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Abstract 

This paper studies the national commercial banks behavior of the United Arab Emirates and effect on profitability. The study utilizes cross-sectional data collected from the whole sample of all UAE national banks. To fulfill its aim, a number of hypotheses and questions are formulated under the methodological guidelines of the existing studies in the literature. The findings of the study leads the researcher to a set of recommendations that the most important are activating the investments in securities, giving more attention to the branching policy, facilitating more loans to expatriates, giving more attention to the five Cs in granting loans to clients.

Introduction

         The United Arab Emirates economic sectors have witnessed positive developments and have been highly instrumental in the national development process. Banking is one of the important sectors that had remarkable impact on this process as well as the economic sectors. The United Arab Emirates banks in accordance with the population and area played a leading role in the national development since the start of nationalizing jobs.

       “At present there are twenty one national banks and twenty eight foreign banks operating in The United Arab Emirates.”1 Despite the unprecedented achievements and excellent performance of the banking sector, there is an urgent need to appraise this sector. The appraisal is aimed at extending the banking sector’s contribution in updating and developing stages of the nation and to confront the globalization challenges by consolidating the financial position and enhancing the United Arab Emirates national currency. The banking system in United Arab Emirates is progressive and highly competitive and market driven. It is less regulated and is left free to encourage the application of professional competance by individual banks. In such encouraging environment, different risk management practices can be effective leverage to the banks to improve their profitability.

      The paid up capital of the Commercial Bank has been fixed at a minimum 40 millions dirham (now under review and may be raised up to 100 millions). Branches of the foreign banks must produce evidence that the equivalent of this amount has been allocated as capital funds for their operation in United Arab Emirates. The banks are also required to transfer at least 10% of their annual profits to a “Special Reserve” fund which is non-distributable till such time the ‘Special Reserve’ equals 50% of the banks’ capital.

       On establishing specialized banks to aid in the development and updating process it is required to conduct a precise study to specify the volume of profit of these banks to the national economy followed by the right decisions. The bad debts,caused due to defaulters, are one of the main reasons of the declined profit of these banks. All the banks continued to extend the lending activity due to liberalized interest rates and the Central Bank took stringent measures with the bad debts provision and subsequently allotted a sufficient amount.

--------------------------------------------------  

1 Central Bank Annual Report 2003

       The cautious extension of personal loans by some banks simultaneously resulted in profitability and risk, yet the personal loans remained at the minimum level compared to the other banks. As far as branching and merging of commercial banks is concerned, the aim is to establish banking units that can confront the challenges and comply with the competitive environment, lest the merger would be a futile exercise. There are more foreign bank branches in the United Arab Emirates than domestic banks. United Arab Emirates has banned the opening of any foreign bank branches although there are indications that the ban is not permanent. Branching serves a rapidly growing region and finds itself under pressure either to follow its business and household customers as they move into new areas or lose them to more conveniently located competitors. The full range of banking services is offered from several locations, including head office and one or more branch offices. 

Objectives
       The United Arab Emirates permits full and unhindered convertibility and movement of currency. Equally liberal are the policies of the Central Bank, which does not impose too many restrictions on local lending. Nor does it have very strict reporting requirement of banks operating here. Based on these views this study aims to know the behavior of national commercial banks of United Arab Emirates and the effect on their profitability, determining the effect of the five C’s and their level of priorities on the lending decision, and determining the relationship between the deposit structure and the investment behavior. 

Hypothesis

   - The five C’s have a great impact on the lending behavior of the commercial banks.

   - The deposit structures and investments have a strong effect on the performance of     

      national commercial banks in the United Arab Emirates.
   - There is a strong relationship between deposit growth and banks’ profitability.
Scope And Limitations Of The Study 

       The study is limited to the national banks of UAE in terms of  their deposits structure and growth, branching and lending policy, investment behavior and the 5C's prioreties, and banks' profitability. 

Methodology 

       The primary sources of data used are annual reports of the national commercial banks and questionnaires distributed among different grades of employees. Moreover secondary data sources include various commercial and business magazines, journals, and bibliographies, interviews of certain officers and, internet, and literature.

      Four hundred and eighty questionnaires were completed, 10 from each bank. The names and addresses of banks were taken from the list provided in the annual report of Central Bank 2003. The questionnaire packages were delivered and administered personally by the researcher to the concerned authorities and then collected back. The only problem the researcher encountered was the uneven time taken by each bank to hand back the filled questionnaires. 

       The questionnaire was addressed to bankers, regardless of their designations. The first six questions are about the identity of the bankers, which was kept optional due to some of the conservative minded people. Questions seven to fourteen cover the aspects of lending. These questions were aimed at finding the lending behavior through range of collaterals, lending facilities offered, if the lending policy is tight or not, how bad loans effected the profitability, on what basis do banks grant loans, the importance of lending for profitability. Questions fifteen to twenty one were aimed at finding out the branching trends in national commercial banks. Questions twenty two onwards cover the investment behavior and risk management methods adopted by the banks. They were also targeted at knowing the effects of the national commercial banks profitability. These factors include Central Bank, Foreign banks, and depressions, determinants of banking crisis, emiratization, and the utilization of funds by the national commercial banks.  

       The statistical methods used for analyzing the data collected through questionnaires are the Frequency Model, and the second statistical tool applied to compare the asset and liability items with the net profit of the commercial banks is Coefficient Correlation.
The Related Literature

         Low short-term interest rates have permitted banks to widen the spread between deposit and loan rates and to exploit a favorable yield curve. We argue that large banks were mainly responsible for the unusually poor performance of the overall industry. As we show, banks with the largest total assets contributed in a significantly disproportionate way to aggregate loan losses. In a fight to maintain market share, banks have exploited their comparative advantage in information-intensive lending by moving into riskier, less liquid assets from a policy perspective, it is important to determine how well the negative correlation between size and performance survives, once we control for region. It is worth emphasizing that large bank capital/assets ratios were not only lower than the industry mean, but were also substantially lower than those of competing nonbank intermediaries such as finance and life insurance companies (Boyd and Gertler 1989). Boyd and Gertler also argue that "It is true that branching facilitates lending to smaller borrowers. In this vein, branches may be more efficient conduits than loan production offices for cross-state lending. 
         Private market lenders are thought to have stronger incentives or greater ability to monitor borrowers or to be better positioned than public creditors to renegotiate contract terms or exercise control rights in the event of a problem. (Mark Carey, Mitch Post and Steven A. Sharpe, 1996)

         Carey, Post, and Sharp also said that" Some commercial bankers argue that bank supervisors fail to recognize or understand the distinct nature of asset-based lending and, as a result, may at times inappropriately classify such loans as nonperforming. Banks more likely do “Miscellaneous purpose” loans (a category including commercial paper backups, trade finance, and other purposes".
        We find that the changes in commercial credit standards reported by loan officers are indeed linked to aggregate loan growth. Commercial lending by U.S. banks slows substantially following reports of tighter standards, even after we control for other factors that might affect growth. Changes in credit standards also help to predict economic growth and narrower measures of business activity such as inventory investment, a notoriously unforecastable variable that is closely tied to the banking sector.¹ 
---------------------------------------------------------------- 

¹ Loan Officers: The Impact of Commercial Credit Standards on Lending and Output, FRBNY 

  Economic Policy Review/ July 2000) 

         It appears that banks with a larger share of a given country's market are likely to be more efficient than those with a smaller share. This might be the case if banks were to take advantage of economies of scale (or at least a wider array of borrowers), or play the role of a market maker on the loanable funds market. As far as the deposit-based performance is concerned, larger banks are likely to be viewed as too-big-to- fail, and therefore enjoy higher credibility than their smaller counterparts. This phenomenon could subsequently show itself in lower premiums the depositors charge banks for their willingness to deposit their savings with them, hence lowering the banks' interest expenditures. In any case, this outcome is consistent with Demirguc-Kunt and Detragiache (1998), who find that financial liberalization (defined as removal of barriers to competition) makes a financial system weaker and a crisis more likely.
         The impact of a single borrower limit on efficiency is insignificant. This is perhaps explained by banks' own increasing interest in diversifying away from large credit exposures, which is in turn facilitated by the availability of more advanced market instruments (including wider use of Treasury securities). This suggests that diversification objectives of regulatory authorities are generally in line with those of the banks, and that further tightening of single borrower exposure limits should come at no cost to banks. This is consistent with Earth et al. (2001) who find no link between diversification guidelines and banking development and efficiency.
         Banks in higher per capita income countries are more efficient in terms of attracting more deposits and generating stronger cash flows than banks in low income countries. This should not be Surprising as countries with higher per capita income (i.e., more developed countries) tend to generate more savings, and hence more deposits. Concerning other elements of the macro environment, our findings on the effect (or precisely lack thereof) of macro financial structure are consistent with those of DemirgucKunt and Huizinga (2000) who reports no effect of macro financial structure on commercial bank performance.  

         Banks may play a role in facilitating real investment by resolving problems arising from information asymmetry (Leland and Pyle, 1977; Campbell, 1979; Diamond, 1984; Fama, 1985; Seward, 1990; Allen, 1990; Bhattacharya and Thakor, 1993). 
          Berger and Udell (1994) indeed find that bank credit reallocation during the credit crunch of 1990-92 was related to requirements because the average quality of existing loans deteriorates during recessions problem loans and only weakly related to bank capital. They also find that bank lending was related to bank health between 1979 and 1992 and not just during the credit crunch of 1990-92.

         Stiglitz and Weiss (1981) propose that excess demand for loans may persist due to

asymmetric information between borrowers and lenders that leads to equilibrium credit

rationing. This asymmetry may become more costly during economic downturns and

makes it very difficult (costly) for lenders to distinguish borrower quality. 
Blum and Hellwig (1995) proposed that capital adequacy requirements for banks lead to contractions in loan supply. In their model, an economic shock increases borrower defaults and this causes a decrease in bank capital. If the level of capital begins to fall below the required minimum, banks cut back lending activity. 

         Houston, James and Marcus (1997) find that loan

growth at subsidiary banks is sensitive to the holding company's cash flow and capital

position and Peek and Rosengren (1995b) find that bank capital affected bank lending during the recession of 1990-91.

         Berger and Udell (1994) examine the relationship between bank health and bank portfolio behavior between 1979 and 1992. Using quarterly data for all U .S. commercial

banks, they fmd that weak banks (as measured by several risk variables) tended to have

lower commercial loan growth between 1979 and 1992. 
         Banks lend more to large firms and less to small ones after a tightening policy (Gertler and Gilchrist 1994, Li 1997). Lang and Nakamura (1995) also find that banks make proportionally more safe loans during financial distress. 
         "after controlling for the level of financial development, there is some evidence that a more market-based financial structure would lead to lower levels of bank profits" (Demirguc, Kunt and Huizinga 2000, p.12). 

Data Analysis

         The range of collaterals depends upon the financial standings and market reputation of the client. Although there are no fixed standards for determining the exact percentage of collateral against a credit facility 28% of the respondents think that 8-10% of the facility of AED 2million should be kept as collateral.

         It is noticeable that the banks started to take more precautions when sanctioning loans, financing commercial letters of credit, and monitoring the financial status of the customer, so as to avoid losses to its customers. National commercial banks have kept tighter standards associated with lending, even after they control other factors that might affect growth. Banks concentrate more on the credit products that they offer rather than the price of the products or the profit they would get. The percentages of bad loans do help the banks in planning for the funds to be allotted for lending in future. 87% of the sample votes for considering the bad loans in calculating the annual profits. Bankers become more cautious when the percentage of bad debts rises.

         No matter what you call it, one thing's for certain - you can't start or run a business without it. A business may begin with a concept, an idea, a vision, but it takes cold, hard cash to turn those intangibles into a viable enterprise. If you own a business or plan to start one, sooner or later you will need financing. As anyone who has ever applied for business financing can attest, when that time comes it helps to know what lenders are looking for.

         According to the Michigan Association of Certified Public Accountants, lenders often use the "Five C's" credit when assessing a business loan proposal or credit line application. The Five C's stand for character, capacity, capital, collateral and conditions.
1) CHARACTER:

         According to the conclusions extracted from the questionnaires, we interpret that character is the foremost factor considered by the bankers. They very keenly observe the attitude and the reputation of the client. From the lender's perspective, character is a reflection of your stability and your willingness to repay your credit obligations. Though character is somewhat intangible, don't underestimate its importance to lenders. 

In evaluating character, bankers look for honesty, integrity and trustworthiness. A smaller community bank might also take into account referrals from respected community members and your own level of community involvement. 

In making a character judgment, the banker will also look at your credit history and your commitment to the business. Have you used credit in the past and paid it back on time? Have you changed jobs often or moved frequently? An unblemished credit history and a stable work record indicate that you're likely to be a good credit risk.

According to a bankers point of view we also know how much he has defaulted previously.

2) CAPACITY

          Capacity refers to your business's ability to generate enough cash to repay the loan. To make that determination, the banker will look at your business's earning power, income and cash flow analyses and your sales and expense projections. Your existing credit commitments will also be considered in determining whether you can afford the loan. 

The banker uses this information to gain insight into your business's market demand, business cycles, competitive position and the financial sarvy and competency of key management. More important, this information shows whether the company's sales can support the repayment of the loan and your other financial commitments.

A comprehensive, well-prepared business plan is a great tool for demonstrating capacity. By showing how much you need to borrow, how you plan to use the funds and how you will repay the money you borrow; you can instill confidence in the lender. This is rated as second. It considers the balance sheets and profit and loss accounts of the corporate clients for the last few years. For retail customers bankers ask for salary certificates which show the salary and number of years of service. This will give us the surity from the client that he has a continuous source of funds.

3) COLLATERAL

          Collateral is also a very important factor to be considered. It can be in the forms of inventory, land, house, or equipment or any valuable item that the borrower legally owns. It can also be anything that the borrower intends to acquire with the borrowed money. This provides security to the bankers interest i.e. reducing the risk of bad debts. The amount and type of collateral the banker requires will depend on the type and purpose of your loan, as well as your credit history. If your business has no fixed assets to serve as collateral, the banker may demand that you collateralize the loan with your personal assets. Many small business loans are backed by the equity in the borrower's home. Most lenders believe that if a borrower is willing to put up his or her home as collateral, he or she certainly intends to repay the loan.

Bankers see collateral as a secondary source of repayment in the event that you fail to repay the loan. The banker really has no interest in taking possession of your company's inventory of 500,000 widgets or its nearly new backhoe. The banker's hope is that, with something of value at stake, you will be more inclined to repay the loan.

4) CONDITION

          Although the economic condition of United Arab Emirates is relatively stable than the rest of the world, but this factor is still taken into consideration in order to be on the safe side. This is not in the control of the borrowers, but bankers analyse it to grant credit to have a good understanding of the overall market trends. It relates to external factors that affect the success of the business, including the overall national and local economy; industry trends; regulatory, legal and liability issues; and local competition.

5) CAPITAL

          Capital is the least rated factor of lending among the national commercial banks in United Arab Emirates. This is a very obvious factor as in United Arab Emirates credits are advanced to clients with good business holdings or continuous source of funds like salary, profits in investments, etc. Capital refers to your level of investment in the business. If you're not willing to risk personal funds, why should the banker take all the risk? 

Although there are no hard and fast rules about what constitutes an acceptable level of personal investment, bankers like to see business owners who are willing to take a proportionate share of the risk. A business owner with a significant financial stake in the business shows commitment to the business endeavor and confidence in its potential success.
National commercial banks, at present, concentrate equally on lending and deposits. Their main aim is to attract customers, regardless by lending or deposits. The ratio between lending and deposits is almost 1:1 (1:0.94). The underlying realtive decline in commercial and investment loans is the recent growth of offshore commercial lending. Bankers mostly provide personal loans. Then come the commercial and investment loans. The greater percent of the GDP and GNP of United Arab Emirates is associated with the oil production. Therefore, the loans provided by the banks are personal.

         John H. Boyd and Marker Gertler stated that there is a negative correlation between the size and performance services of the banks. At the same time, Berger and Humphrey found out that the recent mergers have not produced efficient gains. But in the Gulf region, precisely United Arab Emirates, where the government is quite well off, the branching costs are well affordable. The Union National Bank has 25 branches and National bank of Abu Dhabi has 52 branches all over United Arab Emirates.69% of the sample agrees that segregation of retail and corporate banking does improve the efficiency of providing services respectively. For both types of banking, the competition is very tough, the profit margins might increase or decrease and the number of high profile customers in the market remains constant. So, maintaining the same number of high profile customers with increased or decreased number of transactions has resulted in some decline in some sectors of the market. So retail and corporate banking should be segregated. This will help thebankers to concentrate well on their jobs in their respective environments.
53% vote for increased branching regarding the availability to clients. Branching in Abu Dhabi rural areas like Baniyas and Musaffah has helped the national banks to attain greater share of the clients. This has increased the profit margin of the banks. Example, the net profit of Union National Bank for the year 1999 was AED 107 million, which increased to AED 202 million in the year 2000.1
   The unemployment rate rose and millions of people became jobless. This had a negative impact on the banking industry's performance for that respective year. However, the banking industry regained shortly and 56% agrees that now it has no effect with the banks profitability. However, 48% are still for the fact that the banking industry's performance, at present remains affected by the great depression that took place in 1998.
---------------------------------------------------------

1 Annual Report, Union National Bank (2000)
The competition of foreign banks does not have a great impact on the profitability of national commercial banks. 53% of the sample says that the competition does effect. But the Central Bank of United Arab Emirates provides national banks greater advantages regarding their services offered to public. According to the survey, most banks vote in favor of Central Banks policies as they boost up their profit every year.

         Credit risk is the probability that some of the banks assets, especially loans will decline in value and perhaps become worthless. Money is a bit too easy to find in United Arab Emirates. There are no past records of any major banking crisis in United Arab Emirates. The national banks manage their bad loans very well. The Central Bank is just like a parent company that helps the commercial banks and supports them when hey need liquidity. It supervises their activities through constant examinations and supervision. Example the recovery for loan losses of National Bank of Abu Dhabi in 1999 was AED 3,653, which rose to AED 4,919.1 Whereas the lack of adequate capital is concerned, this situation very rarely occurs in this region because there is a strong support of the Central Bank behind.

         Sharp increases in short term interest rates is not a key determinant of banking crisis as per majority of the sample since the interest rates on short term instruments last for a year or less so they do not affect the banking profitability in the long run. Rises on short-term investments do effect the profitability of banks but usually does not lead the bank to crisis, it is only increases in corporate instruments that can cause bank crisis.Changes on the exchange rate had 21% supporters that it will not occur in the United Arab Emirates. The currency AED is very strong and it is pegged against USD. Therefore, this factor will not be one of the determinants of the banking crisis in the United Arab Emirates.

Regarding the branching policy, 77% say that the branching policy is well constituted by the 

expertise. The national banks are well supported by the government funds in order to open more branches and to avoid bankruptcy.

         In most of the national commercial banks, since its foundation, Emiratisation issue has topped the priority list. The United Arab Emirates nationals in the banks are more than 15%. Majority of the sample agrees that the government has undertaken emiratisation to decrease unemployment among locals since the majority of employees found over here comprises of Asians, with a few number of locals in the banking industry. The disastrous September 11th event has shaken the economy of the entire world. One result of the tragic events of 11 September is that consumer spending, and corporate earnings, will be considerably lower over the next six months than they otherwise would have been. However, unlike any time in the last 40 years, the world economy has entered a major slowdown that is caused be anemic, and principally by past over-investment and over borrowing. The recovery is likely to associated with a below average not above average rate of profits growth.  So, due to this event both lending and investment behaviors of national commercial banks are highly affected. The issuance of the laws in Emirates Securities Markets and the emergence of Dubai Financial Market and Abu Dhabi Securities Market were in the right time. 

         The surrounding conditions are suitable for the success of this market and its contribution in developing the financial services have positive reflections on the investment environment in the United Arab Emirates, which would yield good benefit to the economic sector and banks profitability. Banks evaluate profitability using four widely rated factors. On average the importance of these factors is rated above 80%. About 80% of the samples calculate their performance on the basis of International Accounting. However, this method does not reflect the impact on a bank's balance sheet of changing interest rates and changing default risk, which affects both the values and the cash flows associated with bank loans, securities and debt. 

        About 89% of the sample use International Financial Standards to evaluate their performance. This tool eradicates "capital trading"- a practice in which bank managers sell any securities that have appreciated in order to reap a capital gain, but hold onto those securities whose prices have declined and continue to value these lower priced instruments at their historical costs.

       Yet again 89% of the sample evaluate their performance on the basis of a good knowledge of the market place and its conditions. For a bank, it is impossible to operate without a good knowledge of the market. The analysis of the market include the demand factor, credit trends, investment policies, competitors etc. on these basis the banks can calculate its profitability. 83% of the sample rely on historical facts and figures to calculate its profitability.

        Infrastructure comprises of various roads, buildings, bridges and other things. United Arab Emirates is one of the countries with the most advance infrastructure in the world. Since infrastructure the government of the United Arab Emirates undertakes projects here, so commercial banks do not face any problems in investing in such projects but one of the major factor constraining them from doing so might be the cost of these projects. Since they are done on a large basis, they are very expensive and 56% of the sample tested are against investing their money in these projects.

        The telecommunications industry has achieved an annual growth of 90%. The United Arab Emirates telephony network is among the world's most advance and viewed in the light of its population an enviable achievement. Since its launch, Etisalat has come to provide instant direct communications to an increasingly larger user base. Since only 40% of its shares can be bought, locals usually prefer to invest in them, while banks have other options to invest in and about 64% prefer not to make any investments in telecommunication projects. 

         Trade is ranked the highest (67%) as no one has forgotten that in a period when many countries around the world had been through recession, the United Arab Emirates was an oasis of economic growth because of its traditional trade links with the markets in GCC, Iran, Iraq, India and Pakistan, thus becoming a re-export center to the European Union as well as Hong Kong, Singapore and the United States. On the basis of its importance and profits earned through it, national commercial banks prefer to invest in such trade projects.

         Foreign Exchange markets allow the exchange of currencies to take place. Exchange rates among major currencies fluctuate in response to market forces with short run volatility and occasional large-medium swings. So because of their unpredictability, most of the national commercial banks prefer not to invest in such risky projects.

80% of the sample tested prefers not to invest in the stock market, especially after the disastrous September 11th event, the economy of the entire world is going down and the stock markers especially are facing the greatest loss ever.

         In our opinion, the financial statement present fail, in all material respects, the financial position of the national commercial banks in the United Arab Emirates, and the results of their operations, the changes in their equity and cash flows. The aggregated balance sheet of banks operating in the country grew up by AED 24.35 billion (9.6%) to reach AED 277.10 billion at the end of 2000 against AED 252.75 billion at the end of 1999.

         The relationship between cash and deposit with Central bank and net Profit is negative. However, since the determination correlation is only 0.3136 which represents 31.36%, so it is not a strong relationship. The Cash and Deposits with Central bank item are by AED 9.78 billion (58.8%) to reach AED 25.59 billion at the end of 2000. the determination coefficient analysis shows that cash and deposit with Central bank have a negative impact on the net profit because this is a non-profit earning asset. The greater the liquidity, the less will be the profitability. The determination coefficient for cash in hand (LC) is 0.091809 and determination coefficient for deposit with Central bank is 0.394384. Both of them are les than 0.5 (standard). Therefore, we suggest that the negative relation is constituted majorly by the cash in hand LC. So the increase in Cash in hand LC will lead to further adverse impact on the net profit.

         Money at call and short notice (x5) shows a weak positive effect on net profit but a weak relation that is, 1.48%. This shows that the reserves available at national commercial banks head offices are not enough. This can increase our profitability if we build up our reserves in the head offices as they support us in times of urgent needs. Demand Deposits are regular checking accounts. They provide a facility of overdraft, although being charged an interest by the banks. But there is a weak positive relation between the demand deposit and the profitability of commercial banks. This means that the commercial banks can overcome their liabilities of demand deposits but they would not have enough profit to pay dividends to shareholders or have some retained earnings. Time Deposits are mainly the certificate of deposits or CD’s. They usually carry a fixed maturity and a stipulated interest but they may be of any denomination and yield agreed upon by the bank and its deposits. Included are large negotiable CD’s – interest-bearing depreciation that banks use to raise money from their most well known customers. It has a negative effect on the profit because the banks did not calculate the interest which they will get from their investment. There might be a possibility of the commercial banks facing a loss in any other sector of theirs. So, maybe that is why they could not perform efficiently in the time deposits; cheques in the course of collection include the cheques in clearing through Central Bank. This account has a negative effect of 44% on the profitability. This shows that most of the cheques of foreign banks are post dated and are yet to be cleared or in short we still have to get funds from other banks. According to the definition of present value of money, the money in hand at present is more worth than money to be obtained in future. Due from resident banks account has a slight negative effect on the profitability mainly due to time deposits. The major part of assets comprises of fixed deposits as they earn the greater part of profit. 

         The Net Due from head office/branches abroad account has a very weak negative effect on profitability. This involves the nostro account (foreign account with local banks) and vostro account (local account with foreign banks). The balancing of these accounts is not done very efficiently. Due from other banks abroad account has a strong positive relation with the profitability. If the commercial banks face a loss in local currency investments then they earn profits from their foreign currency investments. The trend is the last four years was quite favorable for the commercial banks. Cash in hand (foreign currency) has a very strong negative relation with profitability. It shows that the commercial banks have large funds of foreign currency (mostly stable) but it is of no use as it is locally, locally non-profit earning assets. Securities have a weak positive relation with profitability, as the secondary markets are not very well established in this region. Most of the income earning trend is towards trade /finance; telecommunications. Particularly, due to the establishment of new trade free zone example, Jebel Ali Free Zone, Sadiyat. United Arab Emirates is becoming a financial hub for trade rather than securities. Credit to nonresidents also has a positive impact on profitability because most of the population in the UAE is expatriate, and so it is good if they utilize the credit in the region and hence banks earn the profit. Other foreign assets have a positive impact on profitability.  The impact is less than 50%. It is good for commercial banks, from liquidity point of view, if this account increases overall; the foreign currency account has a positive impact on profitability. This is done due to foreign investment and efficient balancing nostro and vostro accounts.

         Domestic credit and investment shows that there is a positive relation between it and the probability. Consequently, the domestic market is doing well, the borrowers pay back on time and hence the local economy is very strong. The credit facilities offered to the corporate clients of commercial banks are efficiently paying the interest. Claims on government have a positive impact of merely 3% on the profitability. This infers that the government projects are not paid for in time. This will gradually affect the local economy. Claims on official entities also have a positive impact on the profitability. Although some of the receivables are still outstanding but it is affordable and does not contribute much to the profitability. Loans, advances and over draft are also earning interest-earning assets. Commercial banks are earning interest timely. This is the reason why claims on official entities also do not have much effect on profitability. Claims on private sector include the commercial bills that is, the payments made to commercial banks for trade-finance activities. This has a positive impact on profitability as the payments are done in due time. Claims of other financial institutions include the inter-banking lending. The rate of return is good here. This shows a positive impact on profitability as shown by the determination correlation (0.0961). Commercial banks are maintaining a good rate of return. Domestic investment account includes investment made by commercial banks in different domestic projects such as Union National bank’s investment in the planning of Marina Mall. Domestic lending is efficient in this sector as it pays back a high rate of return in a timely fashion. This rate of return is very important for the commercial banks as per the concept of present value mentioned previously. Therefore, domestic credit and investment plays a major role in commercial banks profitability. Overall, it has a positive impact on profitability.

         The monetary deposits are positively related to the banks’ profitability. The monetary deposits include 10% of Demand Drafts that have a positive impact. This shows the National Commercial Banks have enough deposits to pay the interest on them. They are able to utilize these deposits in profitable investments. Banker’s drafts, telex transfer. The number of such transactions is high because must of the payments are incurred which are fully paid for by issuing banks based on the receiving of funds from local market. Banks are earning a good amount of fees on these. This fee is called non-interest income. This is one of the main sources of income for the banks these days.

         Time Deposits LC has moderate impact of 4%. This interprets that when Time Deposit are called on, they are paid off in a timely fashion. The more Time Deposit we get, the more we can use it in lending & investment.

         Saving Deposits LC has increased in number during the last 4 years. They are not as profitable as Time Deposit because they can be withdrawn by depositors at any time. Banks worldly can pay any interest on them.

         Commercial Prepayment LC has a negative affect of approximately 13%. This shows the market is fully secured. If it would be higher then we are exposed to high risk. The UAE banking market is not a radical market, infact; it’s a conservative market. All current deposits, saving deposits, time deposits of foreign currency have almost no effect on profitability. Although banks encourage Foreign currency deposit but due to fluctuations in foreign currency like US dollars, Sterling pounds and Dutch Mark , its not good to have those of such deposits .In short, all deposits do not have a great impact on profitability because main part is played by the lending & investment activities of National Commercial Banks. 

          Net Dues to head office/ branches abroad: hardly have any effects on profitability. This is because not many transactions of foreign currency take place here. However, if they do the Foreign Liabilities are paid due to other banks abroad are also paid off as the National Commercial Bank are receiving their interest payment on time. Other deposits of Letter of Credit and Foreign currency have positive impact of 16%. Letter of Credit deposits play their major part. Other Foreign Liability includes payments to be done in foreign currency for trade transactions, Letter of Credits, Foreign Document Bill for Collection. This has a positive impact of 36%. 

          Government Deposits Local currency and foreign currency has almost no impact (coefficient correlation =0.000529). This is because government has not much interference. Banks are performing well; funds are not required from government. The local market itself is quite stabilized. Government Lending Funds has a negative impact on profitability. This is because government has not given its reserve, funds to banks, since availability of funds from local economy is sufficient for revival of monetary system. Due to Central Bank has a negative impact of 3%, which is not very considerable of government lending to commercial banks increase this means the banks are not doing well.

Conclusion and Recommendations 

          Broadening the range of service they offer is at the heart of the strategy of United Arab Emirate’s foreign and local banks. But there is concern that the legal environment and the restrictions on the activities of the foreign banks may prevent them from meeting the demands on an increasingly sophisticated clientele.

With 21 local and 28 foreign commercial banks now operating in the United Arab Emirates, it is said the federation is over- banked.

However, the rapid expansion of the tourist sector, the increase in free zone industrial activity, the recent decision to formulize share trading with creation of stock exchange, and the launch of large infrastructure projects, assure a variety of new business opportunities for banks.

          From January 200, cash requirements on current, savings, bank and call accounts will more than double to 14 %. Meanwhile, as the banking system expands into new areas, traditional reliance upon trust and the embarrassing prospect of exposure are being tested.

“It’s absolutely necessary that they have a new banking law, otherwise we won’t really be able to work. Everything will remain very limited. You have to put a lot of trust on your client, "Says a leading banker in the region".

         The clamor for the expansion of services by foreign banks is matched by a realization of new customer demand among local banks. Mshreq bank has seen 40% of its 250,000 local customers take up its retail products. Now, National Bank of Dubai (NBD), the largest, oldest and most prestigious of Dubai’s local banks is undertaking a review of its services in response to new demands.

“The changing demand of the customer base is such that we have to change what we have to offer. The regulatory environment is allowing us to review out business strategy,” says Douglas Dowie, NB’D general manager. There is also the underlying need for us to keep the hearts and minds of the next generation”. That generation is also expected to feel the attractions of the new stock exchange, largely electronic institution with trading floors in Abu Dhabi and Dubai. The impetus behind the creation of the exchange is largely the need to improve transparency which is vital element in attracting foreign investment.

You have to understand the culture in which Dubai in particular has grown, “ says a leading investment banker. “That is has grown is a sign of its underlying vibrancy. Enhanced transparency and best practices are part of this . On this basis, it is forever reinventing itself, in order to meet new opportunities.”

         The banks are effeciently using their deposits in various projects. They earn enough to pay the interests to the depositors, ie their spread between interest revenues and interst costs is good. Although the customers accept foreign currency assets but they do not enourage them due to currency fluctuations. The governement intrvention hardly plays any part. The local market is very stable.

        The deposits are working well, whereas loans still need to be promoted. The lending activities are effeciently performed in this region due to stable economy and the currency AED value. Most of the lending here is for personal purposes rather than commercial ones. The bad loans can be estimated further by strictly abiding by the 5 Cs of lending.

The investment projects here include infrastructure, and telecommunication. Now the banks are focusing more on trade as well. The securities investment is not successful in this region.

The National Commercial banks have increased the number of branches since last year. Their main aim is to achieve a larger market share by reaching out to their customers at their convninece. As there is support to commercial banks by the central bank the costs of branching are easily affordable.

         Increasing the dues from other banks abroad will further lead to profitability because of lesser risks through diversification, because if a bank faces a loss in local curreny investments then they can still earn profits thorugh foeign currency investments. Similarly banks should decrease their cash inforiegn currency since it will not be utilized locally and is a non-earning asset. Bank should also promote/ encourage  inter-banking lending as it increases the rate of return, thus leading to profitability. Credit facilties given to expatriates by local banks is low and many restrictions are imposed on expatriates in this regard so if they increase such facilities then it would enhance their banking prospects.
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