capacity.
During periods of economic contraction, asset quality deteriorates and profitability declines
accordingly.

Additionally, sectoral lending patterns in Pakistan influence asset quality dynamics. Exposure to
government securities may stabilize earnings, but private-sector lending—particularly to small and
medium enterprises—carries higher credit risk. Therefore, asset quality effects may vary
depending on portfolio composition.

Given Pakistan’s developing financial infrastructure, effective credit risk management is essential
for maintaining profitability. Banks with stronger risk assessment frameworks and diversified
portfolios are more likely to sustain stable earnings.

2.7.5 Negating View: Short-Term Profitability and Aggressive Lending

Although the dominant literature supports a negative relationship between poor asset quality and
profitability, some scholars highlight short-term dynamics that complicate this association.

Aggressive lending strategies during economic expansions may temporarily increase profitability
despite rising risk exposure. High loan growth generates increased interest income, boosting short-
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term earnings. However, this expansion may conceal deteriorating asset quality that becomes
evident only during downturns.

Berger and DeYoung (1997) identify a “skimping hypothesis,” suggesting that banks may reduce
monitoring expenditures to cut costs and temporarily improve profitability. While this strategy
enhances short-term earnings, it increases default risk and leads to future asset quality deterioration.

Similarly, cyclical credit booms may inflate profitability metrics until loan defaults materialize.
Thus, some studies find that loan growth positively correlates with profitability in the short run,
even if asset quality weakens later.

These findings suggest that the relationship between asset quality and profitability may exhibit
lagged effects. Poor asset quality does not always immediately reduce profitability but may do so
over time as loan losses materialize.

2.7.6 Asset Quality and Risk Exposure as a Mediating Channel

The mediating role of risk exposure provides a coherent explanation for how asset quality
influences profitability. Poor asset quality increases credit risk exposure, which raises earnings
volatility and insolvency risk. Higher risk exposure leads to increased capital charges, provisioning
requirements, and funding costs.

Under Risk—Return Trade-Off Theory (Markowitz, 1952), banks balance expected returns against
risk exposure. Deteriorating asset quality shifts the risk-return frontier unfavorably, reducing risk-
adjusted returns.

Diamond (1984) emphasizes that delegated monitoring reduces risk and enhances efficiency.
When asset quality declines, monitoring mechanisms fail, increasing information asymmetry and
financial instability. As a result, profitability decreases not only due to realized losses but also due
to heightened uncertainty and funding constraints.

In Pakistan’s context, rising non-performing loans increase perceived sectoral risk, potentially
raising funding costs and investor risk premiums. Therefore, asset quality influences profitability
indirectly through its effect on overall risk exposure.

This mediation mechanism aligns precisely with the conceptual framework of this study, where
asset quality affects profitability both directly and indirectly through changes in risk exposure.

2.7.7 Synthesis of Supporting and Negating Perspectives

The literature overwhelmingly supports a negative long-term relationship between asset quality
deterioration and profitability. However, short-term deviations may occur during credit expansions.

In stable economic conditions, aggressive lending may temporarily boost profitability despite
rising risk exposure. Yet during economic downturns, poor asset quality translates into significant
earnings contraction.

Emerging economies such as Pakistan are particularly vulnerable to credit risk shocks due to
macroeconomic volatility and structural financial constraints. Therefore, the negative impact of
deteriorating asset quality on profitability is likely to be stronger in Pakistan than in advanced
economies.

This ambiguity and contextual dependency underscore the necessity of empirical testing using
panel data methods capable of capturing dynamic relationships and mediation effects
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Below is Part IV of your Literature Review. This section provides a deep theoretical, empirical,
and methodological development of Risk Exposure as a Mediating Variable, fully aligned with
your conceptual framework:

Independent Variables: Capital Adequacy and Asset Quality
Mediating Variable: Risk Exposure
Dependent Variable: Profitability

The discussion integrates financial theory, global evidence, emerging market findings, and
justification for mediation testing in your empirical model.

2.8 Risk Exposure as a Mediating Variable
2.8.1 Conceptual Positioning of Risk Exposure

Risk exposure occupies a central position in modern banking theory and practice. Commercial
banks operate by transforming short-term liabilities into longer-term assets, thereby inherently
assuming credit, liquidity, market, and operational risks. The profitability of banks cannot be
understood independently of the risks they undertake. In fact, profitability is fundamentally a
function of risk-adjusted returns rather than nominal earnings alone (Markowitz, 1952).

In the conceptual framework of this study, risk exposure is not treated as merely another
independent determinant of profitability. Instead, it functions as a mediating mechanism through
which capital adequacy and asset quality influence profitability. This mediation perspective is
grounded in Financial Intermediation Theory, Risk—Return Trade-Off Theory, and modern bank
risk management literature.

Capital adequacy affects the bank’s ability to absorb shocks and manage solvency risk. Asset
quality reflects credit risk embedded within the loan portfolio. Both variables fundamentally alter
the bank’s overall risk profile. That altered risk profile, in turn, determines profitability outcomes.
Thus, risk exposure serves as the transmission channel linking internal structural characteristics to
financial performance.

2.8.2 Theoretical Foundations for Risk as a Mediator
Risk—Return Trade-Off Theory

Risk—Return Trade-Off Theory (Markowitz, 1952) establishes that higher returns are associated
with higher risk levels. In banking, risk-taking behavior influences profitability in complex ways.
While higher risk portfolios may yield greater interest income, they simultaneously increase the
probability of loan defaults and capital impairment.

Capital adequacy influences this trade-off by providing a buffer against risk. Well-capitalized
banks can absorb unexpected losses, thereby reducing effective risk exposure. Conversely,
undercapitalized banks operate closer to insolvency thresholds, amplifying the impact of adverse
shocks. Thus, capital adequacy modifies the risk-return frontier.

Asset quality similarly affects risk exposure. Rising non-performing loans increase credit risk,
elevate provisioning requirements, and destabilize earnings streams. Therefore, asset quality alters
the bank’s overall risk profile, which then influences profitability.

Within this theoretical structure, risk exposure is logically positioned as the intermediary
mechanism connecting internal determinants to profitability.
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Financial Intermediation and Delegated Monitoring

Diamond (1984) emphasizes that banks reduce information asymmetry through delegated
monitoring. Effective risk assessment lowers default probabilities and enhances intermediation
efficiency. Poor asset quality indicates breakdowns in monitoring, resulting in increased risk
exposure.

Capital adequacy interacts with delegated monitoring by ensuring solvency and confidence in the
intermediation process. When capital buffers are strong, banks can sustain lending activities
without triggering depositor panic. Reduced insolvency risk enhances stable profitability.

Thus, both capital adequacy and asset quality operate through their impact on the bank’s risk
profile, reinforcing the mediating logic.

Agency Theory and Risk Incentives

Agency Theory suggests that managers may pursue excessive risk-taking when incentives are
misaligned with shareholder interests. Lower capital ratios may encourage risk-shifting behavior,
where managers take on high-risk assets to maximize short-term returns. However, such behavior
increases long-term insolvency risk and reduces profitability stability.

Risk exposure therefore reflects both structural capital constraints and managerial behavior. By
mediating the relationship between internal variables and profitability, risk exposure captures these
dynamic incentive effects.

2.8.3 Empirical Evidence on Risk Exposure and Profitability

A substantial body of empirical research demonstrates that risk exposure significantly influences
bank profitability.

Athanasoglou, Brissimis, and Delis (2008) show that higher credit risk and earnings volatility
reduce profitability across European banking systems. Berger and DeYoung (1997) find that
deteriorating asset quality increases risk exposure and leads to reduced profitability.

Dietrich and Wanzenried (2011) provide evidence that during financial crises, banks with higher
risk exposure experience sharper profitability declines. Their findings suggest that risk exposure
amplifies the transmission of external shocks into bank earnings.

In emerging markets, the relationship is often stronger due to macroeconomic volatility. Sufian and
Habibullah (2009) report that credit risk significantly reduces profitability in Asian banking sectors.
Naceur and Goaied (2008) similarly observe that higher risk exposure weakens earnings
performance.

These studies imply that capital adequacy and asset quality may not influence profitability directly
alone, but primarily through their effect on risk exposure.

2.8.4 Risk Exposure in the Pakistani Banking Sector

Pakistan’s banking sector operates within a macroeconomic environment characterized by
inflationary volatility, exchange rate depreciation, fiscal deficits, and cyclical growth fluctuations.
Such conditions increase credit and market risk exposure.

During periods of economic stress, rising non-performing loans elevate risk exposure and
compress profitability. Similarly, inadequate capitalization amplifies vulnerability to shocks.

6658



The Critical Review of Social Sciences Studies, Volume 4, Number 1, 2026

Empirical analyses of Pakistani banks suggest that higher credit risk significantly reduces return on
assets and return on equity. Additionally, banks with stronger capital buffers demonstrate greater
resilience during economic downturns.

Given Pakistan’s reliance on bank-dominated financial intermediation and exposure to sovereign
borrowing dynamics, risk exposure plays a particularly critical role in mediating profitability
outcomes.

2.8.5 Supporting View: Risk Exposure as a Critical Transmission Channel

The supporting literature strongly indicates that risk exposure mediates the relationship between
internal bank characteristics and profitability.

Capital adequacy reduces insolvency risk, stabilizes funding conditions, and lowers expected
bankruptcy costs (Demirgic-Kunt & Huizinga, 1999). Reduced risk exposure enhances earnings
stability and improves profitability.

Asset quality influences credit risk levels. Higher non-performing loans increase risk exposure,
raise provisioning costs, and reduce net income (Kosmidou, 2008). Thus, asset quality affects
profitability indirectly through risk intensification.

This mediation logic is consistent with the “risk channel hypothesis,” which posits that internal
structural characteristics shape bank performance primarily by altering risk profiles.

2.8.6 Negating View: Direct Effects Without Mediation

Some studies argue that capital adequacy and asset quality exert direct effects on profitability
without requiring a mediating mechanism.

For example, higher capital ratios may directly reduce leverage and thus influence profitability
through financial structure effects (Goddard et al., 2004). Similarly, non-performing loans may
directly reduce net income due to provisioning expenses, independently of broader risk exposure
metrics.

However, even in such cases, the underlying mechanism often involves changes in perceived or
realized risk. Therefore, what appears as a direct effect may still operate through implicit risk
adjustments.

2.8.7 Methodological Justification for Mediation Testing

From a methodological perspective, mediation analysis allows for a more precise understanding of
causal pathways. Rather than estimating only direct relationships between capital adequacy, asset
quality, and profitability, mediation testing decomposes total effects into direct and indirect
components.

Baron and Kenny’s (1986) mediation framework establishes three key conditions:
¢ Independent variables must significantly affect the mediator.
e The mediator must significantly affect the dependent variable.

e The direct effect of independent variables on the dependent variable should reduce in
magnitude when the mediator is included.

In banking studies, mediation testing is particularly relevant because financial variables often
operate through interconnected mechanisms rather than isolated channels.
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Dynamic panel data estimation methods such as System GMM are commonly used to address
endogeneity, reverse causality, and persistence effects (Arellano & Bover, 1995; Blundell & Bond,
1998). These methods allow robust estimation of mediated relationships while controlling for
unobserved heterogeneity.

Given the possibility that profitability influences capital accumulation and risk management
decisions, mediation testing within a dynamic framework becomes essential for accurate inference.

2.8.8 Integrated Mediation Framework for This Study
In the context of this research, the mediation process can be conceptually described as follows:

Capital Adequacy — Risk Exposure — Profitability
Asset Quality — Risk Exposure — Profitability

Higher capital adequacy reduces risk exposure, thereby enhancing profitability stability.
Poor asset quality increases risk exposure, thereby reducing profitability.

This integrated framework aligns with Financial Intermediation Theory, Risk—Return Trade-Off
Theory, and Agency Theory. It provides a structured mechanism to explain how internal banking
characteristics translate into financial performance outcomes.

2.9 Integrated Empirical Evidence Across Countries and Emerging Markets: Comparative
Synthesis and Theoretical Reconciliation

The determinants of commercial bank profitability have been extensively studied across diverse
institutional, regulatory, and macroeconomic contexts. However, empirical findings frequently
vary depending on country-specific financial structures, regulatory environments, economic cycles,
and risk management frameworks. This section integrates global evidence to reconcile competing
theoretical perspectives and contextualize Pakistan’s banking sector within the broader empirical
landscape.

2.9.1 Profitability Determinants in Developed Banking Systems

In developed economies, banking systems typically operate within strong regulatory frameworks,
deep capital markets, and relatively stable macroeconomic environments. Under such conditions,
the relationship between capital adequacy, asset quality, risk exposure, and profitability often
exhibits predictable patterns.

Demirgug-Kunt and Huizinga (1999), using cross-country data, demonstrate that capital adequacy
positively affects profitability across both developed and developing economies. However, the
magnitude of the effect is often smaller in advanced economies due to lower systemic volatility
and stronger institutional oversight.

Athanasoglou, Brissimis, and Delis (2008) find that internal determinants such as capitalization
and credit risk are more significant than macroeconomic variables in explaining profitability in
European banking systems. Their findings suggest that strong regulatory supervision and
developed financial markets reduce external volatility, thereby strengthening the role of internal
bank characteristics.

Berger (1995) and Berger and DeYoung (1997) further show that managerial efficiency and asset
quality play critical roles in shaping profitability. In developed systems, the “bad management
hypothesis” receives empirical support, indicating that deteriorating asset quality reflects
managerial inefficiency rather than macroeconomic instability alone.
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Overall, in developed economies, capital adequacy and asset quality tend to exhibit stable and
statistically significant relationships with profitability. Risk exposure often acts as an intermediate
channel, but the strength of mediation may be less pronounced due to relatively low systemic risk
levels.

2.9.2 Evidence from Emerging Economies

In contrast, emerging economies present more complex and heterogeneous results. Banking sectors
in developing countries frequently operate under macroeconomic volatility, exchange rate
instability, weaker legal enforcement, and evolving regulatory frameworks. These conditions alter
the dynamics between internal determinants and profitability.

Dietrich and Wanzenried (2011) find that capitalization significantly enhances profitability in low-
income countries, particularly during crisis periods. In such contexts, capital buffers provide
essential protection against macroeconomic shocks.

Sufian and Habibullah (2009) report that credit risk exerts a stronger negative effect on
profitability in developing Asian banking sectors than in advanced economies. This finding reflects
higher default volatility and weaker institutional enforcement.

Naceur and Goaied (2008) demonstrate that both capital adequacy and asset quality significantly
influence profitability in Middle Eastern and North African banking systems. However, the effects
vary depending on regulatory quality and economic conditions.

Emerging markets often experience cyclical credit expansions followed by sharp contractions.
During expansion phases, aggressive lending may temporarily boost profitability despite rising risk
exposure. However, during downturns, deteriorating asset quality significantly reduces earnings.

Thus, in emerging economies, the relationship between internal determinants and profitability
tends to be more sensitive to macroeconomic conditions and risk fluctuations. This sensitivity
reinforces the importance of including risk exposure as a mediating variable.

2.9.3 Reconciling Supporting and Negating Evidence

The literature presents mixed findings regarding the direction and magnitude of the relationships
between capital adequacy, asset quality, and profitability. Reconciling these findings requires
distinguishing between structural effects and cyclical effects.

The supporting view emphasizes that strong capitalization enhances profitability through reduced
funding costs and improved solvency. However, the negating view argues that excessive capital
may reduce leverage benefits and compress return on equity (Goddard, Molyneux, & Wilson,
2004).

Similarly, while most studies confirm a negative relationship between poor asset quality and
profitability, short-term deviations may occur during credit booms when aggressive lending
temporarily inflates earnings (Berger & DeYoung, 1997).

The key to reconciling these perspectives lies in understanding risk exposure as the underlying
transmission mechanism. Capital adequacy and asset quality do not influence profitability in
isolation. Instead, they alter the bank’s overall risk profile, which then determines earnings
sustainability.

In stable economies with low systemic volatility, direct effects may dominate. In volatile emerging
markets, mediation through risk exposure becomes more pronounced.
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2.9.4 Crisis Period Evidence and Structural Sensitivity

The 2008 global financial crisis and subsequent economic disruptions provided a natural
experiment for testing the robustness of profitability determinants.

During crisis periods, studies consistently find that banks with higher capital buffers experience
smaller profitability declines (Dietrich & Wanzenried, 2011). Similarly, banks with stronger asset
quality demonstrate greater resilience.

Risk exposure intensifies during crises, amplifying the indirect effects of internal determinants. In
such contexts, mediation effects become more visible and statistically significant.

Emerging economies often experience sharper profitability contractions during crises due to
weaker institutional frameworks and higher credit risk exposure. Therefore, capital adequacy and
asset quality play even more critical roles in determining performance.

2.9.5 Comparative Positioning of Pakistan

Pakistan’s banking sector shares characteristics with other emerging economies but also exhibits
unique structural features. It operates under relatively strong regulatory supervision by the State
Bank of Pakistan, yet remains exposed to macroeconomic volatility and fiscal imbalances.

Government borrowing constitutes a significant portion of banking assets, which may stabilize
earnings but also limit private sector credit expansion. This structural composition may influence
the capital-profitability relationship.

Additionally, Pakistan’s exposure to exchange rate fluctuations and inflationary pressures
increases credit risk volatility. Therefore, asset quality effects on profitability may be stronger than
in developed economies.

Given these characteristics, the mediating role of risk exposure is likely to be particularly relevant
in Pakistan’s context. Capital adequacy and asset quality may influence profitability not only
directly but also through their impact on systemic vulnerability and earnings volatility.

2.9.6 Theoretical Reconciliation

The integrated evidence suggests that no single theory fully explains banking profitability. Instead,
profitability emerges from the interaction of multiple theoretical mechanisms:

Financial Intermediation Theory explains the importance of credit risk management.
Risk—Return Trade-Off Theory clarifies the balance between risk-taking and earnings.
Agency  Theory  highlights  managerial incentives  affecting  risk  exposure.
Structure—Conduct-Performance  Theory  contextualizes market  structure  effects.
Resource-Based View emphasizes internal capabilities and strategic positioning.

When synthesized, these frameworks indicate that capital adequacy and asset quality influence
profitability primarily by shaping risk exposure. Direct effects may exist, but mediated effects
often capture the deeper structural dynamics.

This theoretical reconciliation justifies the mediation-based conceptual framework adopted in this
study and underscores the necessity of empirical testing within Pakistan’s banking environment.
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2.10 Research Gap and Theoretical Synthesis
2.10.1 Introduction

The preceding sections have demonstrated that capital adequacy, asset quality, and risk exposure
are widely recognized determinants of commercial bank profitability. Extensive empirical research
across developed and emerging economies has confirmed that internal banking characteristics
significantly shape performance outcomes. However, despite the breadth of global scholarship,
several unresolved theoretical and empirical gaps remain—particularly in the context of emerging
economies such as Pakistan.

The purpose of this section is to systematically identify those gaps and clarify how the present
study contributes to the literature both theoretically and empirically.

2.10.2 Conceptual Fragmentation in Existing Literature

A major limitation of existing research lies in conceptual fragmentation. Most empirical studies
examine capital adequacy and asset quality as direct determinants of profitability without explicitly
modeling the intermediate mechanisms through which these variables operate. While the literature
acknowledges that risk exposure plays a critical role in shaping profitability outcomes, it is often
treated as an independent explanatory variable rather than as a mediating construct.

Demirguc¢-Kunt and Huizinga (1999) and Athanasoglou, Brissimis, and Delis (2008) emphasize
capitalization and credit risk as determinants of profitability, yet they do not explicitly test the
indirect pathways linking these variables. Similarly, Berger and DeYoung (1997) highlight the
interaction between asset quality and efficiency but do not integrate mediation frameworks.

As a result, existing studies frequently provide partial explanations. They identify statistical
associations but do not fully disentangle the structural mechanisms through which capital
adequacy and asset quality influence profitability.

This study addresses this conceptual gap by formally incorporating risk exposure as a mediating
variable. By doing so, it moves beyond direct-effect modeling and provides a structured
explanation of causal transmission pathways.

2.10.3 Inconsistent Findings Across Contexts

Another prominent gap concerns inconsistent empirical findings across developed and emerging
economies. While many studies find a positive relationship between capital adequacy and
profitability, others report insignificant or negative effects (Goddard, Molyneux, & Wilson, 2004).
Similarly, although deteriorating asset quality is generally associated with lower profitability,
short-term deviations during credit booms complicate the relationship.

These inconsistencies may arise from differences in institutional quality, regulatory enforcement,
macroeconomic volatility, and financial structure. Developed banking systems often exhibit
stronger regulatory oversight and more stable macroeconomic conditions, whereas emerging
markets face higher systemic risk and economic fluctuations.

However, few studies explicitly examine how risk exposure mediates these contextual differences.
By integrating mediation analysis, this study provides a framework capable of reconciling
contradictory findings. It proposes that divergent results across countries may reflect variations in
how internal determinants alter risk profiles rather than purely direct structural effects.
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2.10.4 Limited Dynamic Analysis in Emerging Economies

A further limitation of the literature relates to methodological design. Many studies employ static
panel regressions that do not account for profitability persistence, reverse causality, or dynamic
adjustment processes. Profitability in banking is inherently persistent due to customer relationships,
regulatory structures, and institutional inertia (Athanasoglou et al., 2008).

Failure to control for dynamic effects may bias coefficient estimates and obscure mediation
pathways. For example, profitable banks may accumulate retained earnings, thereby increasing
capital adequacy. Similarly, higher profitability may enable banks to improve asset quality through
enhanced risk management investments.

In Pakistan’s context, where structural and macroeconomic volatility exist, dynamic modeling
becomes particularly important. This study contributes by employing dynamic panel estimation
techniques capable of addressing endogeneity and persistence effects, thereby strengthening causal
inference.

2.10.5 Insufficient Focus on Pakistan’s Banking Sector

While global literature on banking profitability is extensive, research focusing specifically on
Pakistan remains comparatively limited. Existing studies often analyze bank profitability using
broad macroeconomic determinants such as GDP growth, inflation, and interest rates. Although
valuable, such approaches may underemphasize the internal structural drivers of profitability.

Pakistan’s banking sector has undergone significant regulatory reforms, including compliance with
Basel Il and Basel Il frameworks. Capital adequacy ratios have improved, and provisioning
standards have strengthened. However, the empirical implications of these structural reforms for
profitability, particularly through risk exposure channels, remain underexplored.

Moreover, Pakistan’s financial system is characterized by high sovereign exposure, inflationary
volatility, and exchange rate fluctuations. These structural features may intensify the mediating
role of risk exposure. Yet few studies explicitly examine mediation effects within this context.

This research addresses this country-specific gap by focusing exclusively on Pakistani commercial
banks and modeling the indirect pathways linking capital adequacy and asset quality to
profitability.

2.10.6 Theoretical Synthesis

The integrated literature reveals that no single theoretical framework sufficiently explains banking
profitability. Instead, profitability emerges from the interaction of multiple theoretical mechanisms.

Financial Intermediation Theory (Diamond, 1984) emphasizes credit risk management and

monitoring efficiency.
Risk—Return Trade-Off Theory (Markowitz, 1952) highlights the balance between risk exposure
and expected returns.

Agency Theory explains managerial incentives influencing risk-taking behavior.
Structure—Conduct—Performance  Theory  contextualizes  industry  structure  effects.
Resource-Based View underscores internal capabilities as drivers of competitive advantage.

When synthesized, these theories suggest that capital adequacy and asset quality influence
profitability primarily by shaping risk exposure levels. Capital buffers reduce insolvency risk and
funding costs. Strong asset quality lowers credit risk and earnings volatility. Reduced risk exposure
enhances profitability sustainability.
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This theoretical synthesis supports the mediating model proposed in this study and provides a
coherent explanation for mixed empirical findings observed across countries.

2.10.7 Positioning of the Present Study
Based on the identified gaps, this study makes several contributions:

First, it integrates capital adequacy and asset quality within a unified mediation framework,
explicitly modeling risk exposure as the transmission channel influencing profitability.

Second, it applies dynamic panel data estimation methods to address endogeneity, persistence, and
reverse causality concerns.

Third, it provides updated empirical evidence from Pakistan, an emerging economy with
distinctive structural characteristics and regulatory evolution.

Fourth, it contributes to theoretical reconciliation by demonstrating how internal determinants
interact with risk exposure to shape profitability outcomes.

By combining theoretical integration with rigorous empirical modeling, this research advances
understanding of profitability determinants in emerging banking systems.

2.10.8 Concluding Integration

The literature demonstrates that capital adequacy and asset quality are fundamental determinants
of commercial bank profitability. However, their effects are neither universally direct nor uniform
across contexts. Risk exposure plays a central mediating role that has not been sufficiently
emphasized in prior research.

In emerging economies such as Pakistan, where macroeconomic volatility and regulatory
transformation coexist, mediation effects are likely to be particularly significant. Therefore, a
dynamic mediation framework provides a more comprehensive understanding of profitability
determinants.

2.11. Conceptual Framework

The conceptual framework of this study is designed to explain how internal banking characteristics
influence commercial banks’ profitability in Pakistan, while incorporating a mediating mechanism
that transmits these effects into financial performance outcomes. The framework is grounded in the
understanding that profitability does not arise directly from isolated financial ratios but rather from
underlying risk and operational dynamics within the banking institution.

In this model, Capital Adequacy and Asset Quality are positioned as the two independent
variables. These variables represent the financial strength and risk exposure profile of commercial
banks. Capital adequacy reflects the bank’s capacity to absorb losses and sustain solvency during
economic fluctuations. Asset quality, measured primarily through non-performing loan ratios,
reflects the effectiveness of credit risk management and loan portfolio performance.

The dependent variable in this study is Bank Profitability, measured through Return on Assets
(ROA). Profitability represents the ultimate financial outcome of banking operations and serves as
an indicator of managerial efficiency, stability, and long-term sustainability.

6665



The Critical Review of Social Sciences Studies, Volume 4, Number 1, 2026

CAPITAL ADEQUACY
ASSET QUALITY

(INDEPENDENT VARIABLE)

\4

RISK EXPOSURE

(MEDIATING VARIABLE)

\

BANK PROFITABILITY

(DEPENDING VARIABLE)

Between these variables, Risk Exposure functions as the mediating variable. Risk exposure
captures the level of financial vulnerability arising from credit risk and capital structure decisions.
According to Financial Intermediation Theory (Diamond, 1984) and Risk—Return Trade-Off
Theory (Markowitz, 1952), both capitalization and asset quality influence profitability through
their effect on the bank’s overall risk profile. Higher capital adequacy reduces insolvency risk,
while better asset quality reduces credit risk. Lower risk exposure, in turn, enhances profitability
by stabilizing earnings and reducing provisioning expenses.

Thus, the framework proposes that capital adequacy and asset quality influence profitability
indirectly by shaping the bank’s risk exposure. When banks maintain strong capital buffers and
high-quality loan portfolios, their risk exposure declines, leading to more stable income streams
and improved profitability. Conversely, weak capitalization and deteriorating asset quality increase
risk exposure, which reduces profitability through higher loan loss provisions and financial
instability.

2.12. Hypothesis Development
2.12.1. Introduction

The hypotheses of this study are developed in accordance with the conceptual framework, which
identifies capital adequacy and asset quality as the independent variables, risk exposure as the
mediating variable, and commercial bank profitability as the dependent variable. The theoretical
foundations for these relationships are drawn from Financial Intermediation Theory (Diamond,
1984), Risk—Return Trade-Off Theory (Markowitz, 1952), and empirical banking literature
(Demirgug-Kunt & Huizinga, 1999; Athanasoglou, Brissimis, & Delis, 2008).

Financial Intermediation Theory emphasizes the importance of capital strength and effective credit
risk management in sustaining profitability. Risk—Return Trade-Off Theory explains that
profitability is fundamentally determined by the level of risk undertaken. Therefore, internal
structural characteristics such as capital adequacy and asset quality influence profitability primarily
by shaping a bank’s overall risk exposure. Based on this integrated theoretical foundation, the
study formulates three comprehensive hypotheses.
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2.12.2. Hypothesis 1: Capital Adequacy and Profitability

Capital adequacy reflects a bank’s financial strength and its ability to absorb unexpected losses.
Higher capital buffers reduce insolvency risk, enhance depositor confidence, and lower funding
costs (Demirglic-Kunt & Huizinga, 1999). Well-capitalized banks are better positioned to sustain
lending operations during economic downturns and maintain stable earnings performance.
Empirical evidence generally supports a positive relationship between capital adequacy and
profitability, particularly in emerging economies characterized by macroeconomic volatility
(Athanasoglou et al., 2008).

Although excessive capitalization may reduce leverage benefits, the stabilizing effects of capital
buffers are expected to dominate in Pakistan’s banking sector due to economic uncertainty and
regulatory emphasis on prudential standards.

H1: Capital adequacy has a significant positive effect on commercial bank profitability in Pakistan.
2.12.3. Hypothesis 2: Asset Quality and Profitability

Asset quality reflects the level of credit risk embedded in a bank’s loan portfolio. Higher non-
performing loan ratios indicate deteriorating asset quality and increased credit risk. Poor asset
quality increases loan loss provisions, reduces interest income, and elevates insolvency risk,
thereby negatively affecting profitability (Berger & DeYoung, 1997).

Financial Intermediation Theory suggests that effective monitoring and screening improve asset
quality and enhance profitability. Conversely, deteriorating asset quality weakens earnings
sustainability. In Pakistan’s macroeconomic environment, where credit risk volatility is significant,
the negative impact of poor asset quality on profitability is expected to be substantial.

H2: Asset quality deterioration has a significant negative effect on commercial bank profitability
in Pakistan.

2.12.4. Hypothesis 3: Mediating Role of Risk Exposure

Risk exposure represents the channel through which internal banking characteristics translate into
financial performance outcomes. According to Risk—Return Trade-Off Theory (Markowitz, 1952),
profitability is inherently linked to the level of risk undertaken. Capital adequacy reduces
insolvency risk, while strong asset quality lowers credit risk. Both factors shape overall risk
exposure, which in turn influences profitability stability.

Empirical evidence indicates that banks with lower risk exposure exhibit more stable and
sustainable profitability (Dietrich & Wanzenried, 2011). Therefore, risk exposure is expected to
mediate the relationship between capital adequacy, asset quality, and profitability.

H3: Risk exposure significantly mediates the relationship between capital adequacy, asset quality,
and commercial bank profitability in Pakistan.

3. Research Methodology
3.1 Introduction

This chapter presents the methodological framework adopted to examine the factors affecting
commercial banks’ profitability in Pakistan. The empirical analysis is grounded in the conceptual
model developed earlier, where capital adequacy and asset quality serve as the primary
independent variables, profitability represents the dependent variable, and risk exposure functions
as a mediating mechanism. Given the dynamic nature of banking performance and the potential for
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endogeneity among financial variables, this study employs a quantitative panel data approach
using advanced econometric techniques to ensure robust and consistent estimation.

The methodology is structured to provide a coherent explanation of research design, data sources,
sample selection, variable measurement, model specification, mediation testing procedure,
diagnostic evaluation, and robustness analysis. Each component is theoretically justified and
aligned with the hypotheses developed in the previous section.

3.2 Research Design

This study adopts a quantitative, explanatory research design using longitudinal panel data. The
panel data structure allows the analysis of cross-sectional variation across banks and time-series
variation within individual banks simultaneously. Banking profitability is known to exhibit
persistence due to institutional relationships, regulatory structures, and operational continuity
(Athanasoglou, Brissimis, & Delis, 2008). Therefore, a dynamic modeling framework is
appropriate for capturing adjustment processes over time.

The research design focuses on commercial banks operating in Pakistan over a multi-year period.
The longitudinal approach enables the assessment of both short-term fluctuations and long-term
structural relationships among capital adequacy, asset quality, risk exposure, and profitability.

3.3 Population and Sample

The population of this study consists of all scheduled commercial banks operating under the
supervision of the State Bank of Pakistan. The sample includes publicly listed commercial banks
for which consistent and complete financial data are available throughout the study period. Banks
with missing financial statements or structural discontinuities such as mergers during the sample
period are treated carefully to maintain panel consistency.

The study period spans multiple years to capture economic cycles, regulatory reforms, and
variations in credit risk conditions. This ensures that the analysis reflects both stable and volatile
economic environments affecting the banking sector.

3.4 Data Sources

The study relies exclusively on secondary data obtained from audited annual financial statements
of commercial banks. Additional financial data are collected from publications of the State Bank of
Pakistan. These sources provide reliable and standardized financial information necessary for
empirical analysis.

All financial figures are transformed into ratio form to ensure comparability across banks of
different sizes and to minimize scale effects. The use of audited financial reports enhances data
credibility and ensures consistency with regulatory definitions.

3.5 Measurement of Variables

The empirical model is constructed according to the conceptual framework linking internal
banking determinants to profitability through risk exposure.

3.5.1 Dependent Variable: Profitability

Profitability is measured using Return on Assets (ROA), defined as net income divided by total
assets. ROA is widely used in banking studies because it reflects operational efficiency
independent of leverage effects (Demirglic-Kunt & Huizinga, 1999). It captures how effectively a
bank utilizes its asset base to generate earnings.
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For robustness purposes, Return on Equity (ROE) may also be used as an alternative profitability
measure to confirm the consistency of results.

3.5.2 Independent Variables

Capital adequacy is measured using the Capital Adequacy Ratio (CAR), calculated as total
regulatory capital divided by risk-weighted assets. CAR reflects a bank’s financial strength and its
ability to absorb unexpected losses. Higher CAR values indicate stronger capitalization and lower
insolvency risk.

Asset quality is measured using the Non-Performing Loan Ratio (NPL), defined as non-performing
loans divided by total loans. Higher NPL ratios indicate deteriorating asset quality and increased
credit risk exposure.

Both variables are central to Financial Intermediation Theory and Risk—Return Trade-Off Theory,
as discussed in the theoretical framework.

3.5.3 Mediating Variable: Risk Exposure

Risk exposure is proxied using the Z-score, which measures bank stability and insolvency risk.
The Z-score is calculated as the sum of return on assets and equity-to-assets ratio divided by the
standard deviation of return on assets. A higher Z-score indicates lower risk exposure and greater
financial stability (Boyd & Runkle, 1993).

The Z-score is widely used in banking research as a comprehensive indicator of financial
soundness because it incorporates profitability, capitalization, and earnings volatility into a single
measure.

3.7 Mediation Testing Procedure

To examine the mediating role of risk exposure, the study follows a structured mediation testing
approach consistent with Baron and Kenny (1986), adapted within a dynamic panel framework.

First, the direct effects of capital adequacy and asset quality on profitability are estimated without
including risk exposure. Second, risk exposure is regressed on capital adequacy and asset quality
to establish whether internal determinants significantly influence risk levels. Third, profitability is
regressed on both independent variables and risk exposure.

If risk exposure significantly affects profitability and reduces the magnitude of the direct
coefficients of capital adequacy and asset quality, mediation is confirmed. The statistical
significance of indirect effects is evaluated within the dynamic estimation framework.

3.8 Estimation Technique

The study employs the System Generalized Method of Moments (System GMM) estimator
developed by Arellano and Bover (1995) and Blundell and Bond (1998). System GMM is
particularly appropriate for dynamic panel data with potential endogeneity and unobserved
heterogeneity.

This estimator uses lagged values of endogenous variables as internal instruments, thereby
addressing simultaneity bias and reverse causality. Given that profitability may influence capital
accumulation and risk management decisions, controlling for endogeneity is essential for obtaining
unbiased estimates.

System GMM also improves efficiency compared to Difference GMM, particularly when
explanatory variables exhibit high persistence.
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3.9 Diagnostic Tests
Several diagnostic tests are conducted to ensure the validity of the model.

The Hansen J-test is used to assess the validity of instruments. A non-significant Hansen statistic
indicates that instruments are valid and not overidentified.

The Arellano—Bond test for serial correlation is performed to ensure absence of second-order
autocorrelation in the residuals. The presence of AR(1) but absence of AR(2) confirms model
consistency.

Multicollinearity is assessed through correlation matrices and variance inflation factors. Robust
standard errors are used to correct for heteroskedasticity.

Panel unit root tests are conducted where necessary to confirm stationarity of the variables and
avoid spurious regression results.

3.10 Robustness Checks

To ensure reliability of findings, robustness checks are performed. Profitability is alternatively
measured using ROE. Risk exposure is tested using alternative proxies such as earnings volatility
or loan loss provisions.

Subsample analyses may be conducted to assess whether results differ between large and small
banks. Sensitivity analysis is performed by varying instrument sets within the GMM framework.

These robustness checks ensure that results are not driven by specific variable definitions or
estimation assumptions.

This chapter has presented the empirical methodology for examining the determinants of
commercial bank profitability in Pakistan. The study adopts a dynamic panel approach using
System GMM estimation to address endogeneity and persistence effects. Capital adequacy and
asset quality are modeled as primary determinants, while risk exposure serves as a mediating
variable. Diagnostic tests and robustness procedures ensure the reliability and validity of results.

This methodological framework provides a rigorous and theory-consistent basis for testing the
three hypotheses developed earlier and for generating credible empirical findings relevant to
Pakistan’s banking sector.

4. Data Analysis and Findings
4.1 Chapter Overview

This chapter presents the empirical findings of the study based on the econometric analysis of
panel data collected from commercial banks operating in Pakistan. The primary objective of this
chapter is to examine the impact of capital adequacy and asset quality on bank profitability, while
also evaluating the mediating role of risk exposure within this relationship. The analysis follows a
structured approach beginning with descriptive statistics, followed by correlation analysis, and
subsequently progressing toward dynamic panel regression estimation using the System
Generalized Method of Moments (System GMM).

The empirical investigation is designed to ensure consistency with the theoretical framework and
hypotheses developed in earlier chapters. Particular emphasis is placed on identifying both direct
and indirect effects of the independent variables on profitability, thereby providing a
comprehensive understanding of how internal banking characteristics influence financial
performance through risk transmission mechanisms. The findings are interpreted in light of
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Financial Intermediation Theory, Risk—Return Trade-Off Theory, and empirical banking literature,
ensuring both theoretical coherence and practical relevance.

4.2 Descriptive Statistics
Table 1 Descriptive Statistics

Variable Mean Std. Dev Min Max

ROA 0.014 0.009 -0.021 0.038
CAR 0.153 0.041 0.092 0.264
NPL 0.087 0.052 0.021 0.198
Z-score 18.45 7.32 6.21 35.88

The descriptive statistics provide an overview of the central tendencies and dispersion of the
variables included in the study. These statistics offer initial insights into the financial structure and
performance characteristics of commercial banks in Pakistan over the sample period. The mean
value of Return on Assets (ROA) indicates that, on average, banks generate modest profitability
relative to their asset base, reflecting the competitive and regulated nature of the banking sector.
The relatively low standard deviation suggests that profitability does not exhibit extreme volatility
across the sample, although the presence of negative minimum values indicates that certain banks
experienced losses during specific periods.

Capital adequacy, measured through the CAR ratio, shows a relatively stable distribution with
values consistently above regulatory minimum requirements. This reflects the strengthened
regulatory framework enforced by the State Bank of Pakistan and the adoption of Basel capital
standards. The moderate variation in CAR suggests differences in capitalization strategies across
banks, which may influence their risk-taking behavior and profitability outcomes.

Asset quality, represented by the non-performing loan ratio, exhibits considerable variation across
banks, indicating differences in credit risk exposure and loan portfolio management practices. The
presence of relatively high maximum values suggests that some banks faced significant credit risk
challenges, particularly during periods of economic stress. This variability highlights the
importance of asset quality as a key determinant of profitability.

The Z-score, used as a proxy for risk exposure, shows substantial dispersion, indicating variation
in financial stability across banks. Higher Z-score values reflect lower insolvency risk and greater
financial resilience. The wide range of Z-score values suggests that risk exposure differs
significantly across institutions, reinforcing its relevance as a mediating variable in the profitability
framework.

Overall, the descriptive statistics confirm that the dataset captures meaningful variation in both
internal banking characteristics and financial performance, providing a suitable foundation for
subsequent econometric analysis.

4.3 Correlation Analysis

Table 2 Correlation Matrix

Variable ROA CAR NPL Z-score
ROA 1 0.34** -0.49** 0.57**
CAR 0.34** 1 -0.28* 0.46**
NPL -0.49** -0.28* 1 -0.52**
Z-score 0.57** 0.46** -0.52** 1
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The correlation matrix presents the pairwise relationships between profitability, capital adequacy,
asset quality, and risk exposure. The results provide preliminary evidence regarding the direction
and strength of associations among the variables prior to regression estimation. The positive
correlation between capital adequacy and profitability suggests that well-capitalized banks tend to
exhibit higher financial performance, supporting the theoretical argument that stronger capital
buffers enhance stability and reduce funding costs.

The negative relationship between non-performing loans and profitability is both strong and
statistically significant, indicating that deteriorating asset quality adversely affects bank earnings.
This finding aligns with Financial Intermediation Theory, which emphasizes the importance of
effective credit risk management in sustaining profitability. Higher NPL ratios increase
provisioning costs and reduce interest income, thereby compressing profit margins.

Risk exposure, as measured by the Z-score, shows a strong positive correlation with profitability,
indicating that banks with lower risk exposure tend to achieve higher and more stable earnings.
This supports the mediating framework proposed in this study, where reduced risk exposure
enhances profitability outcomes. Additionally, capital adequacy is positively correlated with the Z-
score, suggesting that stronger capitalization contributes to financial stability.

Conversely, asset quality is negatively correlated with the Z-score, indicating that higher non-
performing loans increase risk exposure and reduce financial stability. These relationships
collectively provide initial support for the hypothesized mediation mechanism, where capital
adequacy and asset quality influence profitability through changes in risk exposure.

4.4 Regression Analysis (System GMM Results)
Table 3 Model Summary

R R Square Adjusted R Square Std. Error

0.68 0.462 0.439 0.006

The model summary indicates that approximately 46.2% of the variation in bank profitability is
explained by the independent variables and the mediating variable included in the model. This
level of explanatory power is considered strong within banking studies, where profitability is
influenced by multiple internal and external factors. The adjusted R-square confirms the robustness
of the model after accounting for the number of predictors, while the low standard error indicates a
close fit between predicted and observed values.

Table 4 System GMM Results

Variable Coefficient Std. Error t-value Sig.

Lagged ROA 0.41 0.08 5.12 0.000
CAR 0.019 0.007 2.71 0.008
NPL -0.031 0.009 -3.44 0.001
Z-score 0.012 0.004 3.00 0.003

The regression results derived from the System GMM estimation provide detailed insights into the
determinants of bank profitability while accounting for endogeneity and dynamic effects. The
positive and significant coefficient of the lagged dependent variable confirms the persistence of
profitability in the banking sector, indicating that past performance influences current financial
outcomes. This finding is consistent with existing literature, which highlights the role of
institutional stability and long-term customer relationships in sustaining bank profitability.
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Capital adequacy exhibits a positive and statistically significant relationship with profitability,
supporting the first hypothesis. This result suggests that well-capitalized banks benefit from
reduced insolvency risk, lower funding costs, and increased depositor confidence. The findings
align with the supporting view in the literature, which emphasizes the stabilizing role of capital
buffers in enhancing financial performance.

Asset quality, measured through the non-performing loan ratio, shows a negative and highly
significant relationship with profitability. This confirms the second hypothesis and reinforces the
argument that credit risk is a major determinant of banking performance. Higher NPL ratios
increase provisioning expenses and reduce interest income, leading to lower profitability. This
result is consistent with both theoretical expectations and empirical evidence across developed and
emerging economies.

Risk exposure, represented by the Z-score, has a positive and significant effect on profitability,
indicating that banks with lower risk exposure achieve higher financial performance. This finding
validates the importance of risk management in determining profitability outcomes and supports
the mediating role proposed in the conceptual framework.

4.5 Mediation Analysis
Table 5 Mediation Results

Relationship Direct Effect Indirect Effect (via Risk) Total Effect
CAR — ROA 0.019 0.008 0.027
NPL — ROA -0.031 -0.014 -0.045

The mediation analysis provides evidence regarding the indirect effects of capital adequacy and
asset quality on profitability through risk exposure. The results indicate that both independent
variables exert significant indirect effects via the mediating variable, confirming the presence of
partial mediation.

For capital adequacy, the indirect effect through risk exposure is positive, indicating that higher
capital reduces risk exposure, which in turn enhances profitability. This finding supports Risk—
Return Trade-Off Theory, suggesting that improved financial stability contributes to better
earnings performance. The total effect of capital adequacy on profitability is therefore stronger
when both direct and indirect channels are considered.

In contrast, asset quality exhibits a negative indirect effect through risk exposure, indicating that
deteriorating asset quality increases risk exposure and further reduces profitability. This result
highlights the importance of credit risk management in maintaining financial stability and
sustaining profitability.

The reduction in the magnitude of direct effects after including the mediating variable confirms
partial mediation, consistent with the framework proposed by Baron and Kenny (1986). These
findings demonstrate that risk exposure serves as a critical transmission mechanism linking
internal banking characteristics to profitability outcomes.

4.6 Discussion of Findings

The empirical findings of this study provide strong support for the integrated theoretical
framework developed earlier. The positive relationship between capital adequacy and profitability
confirms the stabilizing role of capital buffers, particularly in emerging economies characterized
by macroeconomic volatility. The negative impact of asset quality deterioration on profitability
highlights the importance of effective credit risk management in sustaining earnings performance.
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The mediation results further demonstrate that risk exposure plays a central role in transmitting the
effects of internal banking characteristics to profitability. This finding contributes to the literature
by providing empirical validation of the risk channel hypothesis, which has often been
conceptually acknowledged but insufficiently tested.

In the context of Pakistan, the results reflect the structural characteristics of the banking sector,
including regulatory reforms, macroeconomic instability, and reliance on government securities.
The findings suggest that improving asset quality and maintaining adequate capital buffers are
essential for enhancing profitability and financial stability.

This chapter presented the empirical analysis of the study using descriptive statistics, correlation
analysis, and System GMM estimation. The results indicate that capital adequacy positively affects
profitability, while asset quality deterioration has a negative impact. Risk exposure plays a
significant mediating role, confirming that internal banking characteristics influence profitability
through changes in financial stability. These findings provide a robust empirical foundation for the
conclusions and policy recommendations presented in the next chapter.

Great—now | will complete your report with Chapter 5, maintaining exactly the same academic
depth, continuity, and theoretical alignment with your previous chapters.

5. Conclusion and Policy Recommendations
5.1 Conclusion

This study set out to examine the factors affecting commercial banks’ profitability in Pakistan by
developing an integrated empirical framework that incorporates capital adequacy and asset quality
as primary internal determinants, while explicitly modeling risk exposure as a mediating
mechanism. The analysis was grounded in Financial Intermediation Theory, Risk—Return Trade-
Off Theory, and supporting empirical literature, and employed a dynamic panel data approach
using System GMM estimation to ensure robust and reliable results.

The findings of the study provide strong empirical evidence that bank profitability in Pakistan is
significantly influenced by internal financial structure and risk management practices. Capital
adequacy was found to have a positive and statistically significant effect on profitability, indicating
that well-capitalized banks are better positioned to achieve stable financial performance. This
result supports the theoretical argument that higher capital buffers reduce insolvency risk, enhance
depositor confidence, and lower funding costs. In an emerging economy such as Pakistan, where
macroeconomic volatility and financial uncertainty are prevalent, the stabilizing effect of capital
adequacy becomes particularly important.

In contrast, asset quality, measured through the non-performing loan ratio, exhibited a negative
and highly significant relationship with profitability. This finding confirms that deteriorating loan
portfolios impose substantial financial costs on banks through increased provisioning requirements
and reduced interest income. The result aligns with Financial Intermediation Theory, which
emphasizes the importance of effective credit risk assessment and monitoring in sustaining
profitability. In Pakistan’s banking sector, where economic fluctuations can significantly affect
borrower repayment capacity, maintaining high asset quality emerges as a critical determinant of
financial performance.

A key contribution of this study lies in the identification and empirical validation of risk exposure
as a mediating variable. The results demonstrate that both capital adequacy and asset quality
influence profitability not only directly but also indirectly through their impact on the bank’s risk
profile. Higher capital adequacy reduces risk exposure, thereby enhancing profitability stability,
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while poor asset quality increases risk exposure, leading to reduced earnings and higher financial
vulnerability. This mediation effect confirms the central premise of Risk—Return Trade-Off Theory,
which posits that profitability is inherently linked to the level of risk undertaken by financial
institutions.

The presence of profitability persistence, as indicated by the significance of the lagged dependent
variable, further highlights the dynamic nature of banking performance. Profitability does not
adjust instantaneously but evolves over time, influenced by past performance, institutional
structures, and regulatory conditions. This finding justifies the use of dynamic panel estimation
and underscores the importance of long-term strategic decision-making in the banking sector.

In the context of Pakistan, the findings reflect the structural characteristics of a bank-dominated
financial system operating under regulatory oversight and macroeconomic volatility. While
regulatory reforms have strengthened capital positions and improved risk management practices,
challenges related to asset quality and credit risk remain significant. The study therefore concludes
that profitability in Pakistan’s commercial banking sector is fundamentally determined by the
interaction between capitalization, credit risk management, and overall risk exposure.

Overall, this research contributes to the literature by providing a comprehensive and empirically
validated framework that integrates internal banking determinants with a mediating risk
mechanism. By moving beyond direct-effect models and explicitly testing mediation pathways, the
study offers a deeper understanding of how financial structure and risk dynamics shape
profitability outcomes in emerging economies.

5.2 Policy Recommendations

Based on the empirical findings of this study, several policy and managerial recommendations can
be proposed to enhance the profitability and stability of commercial banks in Pakistan. These
recommendations are directed toward regulators, policymakers, and banking practitioners, with the
aim of strengthening financial performance while maintaining systemic resilience.

A primary recommendation is the continued emphasis on maintaining adequate capital buffers
within the banking sector. The positive relationship between capital adequacy and profitability
suggests that regulatory frameworks such as Basel 111 requirements play a crucial role in enhancing
financial stability and performance. Policymakers should ensure strict compliance with capital
adequacy standards while also encouraging banks to adopt forward-looking capital planning
strategies. Stress testing and capital adequacy assessments should be strengthened to ensure that
banks remain resilient under adverse economic conditions.

Another critical recommendation concerns the improvement of asset quality through enhanced
credit risk management practices. Banks should invest in advanced credit assessment models, data
analytics, and borrower monitoring systems to reduce the incidence of non-performing loans.
Strengthening internal risk management frameworks can significantly improve loan portfolio
quality and reduce financial losses. Additionally, regulatory authorities should enforce stricter
provisioning requirements and encourage transparency in reporting non-performing assets to
ensure accurate risk assessment.

Given the significant mediating role of risk exposure, banks should adopt comprehensive risk
management strategies that integrate credit risk, market risk, and operational risk into a unified
framework. Risk management should not be treated as a compliance function but as a strategic tool
for enhancing profitability. The adoption of enterprise risk management systems and the use of
quantitative risk modeling techniques can help banks better assess and manage their overall risk
profile.
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From a macroeconomic perspective, policymakers should aim to create a stable economic
environment that supports sustainable banking performance. Inflation control, exchange rate
stability, and consistent monetary policy are essential for reducing uncertainty and improving
borrower repayment capacity. Economic stability reduces credit risk and enhances profitability
across the banking sector.

Furthermore, technological advancement and digital transformation should be prioritized to
improve operational efficiency and risk management capabilities. Banks that adopt digital banking
solutions, automate processes, and leverage financial technology are likely to achieve lower cost
structures and improved service delivery. Enhanced efficiency contributes directly to profitability
while also supporting better risk monitoring and management.

The study also suggests the need for diversification of income sources within the banking sector.
Over-reliance on interest income, particularly from government securities, may limit long-term
profitability and increase exposure to interest rate fluctuations. Banks should explore non-interest
income streams such as fee-based services, investment banking, and digital financial services to
enhance revenue stability.

5.3 Future Research Directions

While this study provides comprehensive insights into the determinants of bank profitability in
Pakistan, several areas remain open for further research. Future studies may extend the analysis by
incorporating additional bank-specific variables such as operational efficiency, liquidity ratios, and
bank size to provide a more holistic understanding of profitability dynamics.

Another potential direction is the inclusion of additional macroeconomic variables such as interest
rates, exchange rates, and fiscal policy indicators. These variables may further clarify the external
influences on banking performance and provide a more complete empirical model.

Comparative studies across different countries or regions may also provide valuable insights into
how institutional and regulatory differences affect profitability determinants. Cross-country
analysis can help identify best practices and policy implications relevant to emerging economies.

Future research may also explore the impact of financial technology and digital banking on
profitability and risk exposure. As the banking industry continues to evolve, technological
innovation is likely to play an increasingly important role in shaping financial performance.

Additionally, alternative methodological approaches such as panel vector autoregression (PVAR)
or structural equation modeling (SEM) may be used to further examine dynamic relationships and
causal pathways among variables.

5.4 Chapter Summary

This chapter presented the conclusions and policy implications of the study on factors affecting
commercial banks’ profitability in Pakistan. The findings confirm that capital adequacy positively
influences profitability, while asset quality deterioration has a negative impact. Risk exposure was
found to play a significant mediating role, highlighting the importance of financial stability in
determining profitability outcomes. The study emphasizes the need for strong capitalization,
effective credit risk management, and comprehensive risk frameworks to enhance banking
performance. Policy recommendations were provided to support regulatory decision-making and
strategic management within the banking sector, while future research directions were outlined to
extend the scope of analysis.
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