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Abstract 
 

The sample data of 66 banks of Australia, Norway, and Pakistan is used from the 

year 2010 to 2017. Based on the model of Pooled Ordinary Least Square (POLS) 

we aim to find the cost and benefits of cost of intermediation for commercial banks 

of developed countries with enlightenment on the emerging economy. The 

empirical findings are: the cost of intermediation is significant for the developed 

and emerging country. Liquidity maintained in banks are beneficial in financial 

crises for the cost of intermediation, management efficiency is profitable for 

developed economy, an example for developing financial sector for the cost of 

intermediation. Liquidity standards are maintained after the Basel Accord. Small 

size banks of Pakistan need to improve economies of scale same as the large size 

banks in Australia and Norway. 
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1. Introduction  

On the offset of the financial crisis in 2008, brought forward many points of 

consideration about strict capital rules and regulations for the banking sector, the 

banking downfall occurs 4% to 5% in countries that are industrial or emerging 

economies. The main aspect of the whole concept is to empirically know exact 

capital requirements required to hedge, in reaction to the risk created due to an 

imbalance in the balance sheet. The financial crises started in 2008 in the USA after 

Lehman brothers reported bankruptcy on 15th September 2008, which spread 

globally as a domino effect. This research is to study the nature of intermediation 

cost and at a minimum level to risk-taking behavior of a bank, to understand the 

major prudential regulations. 

To secure the financial strength of the banking sector in the developed and 

developing economy, the capital requirement is set according to the Basel 

Committee on Banking Supervision. The Basel Accord I of the kind designed in 

1988 and the main focus was on bank credit risk and made obligatory for the bank 

to sustain capital ratios in according to the asset’s portfolio risk. An amendment was 

made in Basel Accord of 1996 to maintain premium on market risk of bank hold 

capital ratio accordingly. Basel II was amended in 2004; premium or risk on bank 

operation was introduced also supervisor review and mechanism of market 

discipline was implemented. Basel Accord III give a summary of maximum capital 

ratio with a limit of CET1 to RWA (risk-weighted assets), and a buffer to banks1.   

In Australia, the Australian Prudential Regulation Authority aka (APRA) has 

circulated a paper to modify the capital framework of domestic banks according to 

Basel Accord III. However Australian banks are well capitalized and are in 

consultation to accommodate the final version of accord2. The research on the 

saving banks of Europe and the behavior of management was conducted3, 4, 5 and 6 

European Union (EU) in year 2013 implemented Basel III in legal framework of 

EU and spent €200 billion of taxes and saved failing banks. The financial instability 

is based on many reasons that are the presence of good quality capital and liquid 

assets in low amount. The banks of Pakistan have adopted many reforms for capital 

regulations and provide an opportunity to test the hypothesis for the past two 

decades. 

Pakistan has trade links with Australia and Norway the former two show high 

economic growth in respective regions and has a banking system different from 

Pakistan with traditional lending and borrowing behavior and the banks act as 

intermediate with regular banking policies. Pakistani banks adopted capital 

regulations based on Basel Accord since 1997 and have made amendments 

according to the Basel Accord requirements. The Basel III Accord BPRD Circular 

No. 06 of 2013 is the latest regulations implemented in the banks of Pakistan7 and 

in accordance to research by 8. 
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1.1 Objectives 

According to the above discussion, the main objective of the research is: 

 

• Observation for enlightening of developed countries on Pakistan under the 

cost of financial intermediation 

• Observation for enlightening of developed countries on Pakistan under bank 

risk-taking behavior. 

 

Regulation with respect to banks’ cost of financial intermediation, in economic 

regions and countries, collectively and individually and hold some role in risk-

taking behavior of the financial sector globally. The crises in question bring 

attention to the stability of the banking system and micro-prudential regulations. 

The thought of discussing is what type of capital requirement is necessary and the 

regulations should be formed according to the financial sector of the country. If the 

regulations are more than required then it has a negative impact on high 

intermediation cost and decreases profits in a bank that face constraints to give 

credits and stop global growth in non-crises times. 

The study will contribute to the literature in many ways some of them are mentioned 

here as: The study is first of the kind to study the impact or enlightenment of 

Australia and Norway and Basel Accord and IFRS ratio calculation methods on 

Pakistan.  

The research paper is structured as follow: introduction and background study of 

cost and benefits of cost of intermediation and risk-taking behavior of banks of 

Australia, Norway, and Pakistan. Literature reviews as the theoretical also empirical 

literature dealing with the impact of capital requirements on bank’s cost of 

intermediation and risk-taking behavior. Methodology present the sample, models, 

and methodology of regression analysis are discussed. Findings and results of 

models in the last section of the paper give some conclusion and implication of 

policies. 

   

2. Literature Review and Hypothesis Development  

Net interest margin a proxy for the cost of intermediation calculated by9 the increase 

in capital regulations result in the growth of the cost of intermediation, and the step 

is taken to compensate for high risk faced by shareholders. Different papers 

by10,11,12,13 state the benefit of the strategy of a bank to be well capitalized, have a 

low risk of bankruptcy and need less funding. However, the market with financial 

constraint with limited credit at the bank has to increase the cost of intermediation 

to raise profit14, 15. 

According to the research done by9, high management efficiency measured as high 

capital to asset ratio and bank profits measure manager efficiency. Management 

efficiency has a positive impact on interest margin by over chagrining customers. 

Similarly10 the high value of management efficiency lowers the cost of 
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intermediation. The management efficiency is calculated as a ratio, the efficiency is 

high when the calculated ratio shows high numeric value and ultimately the cost of 

intermediation come down and show a negative relationship. On the other hand, the 

manager works hard to make more profit to the bank and raise the cost of 

intermediation to lower the risk. The profit is generated by the investment of assets. 

The management study by16 state that evidence is present for poor management 

efficiency and regulatory authority in developing economies, must pay attention to 

the performance of managers for the establishment of the finance sector and reduce 

nonperforming loans.  

 

H1: management efficiency is significant to the cost of intermediation. 

 

A paper was written by9 to study liquidity effect on cost of intermediation positively 

that is countered by a decrease in output growth. The vigorous study of17 show an 

increase in capital and liquidity requirement can stop bank crises and increase 

spread. Liquidity is explained by18 as a channel of the bank to lend in monetary 

policy. The prediction is of loan reduction with the increase in interest rate only 

when cash reserves are in binding and the bank have liquidity constrains responding 

accordingly. A detailed paper on liquidity by19 discuss banks with a high collection 

of liquidity shows less reaction towards the same level of change in monetary policy 

also bank with high finance cost target high liquidity in long term. Basel Committee 

2009 gave the feasibility for a commercial bank was dependent on liquidity position. 

The rise in interest margin kindled a bank to pay more attention to lend and decrease 

the liquid assets at the bank20,21. 

 

H2: liquidity is significant to the cost of intermediation. 

 

The bank size researched by9 proved that natural log of total assets of a bank 

increased after the regulation period and was able to gather deposits from different 

shareholders and resulted in an increase in competition and thus big bank asked for 

the high cost of intermediation. Economies of scale also played a significant role in 

the increase in profit. The study by 22 gave the idea that bank tried to increase in 

size with a speed without considering the damage they make to profitability. Size is 

researched by23 as a bank of big size have benefit of economies of scale to improve 

the efficiency of the bank and decreases the exposure to risk 24, 25, 26, 27 and 28 

 

H3: size is significant to the cost of intermediation. 
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3. Research Design and Methodology  

Bureau Van Dijk’s BankFocus database is used to collect data for dependent and 

independent variables, the sample consists of panel data of 66 banks from the year 

2010 to 2017 for commercial banks which are active in operations and located in 

Australia, Norway, and Pakistan. Table 1 gives definition of variable abbreviations 

and source of data collection. 

 
Table 1: Variable name and source of data 

Variables Indicators  

Dependent Variable Measures of Variables Source/ Explanation 

Cost of intermediation  

Net interest  margin 

(NIM) 

The ratio of interest 

income to average total 

assets  

 

The formula by10 and 9. Data 

gathered from Bankfocus 

and formula calculated by 

author 

Independent Variables 

Management 

efficiency (MAN) 

Earning assets to total 

assets 

The formula by10 and 9. Data 

gathered from Bankfocus 

and formula calculated by 

author 

Liquidity (LIQ) Liquid assets / total assets The formula by9. Data 

gathered from Bankfocus 

and formula calculated by 

author 

Bank size (SIZE) log of total assets 

 

The formula by29 and 9. Data 

gathered from Bankfocus 

and formula calculated by 

author. 

 

3.1 Model Specification 

The model developed based on dependent and independent variables are as follow: 

 

Net Interest Margin𝑖, = 𝛽0 + 𝛽1𝑙𝑛Net Interest Margin𝑖,-1 + 𝛽2 Management efficiency𝑖,   

 

+ 𝛽3 Liquidity𝑖, 𝑡 + 𝛽4 Size𝑖, + ∈i,t                                 (I) 

 

The i is a subscript of commercial banks there are (i=1, 2….66) for Australian, 

Norwegian and Pakistani banks. The time frame of eight years is represented by 

(t=2010...2017). Estimation parameters are β and the error term is denoted by εi, t.   
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Figure 1: Sample distribution of NIM of all commercial banks of Australia, 

Norway and Pakistan 

The graph presents dependent variable NIM country 2 that is Pakistan has highest 

value at 0.077196, Australia has 0.039951 value of NIM and country 3 that is 

Norway has lowest value of NIM at 0.037963.  

 

4. Results and Discussion  

4.1 Descriptive Statistics 

 

Table 2: Descriptive statistics 

Variable Obs Mean 
Std.   

Dev. 
Min Max 

Net interest margin 464 .0533928 .0235033 .0033887 .088771 

Management efficiency 486 .8924481 .0765147 .5392977 .9912236 

Liquidity 486 .1268636 .155711 .0101966 .8066642 

Size 486 6.353331 .9102139 4.588249 8.27017 

 

Descriptive statistics in table 2 is a cursory summary of the whole sample data, the 

three countries that are Australia, Norway, and Pakistan in three different regions 

of Australian, Europe and Asia have net interest margin of 464 observations at the 
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mean value of .0533928, the highest value at .088771 and lowest value of .0033887. 

The management efficiency of the three countries in total is very high that is 99% 

and still not bad at the minimum value of 54% approximately for a total of 486 

banks. Some banks among the 486 total have shown minimum liquidity of .0101966 

way below the average of .1268636 and the maximum value of .8066642. On 

average a bank size is 6.353331 with a minimum log of 4.588249 and maximum 

log value of 8.27017.  

 

4.2 Correlation Matrix 

 
Table 3: Pairwise Pearson correlation coefficient 

  NIM MAN LIQ SIZE 

NIM 1.0000    

MAN  -0.1636* 1.0000   

LIQ -0.3252* -0.0334 1.0000  

SIZE 0.0079 0.1910* -0.0516 1.0000 

*denotes statistically significant at 5% 

 

The correlation matrix of variables in table 3 represents the correlation matrix by 

Pearson’s, for Australia, Norway, and Pakistan. The multicollinearity is not a 

problem in the data. A negative and significant correlation with 0.1636 value is seen 

between management efficiency MAN and the cost of intermediation NIM. LIQ has 

a negative and significant correlation with NIM at 0.325. SIZE the natural log total 

assets has correlation with NIM at a value of 0.0079, a positive and significant 

correlation is witnesses between SIZE and MAN for 0.1910.  

The correlation coefficient act insignificant when variables are highly 

autocorrelated as stated in paper by30, the research methodology is based on the 

basic pooled ordinary Least Square (POLS) equation estimation.  
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4.3 Net Interest Margin POLS 

 
Table 4: Empirical results of panel regression pooled ordinary least square (POLS) 

 NIM(1) NIM(2) NIM(3) 

Indicator Australia Norway Pakistan 

NIM_L1 0.337 *** 0.617 *** 0.326 *** 

 (4.22) (11.08) (4.80) 

MAN 0.0321* 0.0117 -0.0472 * 

 (2.14) (1.09) (-2.54) 

LIQ -0.0285 *** -0.0150 ** -0.0227 * 

 (-3.74) (-3.12) (-1.98) 

SIZE -0.000447 -0.00193 -0.0227 *** 

 (-0.39) (-1.71) (-4.24) 

_cons 0.00358 0.0175 0.128 *** 

 (0.28) (1.53) (6.54) 

N 115 151 175 

R2 0.384 0.617 *** 0.261 

t statistics in parentheses 

* p < 0.05, ** p < 0.01, *** p < 0.001 

 

MAN is significantly and positively correlated with NIM at 5% level at a value of 

0.0321 for Australia 9 however, significantly negative correlation with NIM at a 

value of 0.0472 at 5% level is seen for Pakistan10.  Liquidity is significantly and 

negatively correlated to NIM at 0.0285 with 0.1% level for Australia, same 

significant and negative correlation is seen at the value of 0.0150 at 1% level for 

Norway and as for Pakistan at 0.0227 with 5% level 19. Size is negatively significant 

to NIM only for Pakistan at a value of 0.0227 at 0.1% level 31. 

 

5. Conclusion and Policy Implication 

The research analysis the capital regulation impact on commercial banks in 

Australia, Norway two developed economies with the enlightenment on Pakistan an 

emerging economy, the cost of intermediation calculation is significant and with the 

rise of net interest margin and regulations. The rise in liquidity propels a bank to 

decrease the cost of intermediation NIM and the nonearning asset is reduced. The 

cost of intermediation NIM rises with the efforts of management efficiency to make 

bank profitable and charge the account holder with the cost to attain efficiency this 

favorable situation is only for Australia. In the case of Pakistan, the scenario is the 

opposite, here the management show less efficiency towards the banks’ business 

and promote the cost of intermediation.  

The net interest margins are increased and provide stimulation for banks to promote 
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lending, the asset in liquid form decrease. Liquidity shows the strength of a bank to 

finance asset growth and fulfill obligations in time of crisis as a shield against losses. 

The big size banks pay high deposit interest with the low-interest rate on loans and 

are less concerned with income earned on interest. The banks of Pakistan has the 

capacity to give more services on charges, also recommend high rates to depositors 

to have the benefit of selling across the banks and attain economies of scale.  

Complete research needs an answer on more questions about the cost of 

intermediation in emerging economies same as Pakistan, developed countries 

financial stability set as benchmarks.  

 

6. Limitations 

The research is an important contribution to the literature on net interest margin and 

risk-taking behavior of a commercial banks in Australia, Norway and Pakistan. 

During the study authors faced some limitations that can be base to future research. 

The selection of bank specific and macro-economic variables can be changed to 

other determinants for the three countries under study with availability of data. 

Australia, Norway and Pakistan has different banking structure and economic 

situations thus comparison was a limitation but the developed countries banking 

sector provide enlighten to emerging countries like Pakistan. Net interest margin 

can be measured with other formula to measure cost and benefit and capital 

regulations of a bank. The limitation of availability of data does not help in testing 

hypotheses, other financial variables may carry some impact like macroeconomic 

factors and can be addressed in further research. 

On behalf of all authors, the corresponding author states that there is no conflict of 

interest. 
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