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The present study empirically examines whether banks operating within Africa concentrate or diversify
their incomes and loan portfolios and how these decisions affect their stability. The present study uses
Generalized Methods of Moments (GMM) as the econometric tool in carrying out the analysis. The study
shows that banks in Africa are relatively stable and well diversified. However, income diversification
strategies do not enhance banks’ stability. Loan portfolio concentration guarantees a reduction in bank
credit risk and boosts stability. Overall, loan portfolio concentration is therefore more important for
stability than income diversification among banks in Afiica.
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INTRODUCTION

This study investigates whether banks operating within Africa focus or diversify their incomes and
loan portfolios and how these decisions affect their stability. The motivation for this present study is in
two-fold: First, in the seventies and eighties, the world recorded an unprecedented record of bank failures
on a global scale (FDIC, 2016). Globally, these failures and financial crises have affected banks’ stability.
Nevertheless, in recent times banks have responded to these crises by adopting proactive diversification
strategies either by growing the volume of non-interest income in profits or along the prudent
management of loan portfolios of banks (Berger et al., 2010). Second, the past decades have witnessed a
rapid movement of financial institutions around the world. The rapid movement of financial institutions
has culminated into a gradual but noticeable liberalization of its financial sector. The liberalization and
financial reforms are considered to have shifted the focus towards a greater diversity of products and
services. Thus, African continent has not been spared of this paradigm shift hence the value relevance of
diversification on banks’ stability. The present study extends and contributes to the literature in a number
of ways: First and foremost, using a worldwide data, Doumpos et al. (2016) established that banks
operating in developing economies benefit more from diversification than the developed countries. This
finding therefore merits an extensive examination, especially for banks operating in Africa which have
been largely neglected in existing literature. Second, this work is singular in the sense that it uses 4,346
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globally active banks with varied lines of business headquartered in 49 African countries from 2001 to
2017. The dataset is decomposed into conventional and Islamic banks and periods before and after the
global financial crisis (GFC). The sample decompositions would allow better understanding of the
channels by which diversification impact on banks’ stability under changes in economic conditions. This
1s because while studies have shown that diversification affects conventional bank performance and credit
risk (Vallascas et al., 2012), Islamic banks are found to be better able to withstand the onslaught of a
major financial crisis than conventional banks (Tabash and Dhankar, 2014). These stands generate more
interest in examining same using banks in Africa as the unit of analysis. Third, the focus on Africa was
unhurried. Although banking environment in Africa is somewhat shallow, developments in the African
banking industry provides an interesting background for such investigations. According to Nyantakyi et
al, (2015), the continent has made progress in banking technology and is well controlled. Finally,
following Edirisuriya et al. (2015) findings, the study extricates income and loan portfolio diversifications
and investigates the impact of each type on banks” stability. This would help register which type of
diversification profits banks the most. To our knowledge, this approach remains to be studied and
investigated in an African frame of reference.

The remaining sections of the study are as follows: Section 2 focuses on the literature review and
hypothesis development. Data and methodology are discussed in section 3. Empirical results of the study
are presented in the next section. Section 5 concludes the study.

LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

Theoretical Underpinning

The study situates the diversification and banks’ stability nexus in four theories namely strategic
focus, conglomeration theories, traditional banking theory and corporate finance theory. While two of the
theories namely strategic focus and corporate finance theory do not support diversification, the remaining
two ie. conglomeration theories and traditional banking strongly reinforce firms® diversification.
Strategic focus posits that the value of a firm is maximized when it concentrates on their core expertise
and capability. Thus, diversification reduces performance (Berger and Ofek, 1995). Corporate finance
theory stipulates that firms benefit more in terms of expertise development and comparative advantage
when they specialize on their core activities (Stomper, 2006). Conversely, conglomeration theory
contends that owing to risk-reduction, larger internal capital markets and scope economies diversification
enhances and adds value to a firm (Teece, 1980). Traditional banking theory suggests that bank
performance is enhanced when they diversify their loan portfolio along various economic sectors (Berger
et al., 2010). These contradictory theories seem to demonstrate that there is a lack of linearity between
diversification and stability. Few empirical studies have supported the fact that these theories are
completely right for all banks.

Diversification and Stability in Conventional and Islamic Banks

According to Masruki et al. (2011) and Farook et al. (2014), Islamic banks have more stable
operations though they are less profitable, as opposed to conventional banks. The high-rise in the value of
conventional banks can be attributed to the higher transaction fees charged and more channels of external
financing than those of Islamic banks. Additionally, conventional banks have a pre-fixed rate payment of
interest, whereas Islamic banks are based on profit sharing. Liquidity in Islamic banks is higher, because
of their lower variety of loans or financial products than conventional banks. A growing literature
examines the effectiveness, risk and stability characteristics of Islamic in relations to conventional banks
(Hassan and Aliyu, 2018). Beck et al., (2013) concur that Islamic banks are better capitalized and
command asset quality as compared to conventional banks. Kabir et al., (2015) find that religious
customers are more relationship oriented and this reduces risk since these customers have a lower
probability of default. Islamic banks are found to be well balanced and more stable than conventional
banks (Abedifar et al., 2013). Faye et al., (2013) find that Islamic banks have lower risk, unlike the
conventional banks. In contrast, Kuran (2004) suggests that Islamic banks do not have any noticeable
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advantages over conventional banks in their efficiency and stability. Gheeraert and Weill (2015) find that
constraints on Islamic banking positively contribute to efficiency up to a point. Kabir et al., (2015) argue
that Islamic banking that prohibits the use of derivatives for hedging through limited access to collateral
and recovery problems (in the event of loan default) can weaken risk management techniques and
promote instability.

Concentration, Diversification and Stability

In corporate finance literature, studies on the impact of concentration and diversification on bank
stability command an extensive history but lack a comprehensive examination particularly in depository
institutions. Even where such studies are found, findings have been mixed and inconclusive. Proponents
of diversification suggest that diversified banks can benefit from leveraging managerial skills and abilities
across products and geographic regions (Iskandar-Datta and McLaughlin, 2007). International and
geographical diversifications offer more benefits to banks (Dahl and Logan, 2003; Buch et al., 2004).
According to Stiroh and Rumble (2006), diversification positively affects stability. Brighi and Venturelli
(2016) findings suggest that greater diversification decreases bank risk. In Argentina and Austra, Bebczuk
and Galindo (2008) and Rossi et al (2009) empirically underpin the importance of the diversification to
stability. On the contrary, other studies have also reported that sectoral loan concentration enhances
banks’ stability. A number of studies conducted in Italy, Brazil and Germany banking industries have
found that sectoral loan portfolio concentration reduces bank credit risk (Tabak et al., 2011). Petersen and
Rajan (1994) conclude that penetration into different sectors to reach a more diverse portfolio may imply
considerable learning costs. Firms benefit more in terms of expertise development and comparative
advantage when they specialize on their core activities (Stomper, 2004). Studies conducted in Italy, Brazil
and Germany banking industries have found that sectoral loan portfolio concentration reduces bank credit
risk (Tabak et al., 2011). Brunnermeier et al. (2012) suggest that banks which experience high levels of
systemic risk often diversify more. Lepetit et al. (2008) draw a related outcome from their study. In
Vietnamese banks, Batten and Vo (2016) indicate that intense diversification activities bring about a high
level of risk. Overall, the reviewed literature on diversification remains intense in countries outside of
Africa, leaving a void. The present study intends to fill this void in examining whether banks found
within Africa focus or diversify their incomes and loan portfolio and how these choices affect their
stability. Thus, the study hypothesizes the following links:

H;: Income diversification is negatively related to banks’ stability.
H,: Loan portfolio diversification is negatively related to banks’ stability.
DATA AND METHODOLOGY

Sample, Data Sources and Justification

The study employs unbalanced panel data spanning from 2001 to 2017. Employing a sample of
conventional and Islamic banks, the study carefully selects and limits the sample to forty-nine (49)
countries due to data limitations. However, these countries have unique characteristics and thus merit
inclusion. The choice for the selection of these countries that forms a cohort for each cluster of the region
is mainly because in recent times most of these countries have shown sustained economic growth (The
World Bank, 2017). The data for both dependent and independent variables are carefully selected and
retrieved from the databases of both Bankscope and World Bank Development Indicators from the period
2001 to 2017. Since Bankscope mostly covers all existing large banks, coverage for small banks is
heterogeneous across countries, space and time. To deal with the possible selection biases, the study
focuses on some criteria in determining sampled banks, and interpretations are carefully made. The final
sample contains about 4,346 globally active banks. Dummy variables assuming the value 1 and O are
introduced.
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The study originally used 5,212 banks in Africa and applied the following restrictions:
(1) The study decomposed the data into conventional banks and Islamic banks
(2) Acquired, merged and collapsed banks are duly considered and excluded.
(3) Banks without the required data are eliminated.

After considering the above-mentioned restrictions, the study yields a usable sample of 4,346 banks
observations spanning from 2001 to 2017. The justification for the restrictions and the selection of these
variables are not far-fetched. First, products wise, Islamic banks and conventional banks appear to be
similar but these entities diverge in terms of concept. The authors are compelled to decompose the dataset
into conventional and Islamic banks because of their business modules. Furthermore, the banking sector
in recent times has experienced a significant amount of mergers, takeovers and acquisition activities.
Finally, the rationale for the inclusion of stability measures is based on the fact that these key ratios are
commonly used by financial analysts in determining banks’ stability.

Construction of Bank Diversification Measures

The study investigates diversification by using two traditional measures specifically Adjusted
Hirschman-Herfindahl Index ( HHladj ), Shannon entropy (SH_EN). In addition to the two traditional
measures, one distance measure namely absolute distance (abs_DIST) is also employed. The
diversification measures follow the works of Stiroh and Rumble (2006) and Delpachitra and Lester (2013)
in estimating the Adjusted Hirschman-Herfindahl Index (HHladj) for all the sample banks. The
HHladj index would measure the relative value relevance of each part of net operating income in
addition to non-interest income. Two income diversifications are measured as follows:

The net operating income is calculated as:

HHladj _ ., =1-[(NII | NOI)* +(NOI | NOI)*] (1)

where:
NOI = Net operating income (NII+NON)
NII = Net interest income for both banks
NON = Non-interest income for both banks

For non-financing income of banks, the study mimics the work of Lee et al., (2014) and is computed as:
HHladj_,,, =1-[(FEE/NON)* + (TRAD /| NON)* + (OTH / NON )*] ()

where:
FEE = Fees and commission income
TRD = Trading income from foreign exchange transactions and trading securities
OTH = Other non-interest income

The possible value of the Herfindahl Index (HHI) ranges from 1/N to one, where N is the number of
firms in the market. In a perfectly competitive market, HHI approaches zero. The closer the value to 1
(i.e., the higher the value), the more focused (i.e., less diversified) the bank is. Overall, a higher value of
HHI implies a lesser diversification (more focused) of the bank. The Shannon Entropy (SH_EN) is a
solid tool to measure changes of distributions at a given point of time. It is used to estimate industrial
concentration. If SE is equal to 0, the loan portfolio is highly concentrated (the bank loans to only one
industry). If SE equal to -In (n), the bank portfolio is perfectly diversified. The measure is estimated as:

36  Journal of Applied Business and Economics Vol. 22(3) 2020



S
SH EN =Y - (Pi * In Pi) 3)
i=1

In addition, the distance measure is used to estimate the divergence between a bank (r) and the
benchmark (x) loan portfolios, thus larger values mean less diversification (Pfingsten and Rudolph,
2002). The absolute distance is measured as:

S
abs _DIST=1/2Y (rbti - X bti) 4)

=1

The values of the distance range between 0 and 1. Whereas 0 means perfect diversification and 1
means perfect specialization.

Model for Empirical Estimation

To estimate the relationship between diversification and banks’ stability among banks in Africa, this
section estimates the empirical models and the description of the variables employed in the study. The
model mimics the empirical works of Hayden et al. (2006) and Adzobu et al (2017). The equation is
specified below as follows:

STAB, = B, + BSTAB,_, + B,IDIV, + B, LPDIV + B, X, + B M, +¢, 5)

where STAB,, is a vector containing measures of stability such as Z-score (ZSCORE,,) for firm i in
time t and the non-performing loans ratio (NPLR ,, ) for firm i in time t,; IDIV is a vector of measures of
income diversification for HHladj ,, and HHladj ,y. LPDIV, is a vector of measures of loan
portfolio diversification measures forSH_EN and abs_DIST , X,is a vector of bank-specific

characteristics; M, is a vector of macroeconomic variables; &, is the error term. The study also controls
for the global financial crisis (CRISIS).

Description of Variables

From the study, whereas both Z-Score and NPL are used as dependent variables, the rest are
employed as independent and control variables: bank size (SIZE), average bank growth (BGROWTH),
cost-income ratio (COINR), deposits to total assets ratio (DEPTA), funding cost (FUNCOST), equity to
total assets ratio (EQUITY), net loans to assets ratio (LOTA) and age of bank (AGE) Gross Domestic
Product (GDP), inflation rate (INF), real interest rate (RIR) and global financial crisis (CRISIS). The
variables are described as follows: Following the empirical works of Kohler (2014) and Amidu and Wolfe
(2013), Z-Score as an accounting measure is captured as dependent variables to estimate banks’ stability.
The Z-Score is calculated as:

Zit = (ROAit + E/Ait)/o.ROA B (6)

where ROA is the return on assets, £/ 4, is the shareholders” equity divided by total assets and o 4, is

the standard deviation of the return on assets. Studies have shown that this indicator has been used
widely (see, e.g., Kabir et al., 2015; Altunbas et al., 2018). Non-performing loans: This ratio measures
bank credit risk and the level of expected losses. It is calculated as a ratio of total impaired loans to net
loans. A higher value of NPLR suggests a weak ability to manage credit risk (Abedifar et al., 2013). The
summarized form of all internal and external variables regarding their measurement, hypotheses and their
previous studies that justify their inclusion are presented in Table 1.
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Estimation Technique

The present study uses Arellano and Bond (1991) first-differenced Generalized Methods of Moments
(Diff-GMM) as the econometric tool in carrying out the analysis. This is justifiable since it allows testing
for convergence in bank stability. Due to the dynamic nature of our model, least squares estimation
methods provide biased and inconsistent estimates (Baltagi, 2001). However, this potentially creates
endogeneity as the lagged dependent variable corresponds with the error term. There could also be a
reverse flow of effect among bank growth, equity and stability, which could also create endogeneity. For
instance, Garcia-Herrero et al. (2009) report that high-performance banks may be more likely to raise
equity more effortlessly through profit retention. The causality could also go in the opposite direction
since more stable banks are capable of attracting investment and equity. Since stable banks are less risky,
they are able to inspire confidence in their customers for them to readily subscribe to new services that are
introduced by the bank, thus, fostering diversification. As per its modus operandi, the Dif -GMM deploy
lagged values of the dependent and independent variables as instruments. The estimated model inculcates
a one-period lag of bank stability as an independent variable. Our initial analysis showed that bank
stability measures are not persistent and significantly demonstrate no inertia, thus, eliminating the use of
the System GMM which is useful in the presence of a persistent time series. Using a one period lag of
profitability measures, the study conducts both Sargan and Hansen tests of over-identifying restrictions to
assess the validity of our internal instruments. That is, to test whether there are at least as many
instruments as endogenous explanatory variables in the model. Failure to reject the null of valid
overidentifying restrictions would mean all instruments are valid and GMM estimates are consistent. Our
estimates are therefore consistent and could be interpreted as causal relationships. In order to make sure
there is no second order autocorrelation in the estimation, the endogenous variable is instrumented using
levels lagged by two years periods. Arellano and Bond (1991) further explain that the consistency of Diff-
GMM estimator depends on the premise that second-order serial correlation is not exhibited in the error
terms and that only valid instruments are used (also Blundell and Bond, 1998). Thus, Arellano-Bond test
for second-order autocorrelation is done to attest to the validity, consistency and appropriateness of the
data. If the null hypothesis of no second-order autocorrelation cannot be rejected, our Diff-GMM is
consistent. To ensure that there is no second order autocorrelation in the estimated model, the endogenous
variable is instrumented by employing its two-year-lagged values.

EMPIRICAL RESULTS

Descriptive Statistics

Table 2 presents the descriptive statistics for diversification measures and banks’ stability. In terms of
stability, generally, banks in Africa are stable. Whereas the Islamic banks show a Z-Score of 0.954 and
NPLR of 0.036, conventional banks record a Z-Score value of 4.131 and NPLR of 1.760 respectively.
The results, therefore, show that Islamic banks in terms of the pecking order are less stable than the
conventional banks. This result finds support in previous studies (See Naceur et al., 2011; Rajhi and
Hassairi (2013). For diversification measures and as rule of thumb, the closer the value to 1 (i.e., the
higher the value), the more focused (i.e., less diversified) the bank is. From Table 2, banks in Africa are
relatively well diversified in terms of income. This result, therefore, demonstrates that banks in Africa do
not generate income only through the traditional sources but a mix of both the traditional (interest
income) and non-traditional (non-interest income) sources. When the data is decomposed into
conventional and Islamic banks, results do not show any variations regarding the income diversification.
This implies that both conventional and Islamic banks are fairly well diversified. In relation to loan
portfolio diversification measures, the two indicators employed confirm a perfect specialization. Thus,
banks in Africa averagely lend to one industry or experience high loan concentration level. This position
is further supported by Tabak et al (2011) who posits that the credit portfolio of banks in Brazil is
moderately concentrated. The summary statistics for bank-specific characteristics and macroeconomic
variables are presented in Table 3. In terms of bank size, both conventional and Islamic banks represent
13% and 13% respectively. This seems to imply that these banks are not different when it comes to the
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allocation of loans to businesses. Bank growth which is measured as an annual change in total assets
shows a figure of -41% and -3% for conventional and Islamic banks. These values confirm that bank
growth is not rapid in Africa, hence diversification opportunities are not enhanced. Cost-interest rate used
as a proxy for management efficiency, the study records average values of 66% and 64% for both
conventional and Islamic banks respectively. These results indicate that management of banks in Africa
are relatively inefficient in managing resources. Apart from deposit to total assets, similar results are
recorded by the study.
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Estimation Results

To examine the impact of diversification on the stability of banks in Africa, Table 4 reports estimates
from our Dift-GMM. The Arellano-Bond test is carried out in all models and the null of no second-order
autocorrelation is not rejected, thus, confirming the absence of second-order autocorrelation.
Additionally, both the Hansen and Sargan probabilities confirm the validity of the instruments used by
failing to reject the null hypotheses of valid overidentifying restrictions. In other words, all the Hansen
and Sargan probabilities exceed 0.05, hence there is ample evidence that the internal instruments used
appropriately and all estimates are robust. The study, therefore, avoids estimating the model with the two
variables concurrently used. Further, it also adopts a log-log estimation approach for all estimations. This
approach has the advantage of the coefficients being interpreted as elasticities. In all estimations, the
included lagged-values of the measures of banks’ stability are positive but statistically not different from
zero. This provides evidence that there is no convergence in stability among banks in Africa.
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The Relationship Between Diversification and Stability
Table 4 presents the empirical findings of the study. The coefficient of the HHladj ., and

HHladj ., are negative and significant at 5 percent in model 1 and 3. This suggest that a high income

diversification significantly leads to an increase in NPLR. Thus, income diversification is not beneficial
for banks in Africa. This therefore implies that bank stability in Africa is not enhanced by income
diversification strategies. This result is consistent with some previous studies (See Abuzayed et al., 2018;
Chiorazzo et al., 2008; Lee et al., 2014b). Maudos (2017) also concludes for European banks, a rise in the
share of non-interest income increases bank risk (instability). The result contradicts other findings that
confirm that income diversification benefits banks if diversified activities are inherently less risky (See
Nisar et al., 2015; Stiroh and Rumble, 2006). Ahamed (2017) concludes that an increased share of non-
interest income increases the profitability and risk-adjusted profitability (stability) of Indian banks. The
study further observes that both measures of income diversification lose their statistical significance when
loan portfolio diversification measures are added. As shown in Table 4 when NPLR is used, the
coefficient of SH_EN and abs_DIST are negative in models 2 and 4 respectively. This means an increase
in loan portfolio concentration reduces NPLR. Thus, banks’ stability is enhanced. However, a positive
relationship of SH_EN and abs_DIST are reported in model 6 and 8 respectively when Z-Score is used as
dependent variable. This result indicates that sectoral loan focus or specialization by banks operating in
Africa positively affects their stability. This relationship provides evidence that sectoral loan
concentration warrants a reduction in bank credit risk and boosts stability. This may suggests that
continuously concentrating loan portfolio on one sector potentially improves loan quality and further
strengthens the stability of banks. The implication could be that banks in Africa do have the required
expertise to monitor these loans. The result is consistent with other works (See, Tabak et al., 2011).
Overall, loan portfolio concentration is therefore more important for stability than income diversification
among banks in Africa. Funding cost positively affect NPLR, implying a reduction in stability.
Specifically, a 1 percent increase in FUNCOST leads to about 0.009 percent reduction in stability in our
preferred estimation at the 1 percent level of significance. This means that stability is not enhanced when
cost of funding is high. In all four models with Z-Score as the dependent variable, EQUITY has a
consistent positive coefficient. At the 1 percent significance level, a percentage increase in equity leads to
a 0.2 percent increase in Z-Score. EQUITY has a stable and robust effect on Z-Score among banks in
Africa. This indicates that a higher equity level improves banks’ stability. A similar relationship is
recorded when NPLR is used as a dependent variable; the negative coefficient of EQUITY in models 1, 2,
3 and 4 confirm that highly capitalized banks have less NPLR and are more stable. AGE used as a proxy
for market experience reduces NPLR in models 1 and 3, at a 5 percent significance level. However, when
loan portfolio diversification measures are added, its effect on bank stability becomes insignificant.
Again, the first 4 models of Table 4 provide evidence that INF and RIR increase credit risks, and thus,
reduce stability while GDPG increase stability.

Conventional Banks Vrs. Islamic Banks

Table 5, further presents results when diversification and banks’ stability nexus is examined under
banks’ types and their orientations. The sample is grouped into conventional and Islamic banks to
estimate the full specification of equation (5). Identification strategy is apt and all post-estimation tests
show that estimates are consistent and instruments are appropriately deployed to tackle any potential
endogeneity. It is worthy to note that income diversification strategies do not affect banks” stability when
banks in Africa are decomposed into conventional and Islamic banks. Interestingly, diversification in
terms of loan portfolio significantly affects banks’ stability although varied. Overall, when banks in
Africa are grouped into conventional and Islamic banks (operational orientation), impacts are diverse.
While loan portfolio concentration enhances stability among conventional banks, it reduces stability
among Islamic banks. Surprisingly, apart from BGROWTH which increases NPLR and thus, reduces
stability, other bank-specific and macroeconomic characteristics are insignificant in explaining stability
for Islamic banks. For conventional banks, FUNCOST, EQUITY, AGE, GDP, INFL and RIR appear to
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have significant relationship with stability with the signs and direction similar to those found in the
overall sample. It is relevant to note that periods after the global financial crisis, conventional banks in
Africa are more stable, compared to periods before the crisis. However, among Islamic banks, there is no
difference in stability in the periods before and after the crisis. This result is consistent with Abuzayed et
al. (2018). Abuzayed et al. (2018) conclude that conventional banks appear to be more adversely
impacted on the risk side than Islamic bank.
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CONCLUSION

This study investigates whether banks operating within Africa focus or diversify their incomes and
loan portfolios and how these decisions affect their stability. The present study uses Arellano and Bond
(1991) first-differenced Generalized Methods of Moments (Diff-GMM) as the econometric tool in
carrying out the analysis. The study shows while banks in Aftrica are relatively stable, Islamic banks are
less stable. In terms of income, banks in Africa are relatively well diversified. However, income
diversification strategies do not enhance banks’ stability. Sectoral loan focus or specialization by banks
operating in Africa positively affects their stability. Thus, sectoral loan concentration guarantees a
reduction in bank credit risk and boosts stability. Overall, Loan portfolio concentration is therefore more
important for stability than income diversification among banks in Africa. When banks in Africa are
grouped into conventional and Islamic banks (operational orientation), impacts are diversed. While loan
portfolio concentration enhances stability among conventional banks, it reduces stability among Islamic
banks. It is relevant to note that periods after the global financial crisis, conventional banks in Africa are
more stable, compared to periods before the crisis. However, among Islamic banks, there is no difference
in stability in the periods before and after the crisis. Finally, while the result invalidates strategic focus
and corporate finance theory, conglomeration and traditional banking theories are validated but somewhat
bidirectional in nature.

From the results of the study, the study recommends the following strategic managerial and policy
implications:

Managerial Implications

The results of this study have some policy implications for the central banks and other regulators.
From the result of the study, although banks in Africa are stable, Islamic banks especially must endeavor
to make more investment in risk management mechanism to improve credit quality. Second, the study
reveals that banks in Africa are well diversified. Nevertheless, bank stability in Africa is not enhanced by
income diversification strategies. This means income diversification appears to threaten the survival of
banks in Africa. This adds to the call for management of these banks to rather concentrate or focus on
their traditional sources of income. Besides, in terms of loan portfolio diversification, the study validates
perfect specialization for banks in Africa. Thus, banks in Africa should averagely lend to one industry or
experience high loan concentration level. The variation of the effects when different stability measures
are employed should be a concern for investors and financial analyst who invest in Africa.

Policy Implication

The inclusion of the global financial crisis should provide some useful lessons to policymakers,
governments and regulators. The recent global financial crisis has shed more light on banks’ stability and
bank in Africa are not exempted. Findings from the study confirmed after the global financial crises,
banks in Africa are more stable. Policy makers and governments should institute measures to consolidate
the gains and protect these banks against an onslaught of foreign influences.

Limitation and Future Research

The results are based on 4,346 banks in Africa from 2001 to 2017. However, this does not invalidates
the general outcome of the study. Therefore, including more banks amid normal and recession cycles
surely deserve attention in future research.

Journal of Applied Business and Economics Vol. 22(3) 2020 51



REFERENCES

Abedifar, P., Molyneux P., & Tarazi, A. (2013). Risk in Islamic banking. Review of Finance, 17(6), 2035-
2096.

Abuzayed, B., Al-fayoumi, N., & Molyneux P. (2018). Diversification and bank stability in the GCC.
Journal of International Financial Markets, Institutions & Money, 57(1), 17-43.
doi:10.1016/j.intfin.2018.04.005.

Adzobu, L. D., & Agbloyor E. K. (2017). The effect of loan portfolio diversification on banks’ risks and
return. Managerial Finance, 43(11), 1274-1291. doi:10.1108/MF-10-2016-0292.

Ahamed, M. M. (2017). Asset quality, non-interest income, and bank profitability: Evidence from Indian
banks. Economic Modelling, 63(1), 1-14.

Altunbas, Y., Binici, M., & Gambacorta, L. (2018). Macroprudential policy and bank risk. Journal of
International Money and Finance, 8§1(1), 203-220.

Amidue, M., & Wolfe, S. (2013). Does bank competition and diversification lead to greater stability?
Evidence from emerging markets. Review of Financial Development, 3(3), 152-166.

Arellano, M., & Bond, S. (1991). Some tests of specification for panel data: Monte Carlo evidence and an
application to employment equation. Review of Economic Studies, 58(2), 277-297.

Baltagi, B. H., Fomby, T. B., & Carter, H. R. (2001). Nonstationary panels, panel cointegration, and
dynamic panels. Emerald Group Publishing Limited.

Batten, J. A., & Vo, X. V. (2016). Bank risk shifting and diversification in an emerging market. Risk
Management, 18(1), 217-235.

Baum, C., Cagayan, M., & Ozkan, N. (2013). The role of uncertainty in the transmission of monetary
policy effects on bank lending. The Manchester School, 1(2), 202-225.
http://doi.org/10.1111/5.1467-9957.2011.02274 x

Bebczuk, R., & Galindo, A. (2008). Financial crisis and sectoral diversification of Argentine banks, 1999-
2004. Applied Financial Economies, 18(3), 199-211.

Beck, T., Demirguc-Kunt, A., & Merrouche, O. (2013). Islamic vs. conventional banking business.
Behavior and Organization, 1(3), 223-247.

Ben, Naceur, S., & Omran, M. (2011). The effects of bank regulations, competition, and financial reforms
on banks’ performance. Emerging Markets Review, 12(1), 1-20.

Berger, A. N, Hasan, 1., & Zhou, M. (2010). The effects of focus diversification on bank performance:
evidence from Chinese banks. Journal of Banking & Finance, 34(7), 1417-1435.

Berger, P. G., & Ofek, E. (1995). Diversifications effect on firm value. Journal of Banking & Finance,
37(1), 39-65.

Blundell, R., & Bond, S. (1998). Initial conditions moment restrictions in dynamic panel data models.
Journal of Econometrics, 87(1), 115-143.

Brighi, P., & Venturelli, V. (2016). How functional geographic diversification affect bank profitability
during the crisis. Finance Research Letter, 16(1), 1-10.

Brunnermeier, M., Dong G., & Palia, D. (2012). Banks’ non-interest income systemic risk. Working
Paper, Princeton University Princeton NJ.

Buch, C. M., Driscoll, J. C., & Ostergaard, C. (2004). Cross-border Diversification in Bank Asset
Portfolios Federal Reserve Board of Washington. Working Paper 04-26.

Chiorazzo, V., Milani, C., & Salvini, F. (2008). Income diversification bank performance: evidence from
Italian banks. Journal of Financial Services Research, 33(1), 181-203

Cole, R. A, Goldberg, L. G., & White, L. J. (2004). Cookie cutter vs character: the micro structure of
small business lending by large small banks. Journal of Financial and Quantitative Analysis,
39(1), 227-251.

Dahl, D., & Logan, A. (2003). Granularity International Diversification: An Empirical Analysis of
Overdue Claims at Banks. Bank of Englworking paper.

Delpachitra, S., & Lester, L. (2013). Noninterest income: are Australian banks moving away from their
traditional businesses? Economics Papers, 32(2), 190— 199.

52 Journal of Applied Business and Economics Vol. 22(3) 2020



Dietrich, A., & Gabrielle, W. (2011). Determinants of bank profitability before during the crisis: Evidence
from Switzerland. Journal of International Financial Markets Institutions Money, 21(1), 307-27.

Dietrich, A., & Wanzenried, G. (2011). Determinants of bank profitability before during the crisis:
evidence from Switzerland. Journal of International Financial Markets, Institutions and Money,
21(3), 307-327.

Doumpos, M., Chrysovalantis, G., & Fotios, P. (2016). Bank Diversification and Overall. Economic
Review, 76(1), 323-329.

Edirisuriya, P., Gunasekarage, A., & Dempsey, M. (2015). Bank diversification performance efficiency?
Evidence on the Islamic finance-growth nexus. Economic Modeling, 47(2), 32-39.

FDIC. (2016). Failed banks list. Retrieved from https://www.fdic.gov/bank/individual/failed/banklist.html

Farook, S., Hassan, M. K., & Clinch, G. (2014). Islamic bank incentives discretionary loan loss
provisions. Pacific Basin Finance Journal, 28(1), 152-174.

Faye, 1., Triki, T., & Kangoye, T. (2013) The Islamic finance promises: evidence from Africa Finance
Does bank diversification heterogeneously affect performance risk-taking in ASEAN emerging
economies? Research in International Business and Finance, 46(4), 342-362
doi:101016/jribaf201804007

Garcia-Herrero, A., Gavila, S., & Santabarbara, D. (2009). What explains the low profitability of Chinese
banks? Journal of Banking & Finance, 33(11), 2080-2092.

Gheeraert, L. & Weill, L. (2015). Does Islamic banking development favor macroecomic efficiency?
Evidence on the Islamic finance-growth nexus. Economic Modeling, 47(2), 32-39

Hassan, M. K., & Aliyu, S. (2018). A contemporary survey of Islamic banking literature. Journal of
Financial Stability, 34(1), 12-43.

Hayden, E., Porath, D., & von Westernhagen, N. (2006). Does diversification improve the performance of
German banks? Evidence from individual bank portfolios. Discussion Paper 110, Deutsche
Bundesbank Frankfurt

Iskandar-Datta, M., & McLaughlin, R. (2007). Global diversification: evidence from corporate [slamic
banks: an empirical evidence. Journal of. Islamic Bank Finance, 2(1), 367-388.

Kabir, M., Worthington, A., & Gupta, A. (2015). Comparative credit risk in Islamic conventional bank
Pacific-Basin Finance Journal, 34(4), 327-353.

Kayed, R. N., & Hassan, M. K. (2011). The global financial crisis Islamic finance. Thunderbird
International Business Review, 53(1), 551-564.

Kohler, M., Schindler, A., & Sperlich, S. (2014). A review comparison of bandwidth selection methods
for kernel regression. International Statistics Review, 82(1), 243-274.

Kuran, T. (2004). Islam Mammon Princeton University Press Princeton Law

Lepetit, L., Nys, E. C., Rous, P, & Tarazi, A. (2008). The expansion of services in European banking:
implications for loan pricing interest margins Journal of Bank Finance, 32(1), 2325-2335.

Li, L., & Zhang, Y. (2013). Are there diversification benefits of increasing interest income loss
Provisions? Pacific-Basin Finance Journal, 28(1), 152—-174.

Masruki, R., Ibrahim, N., Osman, E., & Abdul Wahab, H. (2011). Financial performance of Malaysian
founder Islamic banks versus conventional banks. Journal of Business Policy Research, 6(1), 67-
79.

Maudos, J. (2017). Research in International Business Finance Income structure profitability risk in the
European banking sector: The impact of the crisis. Research in International Business and
Finance, 39(1), 85-101. doi: 101016/jribaf201607034

Meyer, A., & Yeager, T. (2001). Are small rural banks vulnerable to local economic downturns? Model
efficiency stability. Journal of Bank Finance, 37(2), 433-447.

Moudud-ul-huq, S., Nadeem, B., & Das, A. (2018). Research in International Business Finance Does
bank diversification heterogeneously affect performance risk-taking in ASEAN emerging
economies? Research in International Business and Finance, 46(4), 42-362.
doi:101016/jribaf201804007

Journal of Applied Business and Economics Vol. 22(3) 2020 53



Nisar, S., Wang, S., Peng, K., & Ahmed, J. (2015). Effect of Investments on Banking Sector Profitability
during Global Financial Crisis: Evidence from an Emerging Market. In Advances in Education
Research Surrey. Information Engineering Research Institute Press, 76(1), 256 -261.

Nyantakyi, E. B., Sy, M., & Kayizzi-mugerwa, S. (2015). The banking system in Africa: Main facts
challenges. Afiiica Economic Brief, 6(5), 1-16.

Petersen, M. A., & Rajan, R. G. (1994). The benefits of creditor relationships: Evidence from small
business data. Journal of Finance, 49(1), 3-37.

Pfingsten, A., & Rudolph, K. (2002). German banks’ loan portfolio composition: market orientation vs
Specialization. Discussion Paper Series DB 02-02. Institute for Kreditwesen Munster.

Rajhi, W., & Hassairi, S. (2013). Islamic banks financial stability; a comparative empirical. Review of
Development Finance, 3(3), 136-151.

Rossi, S. P., Schwaiger, M. S., & Winkler, G. (2009). How loan portfolio diversification affects risk
efficiency capitalization: a managerial behaviour model for Austrian banks. Journal of Banking &
Finance, 33(12), 2218-2226.

Stiroh, K. J., & Rumble, A. (2006). The dark side of diversification: the case of US financial stock market
response: evidence from listed public banks in South Asian countries. Journal of Asian
Economics, 41(1), 69-85.

Stomper, A. (2004). A theory of banks’ industry expertise market power credit risk. Management
Science, 52(1), 1618-1633.

Tabak, B. M., Fazio, D. M., & Cajueiro, D. O. (2011). The eftects of loan portfolio concentration on
Brazilian banks ‘return risk q’. Journal of Banking Finance, 35(11), 3065-3076 doi:
101016/jjbankfin201104006.

Tabash, M. 1., & Dhankar, R. S. (2014). The impact of global financial crisis on the stability of Islamic
banks: an empirical evidence. Journal of Islam Bank Finance, 2(1), 367-388.

Teece, D. J. (1980). Economies of scope the scope of the enterprise. Journal of Economic Behavior and
Organization, 1(3), 223-247.

Vallascas, F., Crespi, F., & Hagendorff, J. (2012). Income Diversification Bank Performance During the
Financial Crisis. Available at SSRN 1793232.

The World Bank. (2017). World Bank Development Indicators. Retrieved from
https://www.worldbank.org/en/about/what-we-do

Wagner, J. (2007). Exports productivity: A survey of the evidence from firm-level data. The World
Economy, 30(1), 60-82. http://dxdoiorg/101111/j1467- 9701200700872x

Wagner, M. (2005). How to reconcile environmental economic performance to improve. Working Paper
Princeton University Princeton NJ.

54 Journal of Applied Business and Economics Vol. 22(3) 2020



