Investigating the Threshold and Nonlinear Effects of Non-Interest Income
Separation on the Financial Performance of US Commercial Banks: A
Smooth Transition Regression (STR) Approach

Salim Fadhil Mohammed®/, Ali Rezazadeh?'"', Samad Hekmati Farid®:', Ramin Bashir
Khodaparasti*

1. PhD Student in Financial Economics, Department of Economics, Urmia University, Urmia, Iran.
s.fadhilmohammed@urmia.ac.ir

2. Corresponding Author, Associate Professor, Department of Economics, Urmia University, Urmia, Iran.
a.rezazadeh@urmia.ac.ir

3. Associate Professor, Department of Economics, Urmia University, Urmia, Iran. s.hekmati@urmia.ac.ir

4. Associate Professor of Finance and Insurance, Urmia University, Urmia, Iran. r.bashirkhodaparast@urmia.ac.ir

Article Info ABSTRACT

Article type: Various instruments have been designed and issued to compensate for the
government budget deficit and to finance both public and private sector
companies. Addressing the budget deficit issue and adopting appropriate
solutions for its financing, along with creating debt based on sound economic
principles, is of great importance. Accordingly, this study compares the effects
of two financing methods, issuance of general Murabaha bonds and borrowing
Received: January 2025 from the banking system, on economic growth and inflation. The research model
Accepted: April 2025 for analyzing growth derives from the Solow-Swan growth theory. Given the
interrelationships between variables and the limited issuance period of Murabaha
bonds, the Bayesian Vector Autoregression (BVAR) method has been employed.
JEL: C32, G1, G3. The data used are monthly and cover the period from 2019 to 2022. The results
show that the issuance of Murabaha bonds initially leads to a decrease in the
economic growth rate, but it increases in the subsequent periods. In contrast,

Research Article

Article history:

K_eywo_rds: increasing government debt to the banking system results in declining economic
Financial performance, growth. The effect of Murabaha bonds on the inflation rate is initially positive
non-interest income from  but decreases after a few periods. However, the inflationary impact of Murabaha
fees and commissions, bond issuance is greater than that of government debt to the banking system.

foreign exchange non-
interest income,
smooth transition
regression (STR).

Cite this article: Fadhil Mohammed, S., Rezazadeh, A.,Hekmati Farid, S., & Bashir Khodaparast, R. (2025). Investigating
the Threshold and Nonlinear Effects of Non-Interest Income Separation on the Financial Performance of US Commercial
Banks: A Smooth Transition Regression (STR) Approach. Applied Theories of Economic, 12(1), 71-96.

http//doi.org/ 10.22034/ec0j.2025.65220.3387

© The Author(s). Publisher: University of Tabriz
DOI: 10.22034/ec0j.2025.65220.3387



https://doi.org/10.22034/ecoj.2025.65220.3387
https://doi.org/10.22034/ecoj.2025.65220.3387
https://orcid.org/0009-0001-9788-3916
https://orcid.org/0000-0003-4165-1523
https://orcid.org/0000-0002-9230-6191
https://orcid.org/0000-0002-5292-3451

Investigating the Threshold and Nonlinear Effects of Non-Interest Income Separation... 72

Introduction

Recently, the interaction between non-interest income and the financial performance of commercial banks around
the world has attracted the attention of many researchers and scholars following the 2007-2009 global economic
crisis, as banks, as an antidote to the adverse effects of intense competition from incumbents in traditional banking
activities have entered into off-balance sheet and non-core banking activities that generate non-interest income
(Antao & Karnik, 2022). It is worth mentioning that commercial banks in both developed and developing
economies appear to be more focused on non-interest income, given that interest income is highly risk in a fragile
economy (Mehzabin et al., 2023).

A literature review shows that many previous studies on non-interest income and financial performance have been
conducted in the United States. However, the threshold and nonlinear effects of non-interest income on the
performance of US commercial banks have not been examined. Therefore, considering this gap, this study attempts
to examine the threshold and nonlinear effects of non-interest income segregation on the performance of
commercial banks in the United States using the nonlinear STR approach. In this regard, the theoretical foundations
of the subject will be examined first, and then some related studies will be reviewed. The introduced model will
be estimated and analyzed in the following section, and the conclusion will be presented.

Methodology

This study examines the threshold and nonlinear effect of non-interest income separation on the financial
performance of commercial banks using quarterly data over the period 2001:1-2024:3. For this purpose, the smooth
threshold regression (STR) model has been used. The model under study is specified following the study of
Dzingirai & Dzingirai (2024), in which ROE is the return on equity (dependent variable) and represents the
financial performance index. ETA: Bank capital level (threshold variable), FCI: Non-interest fee and commission
income, FXI: Non-interest foreign exchange income, DR: Debt ratio, LOGTA: Bank size is measured as the natural
logarithm of total assets, NPL.: Indicates the ratio of non -performing loans.

For this purpose, financial performance data was extracted from the Statista website, as well as fee and commission
income data, foreign exchange income, debt ratio, bank size from the Federal Reserve Bank of St. Louis, and
economic performance data from the World Bank.

Results and Discussion

In time-series analysis, before considering the model's estimation, it is necessary to test the stationary variables of
the research. HEGY test results show that LOGTA variables are integrated at order zero 1(0) and LROE, ETA,
FXI, FCI, LOGTA, DR, and NPL variables are not stationary at the level. therefore, to prevent spurious regression,
the unit root test for the residuals of the STR model is examined (Table (1) Appendix). The unit root test performed
shows that the residuals are stationary at the 99% probability level, and the variables are co-integrated in the long
run. The unit root test performed shows that the residuals are stationary at the 99% probability level, and the
variables are co-integrated in the long run (Table 2). According to the results obtained in Table (3), the null
hypothesis of linearity (in which all Fisher probabilities are less than 5%) is rejected and shows the existence of a
nonlinear relationship between financial performance, non-interest income (foreign exchange income, and fee and
commission income), bank size, debt ratio, bank capital level, and non-performing loan ratio. The results of the
nonlinear test also show that the null hypothesis of the sufficiency of considering one transition function and two
regimes is not rejected and is accepted in all cases
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Therefore, the results indicate the existence of a two-regime model with a threshold variable that follows a logistic
smooth transition regression (LSTR) (Table 4). According to Table (5), the bank capital variable (ETA) has the
lowest value of the squared error, so it is selected as the threshold variable with the LSTR1 model, i.e., the two-
regime logistic model. The results of Table (6) show that Bank size (LOGTA) has a negative and significant effect
in the first regime (linear part and low level of bank capital (ETA)) and a positive and significant effect in the
second regime (nonlinear part and high level of ETA) on the financial performance of US commercial banks. Debt
ratio (DR) has a positive and significant effect on the financial performance of US commercial banks in both
regimes (low and high levels of ETA). Fee and commission income (FCI) has a positive and significant effect in
the first regime (linear part and low level of ETA) and a negative and significant effect in the second regime
(nonlinear part and high level of ETA) on the financial performance of US commercial banks. Also, foreign
exchange non-interest income (FXI) has a negative and significant effect in the first regime (linear part and low
level of ETA) and a positive and significant effect in the second regime (nonlinear part and high level of ETA) on
the financial performance of US commercial banks. The ratio of total equity to total assets (ETA) has a positive
and insignificant effect in the first regime (linear part and low level of ETA) and a positive and significant effect
in the second regime (nonlinear part and high level of ETA) on the financial performance of US commercial banks.
Finally, the results show that the ratio of hon-performing loans (NPL) has a negative and significant effect in the
first regime (linear part and low level of ETA) and a positive and significant effect in the second regime (nonlinear
part and high level of ETA) on the financial performance of US commercial banks.

This study investigated the threshold and nonlinear effect of non-interest income separation on the financial
performance of United States commercial banks using quarterly data from 2001:1-2024:3. The smooth transition
regression (STR) model has been used for this purpose. The results show a nonlinear relationship between the
studied variables, and the threshold value of the threshold variable (i.e., bank capital) was estimated to be 10.312,
and the slope parameter was estimated to be 59.472. Also, considering only one transition function with a threshold
location is sufficient for the nonlinear estimation of the model. In addition, the results show that fee and
commission income has a positive effect in the first regime (linear part and low level of bank capital) and a negative
effect in the second regime (nonlinear part and high level of bank capital) on the financial performance of
commercial banks. The effect of foreign exchange non-interest income, non-performing loan ratio, and bank size
on the financial performance of commercial banks is negative in the first regime and positive in the second regime.
Bank capital and debt ratio also positively affect commercial banks' financial performance in both regimes.
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