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ABSTRACT 

 

The recent global financial crisis which occurred in 2007-2009 has caused lower performance of 

financial institutions including both conventional and Islamic banking system. However, by end of 

the crisis period in 2009, Islamic banking experience poor performance by a huge drop in 

profitability to 47.9 per cent. This seems important for Islamic banks to strengthen its institution. 

Theoretically, the implementation of partnership financing (Mudarabah and Musyarakah) was able to 

avoid the direct effect of financial crises and risk exposure to Islamic banks. Using z-score on 

Malaysian and Indonesian Islamic banks over 1996-2012 in measuring bank stability, the random 

effect model showed that banks with partnership financing are more stable compared to banks with 

non-partnership financing. In addition, banks that offer medium to high partnership financing are 

more stable than bank with lower partnership financing. During crisis, bank with partnership 

financing is more stable particularly those with lower level of partnership financing. Bank managers 

need to be cautious because high partnership financing may lead to higher risk exposure. Bank may 

offer lower level of partnership financing to sustain stable during crisis. 

 

Key Words: Profit loss sharing, bank stability, financial crisis 

 

INTRODUCTION 
The recent global financial crisis which occurred in 2007-2009 has resulted in the threat of total 

collapse of large financial institutions, the bailout of banks by national governments, downturns in 

stock markets and declining in housing markets around the world. One of the major causes of this 

crisis is due to debt (Chapra, 2008). In 2003-2004, interest rates for housing loans in the United States 

decreased from 8 percent to 5 percent (Chapra, 2008). This resulted in an increase in the demand for 

houses, but due to limited supply, house prices increased. In 2007, the supply of mortgage credit 

contributed to a rise in homeownership to 68 percent (Chapra, 2008). As a result, banks started 

offering sub-prime loans at a teaser rate. Loans were freely offered to everyone without detailed 

screening. In 2005-2006, the teaser interest rate period ended leaving many customers unable to meet 

their loan repayments. Moreover, the price of real estate crashed due to large number of houses 

available in the market. In addition to people borrowing from each other, banks also started borrowing 

from each other. As a result, in 2008-2009 there was a global systemic collapse in the global financial 

system, which is closely linked to events that take place in the United States. During this period, banks 

folded one by one, the stock market crashed, many people lost their jobs and savings, and there was a 

global reduction in the demand for goods and services resulting in the shrinking of the global 

economy.  
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The recent global financial crisis which occurred in 2007-2009 has caused lower performance of 

financial institutions including both conventional and Islamic banking system. However, during the 

crises period, the percentage change in profitability for Islamic banks are four times smaller than 

conventional banks which are 8.3 percent and 34.1 percent respectively (Hassan & Dridi, 2010). In 

2009, by end of the crisis period, Islamic banking experience poor performance by a huge drop in 

profitability to 47.9 per cent (Hassan & Dridi, 2010). This seems important for Islamic banks to 

strengthen its institution. Theoretically, the implementation of partnership financing (Mudarabah and 

Musyarakah) was able to avoid the direct effect of financial crises and risk exposure to Islamic banks. 

Furthermore, it offered greater stability to Islamic banking compared to the conventional banking 

system (Turen, 1996 and Chapra, 1982 and 1985).  

 

Partnership financing (PF) refers to the equitable sharing of risk and profits between the client and 

bank. Under this principle, all transactions should be backed by real economic transactions that 

involve tangible assets. Islamic scholars have developed specific products to ensure that they comply 

with Shariah and avoid using interest in banking operations. Among the most common products are 

based on profit-loss sharing, which are known as Mudarabah and Musharakah. In Mudarabah 

financing, the owner of the capital entrusts his capital to the entrepreneur running the project. At the 

end of the agreed-upon period, the entrepreneur will return the principal and share the agreed-upon 

profit with the investor. Any losses from the project are exclusively borne by the capital provider 

(Chazi & Syed, 2010). Meanwhile, in Musharakah financing, banks share the financing and 

management of a project with their clients, and the profit is shared based on capital contributions or 

agreed-upon ratios. If losses occur, they are shared based on the capital contributions. Even though in 

practice only a small portion of Islamic bank financing is based on PF, it requires effective risk 

management (Abedifar et al., 2013). Complexities in monitoring PF arrangement might result higher 

costs, lower efficiency of Islamic banks and thus less risk exposure to the banks (Čihák & Hesse, 

2010; Daher, Masih, & Ibrahim, 2015). On the other hand, the flexibility in monitoring PF might 

result vice versa. Adverse selection and moral hazard concerns might be reduced in Islamic banks if 

the banks have stronger incentives to monitor and discipline. In a nutshell, it is priori not clear 

whether the PF help to increase or decrease the risk exposure of Islamic banks. Despite its critical 

role, a relatively small amount of attention has been paid to this form of financing in the academic 

literature. Much of what does exist has been written only theoretically. Therefore, this research 

attempt to examine the effect of PF on bank stability during the crises. If PF do increase bank stability, 

then this paper further identify the level of PF should offer by bank to maintain it stability. 

 

This paper use a sample of Malaysian and Indonesian Islamic banks over 1996-2012 to determine 

there is a significant impact of PF on bank stability. Using z- score as primary measure bank stability, 

the result shows that PF increase bank stability. Banks should offer large scale of PF in order to 

maintain the stability than other banks. However, during crises, bank with lower level of PF is more 

stable compared to those with medium and high PF. In addition, herfindahl index, non-performing 

financing and public-owned banks dummy are important factors that influence bank stability. 

 

There are several important areas where this paper makes original contributions to the PF literature. 

Although there is an extensive body of theoretical literature on PF, few studies include empirical 

findings. Ahmed (2008), in evaluating the performance of Musharakah financing in Sudan, found that 

the profitability and risk of Musharakah projects are high. In another study, Daher et al. (2015) 

examined the impact of PF on the capital buffer of Islamic banks in the ASEAN region and found that 

the higher the PF was, the less exposed the bank was to risk. They further investigated Islamic banks 

in South Asia and discovered the opposite relationship. Furthermore, (Swartz & Otto, 2015) examined 
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the stability of Islamic banking in Tunisia and Iran. They revealed Islamic banking is stable by virtue 

of the PF principles. Ajija, Hudaifah, & Annisa (2012) further reported that in order to maintain the 

stability of Indonesian banking system, they should offer PF to medium or large scale company. The 

academic work on PF in banking institutions is limited. Unlike previous studies, we carefully gauge 

the effect of PF on stability of Islamic banks during the crises. 

 

According to Daher, Masih, & Ibrahim (2015), ASEAN, Middle Eastern, and North African countries 

(MENA) are among those offering the highest levels of PF. In order to capture the crises impact, this 

paper choose ASEAN rather MENA countries due to the formers’ crises experience (Laeven & 

Valencia, 2012). This paper use a sample of ASEAN Islamic banks over the period 1996-2012 to 

assess whether there is significant impact of PF on bank stability. The data are collected from the 

balance sheets and income statements of the annual report of each Islamic bank. Being the first 

empirical bank stability study on PF, the caveat of this study is that it unable to encompass all 

depository institutions. However, by employing an Islamic bank data set from ASEAN, the results can 

be generalized for banking institutions that rely on PF in their operations. Using Altman Z-score this 

paper expect there is a significant impact of PF on bank stability during financial crises. Altman Z-

score is widely used to estimate the stability of an institution. The higher the z-score, the lower the 

risk of being insolvent and the more stable the banks are. 

 

 

REVIEW OF LITERATURE 
Reflecting the increased role of Islamic finance, the literature on Islamic banking has grown 

significantly over the past few years. In addition, in the aftermath of the financial crises several studies 

have been conducted to assess the impact of financial crises to the overall stability of the financial 

system. As far as the authors are aware of, few empirical analyses  focused on the effect of financial 

crises on bank stability (Chazi & Syed, 2010;Hasan & Dridi, 2011; Khediri et al., 2015). Meanwhile  

Saeed & Izzeldin (2014) analyzed the impact of bank efficiency on  bank default in GCC and non-

GCC countries whereas (Abedifar et al., 2013) focus on cost efficiency and insolvency risk in OIC 

countries and only (Beck et al., 2013) study on cost efficiency and stability during and after crises 

periods . Specifically only (Ahmed, 2008; Ajija et al. 2012; Daher et al. 2015 and Swartz & Otto, 

2015) empirically analyzed PF and bank risk. Thus, this paper empirically aims to analyze the impact 

of PF and different groups of PF on bank stability by taking into consideration financial crises, size 

and loan quality. Therefore, this section divided into two parts. First, the concept of risk from Islamic 

and conventional perspective. Second, PF and bank stability and finally financial crises, size and loan 

quality on bank stability.  

 

 

Concept of Risk from Islamic and Conventional Perspective 

Based on the concise oxford dictionary risk is defines as a something bad, the chance of bad 

consequences and loss. The definition of risk that are typically found in the literature are as follows: i) 

the chance of loss; ii) the possibility of loss; iii) the dispersion of actual from expected result; iv) the 

probability of any outcome being different from the one expected; and v) the significance of hazard in 

terms of the likelihood and severity of any possible adversity (Moosa, 2007). In general, risk is a 

“possibility that something unpleasant or undesirable might happen” (Engku Ali, 2011). A possible 

related Islamic concept of risk is the concept of “darar” (harm). Based on the Arabic word, risk is 

mutakharah, in reference to a situation that involves the probability of deviation from the path that 

leads to the expected or usual result (Elgari, 2003). In the Islamic financial system, the concept of risk 
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can be viewed from two dimensions, namely the prohibition of gharar and freedom of contract. 

According to the shariah, gharar is any element of chance involving asymmetric information, 

uncertainty, risk or even speculation (Ariffin, Archer, & Karim, 2009). Islam offers full freedom of 

contract that is in line with shariah. This mainly excludes riba and gharar. Given the clear 

understanding of gharar and freedom of contract, Islam fully recognizes risk that is generated by 

financial and commercial factors (Abdul-Rahman, 2012). 

 

Furthermore, both the Quran and the saying of the Prophet urge Muslims to manage risk properly. For 

example, the Quran tells the story of the Prophet Yaakob who advise his son in Verse 12:67: 

 

My sons! Do not enter (the capital city of Egypt) through one gate, enter from the different 

gates. Not that I can avail you aught against God; this advice is just a precaution, because 

none can accurately judge except God. In Him do I put my trust and in Him let all the reliant 

put their trust. 

  

Other than that, the Prophet reduced the risk of getting killed by asking Sayyidina Ali to sleep in his 

bed during the night of emigration from Mecca to Medina. Referring to these examples, Islam 

encourages risk management in whatever things we are dealing (Abdul-Rahman, 2012). 

 

In general, the contemporary Muslim scholars have accepted the concept of risk management based 

on the following verse of Quran (Al – Baqarah: 282). This verse emphasizes on Muslim to record debt 

or provide witnesses. In addition, risk management is permissible in Islam because it in line with 

Shari’ah (Maqasid as-Shari’ah) especially with respect to preservation of wealth. For example, in 

Mudarabah, investors are permissible to specify investment project to reduce loss. Islamic banks may 

be able to reduce their risk exposure and enhance their ability to compete in the market by having a 

sound risk management framework. This require Islamic bank to manage risk accordingly because 

Islamic banking system has different modes of financial contracts with its own unique risk 

characteristics. 

 

In addition, Islamic banks are exposed to different types of risks such as systematic risk, insolvency 

risk, credit risk, liquidity risk, investment risk, displaced commercial risk and shariah non- 

compliance risk. Systematic risk which includes market risk, mark-up risk and exchange rate risk arise 

from unfavourable price movement of benchmark rate, foreign exchange rate and commodity price. 

Banks may become insolvent when they are unable to service their debts or poor assets management. 

In term of insolvency risk, the special relationship or contract between depositors and banks helps 

Islamic banks to reduce the insolvency risk exposure (Abedifar, 2012). For example, in Mudarabah  

financing, Islamic banks raise funds from deposit holders on the basis of profit sharing and advancing 

financing to the entrepreneur as capital on the same basis. The entrepreneur who is given the 

responsibility to manage the capital should manage it accordingly in order to avoid various types of 

risks includes credit risk, market risk, insolvency risk and others. 

 

Risk in Islamic banking is originated from three different factors (Turen, 1996). Firstly, risks 

originated from the deposit holders. The depositors’ money is treated as equity because they going to 

share the profit with the banks based on the agreed ratio. This will reduce the financial leverage ratio 

(debt/equity) and hence decrease the risk level of Islamic banks. Secondly, risk of Islamic banks 

comes from the interest charges ratio, which is net operating income over interest charges. As interest 

is prohibited in Islamic banks and replaced with the profit sharing, the fixed interest payments are 
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eliminated. It is due to the coverage of the interest charge ratio will be either very high or 

meaningless. The higher the coverage of interest charges ratio, the lower the degree of financial 

leverage and safer the Islamic banking institutions. Thirdly, risk in the Islamic bank is related to the 

financing given by these institutions. For example, based on Mudarabah financing, Islamic banks 

raise funds from deposit holders on the basis of profit sharing and advancing financing to the 

entrepreneur as capital on the same basis. Profits accruing to entrepreneurs on the capital advanced by 

the bank are shared accordingly to a predetermine ratio. Since interest rate on financing is replaced by 

profit sharing, and profits may be volatile, the risk of the financing portfolio will increase. To sum up, 

both the first and second factor have tendency to lower the risk of Islamic bank but the third factor has 

the potential to increase the risk of Islamic bank(Turen, 1996). In addition, the consensus among 

Islamic scholars highlighted that the elimination of interest in Islamic banking transactions tends to 

increase stability of banking system (Turen, 1996). However, Qureshi (1984) and Naqvi (1981 and 

1982) claim that the implementation of PF in the Islamic framework will increase the exposure of the 

Islamic bank to risk. As there are many claims have been made about the types of financing and bank 

stability theoretically, therefore, this paper further analyse the impact of PF on bank stability 

empirically. 

 

Partnership Financing and Bank Stability 

The discussion in this section is divided into theoretical and empirical analysis. Theoretically, PF (PF) 

refers to both Mudarabah and Musharakah financing. The bank earns a return based on a 

predetermined and agreed-upon ratio. In Mudarabah financing, the owner of the capital entrusts his 

capital to the entrepreneur running the project. At the end of the agreed-upon period, the entrepreneur 

will return the principal and share the agreed-upon profit with the investor. Any losses from the 

project are exclusively borne by the capital provider (Chazi & Syed, 2010). In Musharakah financing, 

banks share the financing and management of a project with their clients, and the profit is shared 

based on capital contributions or agreed-upon ratios. If losses occur, they are shared based on the 

capital contributions. Theoretically, PF plays a role in keeping banks solidity (Hassan & Dridi, 2011.) 

By applying the principle of profit and loss sharing, banks able to minimize their risk exposures. Risk 

will be shared between the depositors and banks. For example in Mudarabah and Musharakah 

financing, risk is shared between both parties based on agreed percentage. This helps bank to maintain 

its net worth under difficult economic conditions and avoiding the balance sheets deterioration. Hasan 

& Dridi, 2011; Hassan & Kayed, 2009; Mirakhor & Krichene, 2009 and Smolo & Mirakhor, 2010 

agree that Islamic finance, as a competent model, has avoid the negative effect of a crises and keep 

their solidity even during crises. Greater reliance on PF has supporters even in mainstream economics. 

Prof. Rogoff of Harvard University states that in an ideal world, equity lending and direct investment 

would play a much bigger role (Chapra, 2008). In addition, PF is intrinsically more stable than the one 

based on debt financing (Zarqa, 1983). Moreover, it also promotes justice and social equity among the 

society (Zeinab & Mensi, 2014). Besides, Islamic banking system could prevent the financial crises 

and instability due to prohibition of riba and the linkage with the real economy. The linkage ensures 

that funds are allocated and utilized for real economic activities. This asset-linked feature of Islamic 

banking mitigates lending for speculative purposes. Furthermore, under the principle of prohibition of 

gharar, maysir and tangible asset backing, there is no place for speculative activities and any financial 

assets which are based on other financial assets cannot be traded (Ahmed, 2002).  

 

Other than that, Islamic finance is sounder than the other banking system and can avoid the worst 

effect of crises due to its ethical principle. Specifically, Islamic finance needs to apply Islamic ethical 

criteria. Specifically they should offer financing to useful goods and services and avoiding financing 



 Proceeding of the 4
th
 International Conference on Management and Muamalah 2017 (ICoMM 2017) 

e-ISBN: 978-967-2122-15-9 

 

112 

 

harmful goods such as alcoholic beverages, tobacco and casinos (Kahf, 2006). In Islamic banking, 

investing in derivatives, securitizations and toxic assets are prohibited. Additionally, all operations are 

guided by Islamic values. 

 

Now we move on to empirical studies. Islamic banks do not seem to face any adverse effect of the 

current financial crises empirically. High leverage ratio
1
 for Islamic banks shows a better capital 

adequacy and has a lower default and bankruptcy risk because Islamic banks have very little exposure 

to risky derivatives. Therefore, they are less affected by the crises.  (Chazi & Syed 2010). In another 

study, Islamic banks show a degree of resilience and stability to the recent global financial crisis due 

to the unique principle of profit and loss sharing (Bourkhis & Nabi, 2013 and Swartz & Otto (2015) in 

Tunisia and Iran banking system (Swartz &Otto (2015). Similarly, (Beck et al., 2013) found better 

performance of Islamic banks during financial crises. In addition, small size of Islamic banks
2
 have 

appeared more stable (Abedifar et al., 2013; Čihák & Hesse, 2010), and the loan quality of Islamic 

banks is less responsive to domestic interest rates compared to conventional banks (Abedifar et al., 

2013). Moreover, recently, Daher et al. (2015) examined the impact of PF on capital buffer of Islamic 

banks in ASEAN region and underlined that the higher the PF was, the less exposed the bank to risk. 

Besides, Ajija et al. (2012) highlighted that PF are more appropriate for medium and large scale 

enterprise in Indonesia. Based on their study both medium and large scale companies have proper and 

completed financial statement. This will help Islamic bank to closely monitor their projects and thus 

increasing bank stability.  

 

In contrast, (Beck et al., 2013) further highlighted no significant different from a performance and 

stability between Islamic and conventional banks during normal and recovery period. Furthermore, 

Hasan & Dridi (2011) found that the profitability of Islamic banks was affected when the financial 

crises hit the real economy in 2009. It caused larger losses to Islamic banks due to weakness in risk 

management (Hasan & Dridi, 2011). The complexities in managing and monitoring equity-based 

financing might increase costs, lower efficiency of Islamic banks and thus increase risk exposure to 

the banks. Similarly, Ahmed (2008) reported the Musharakah projects in Sudan are exposed to high 

risk. Lack of proper follow-up for Musharakah projects and proper monitoring mechanisms between 

banks and entrepreneurs are important factors lead to high risk exposure. As the study is only focus on 

Sudanese Islamic banks, it cannot be generalized to other countries which practicing PF especially 

Musharakah financing. Since the effect of PF on bank stability are mixed and the debate is moved 

forward therefore, in this study set out to analyze the effect of PF on bank stability. 

 

 

DATA AND METHODOLOGY 

This paper employs static panel regression that includes pooled OLS, random effect and fixed effect 

model to examine the effect of PF on bank stability using unbalance panel datasets over 1996-2012. 

The datasets include 16 Malaysian and 9 Indonesian banks. The data are collected from the balance 

sheets and income statements of the annual report of the banks giving an unbalanced panel of 155 

                                                           
1
 Leverage ratio is calculated as tier I Capital divided by tangible assets. 

2
 Islamic banks in Algeria,Bahrain, Bangladesh, Brunei, Egypt, Gambia, Indonesia, Iran, Jordan, Kuwait, Lebanon, 

Malaysia, Mauritania, Pakistan, Qatar, Saudi Arabia, Senegal,Sudan, Syria,Tunisia, Turkey,United Arab Emirates, West 

Bank and Gaza, and Yemen. 
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annual observations from 1996-2012. The datasets are taken from 1996 to consider the period of 

Asian financial crisis both the sample countries. The outliers in all variables eliminated by winsorizing 

at the 1
st
 and 99

th
 percentiles within both countries. In addition, the categorization of Islamic banks in 

Bankscope has been confirmed with information from Islamic Banking Association and country-

specific sources (World Bank Database, 2012). Table 1 shows the distribution of 26 Islamic banks for 

the sample countries. Unlike Malaysia, Indonesia has no foreign full-fledged banks. The number of 

domestic subsidiaries, foreign subsidiaries, and public ownership banks increased toward the end of 

the sample period for both countries.  

 

Table 2 presents descriptive statistics which include mean, standard deviation, minimum and 

maximum as well as average value for each variable.  This paper includes few variables to analyze the 

effect of PF on bank stability. PF is measured based on the ratio of equity to debt financing. Based on 

the sample, 67 observations from Islamic banks in Malaysia are not offering PF while 41 observations 

are offering PF in their operations. While bank with medium PF the ratio of equity-based financing to 

debt-based financing are varies from 0.002 to 0.05 with an average 0.02. For bank with high PF, the 

ratio of equity-based financing to debt-based financing varies from 0.06 to 0.98. For Indonesian 

Islamic banks, most of the banks are offering PF. 14 observations are categorized under low PF which 

ranges from 0.00 to 0.29 with an average 0.10. For medium PF (16 observations), the ratio are varies 

from 0.33 to 0.61 with a mean of 0.48. Meanwhile for high PF, there are 16 observations with the 

values range from 0.70 to 1.30 with an average 0.95.Then, Table 3 represent the descriptive statistics 

of Islamic banks by financing structure and crises.  For the probability crises, bank with PF, 

probability crises range from 0.00 to 0.9 with a mean 0.07. Then, for lower PF, probability crises 

ranges from 0.00 to 0.39, for medium PF ranges from 0.00 to 0.57 and for high PF, probability crises 

ranges from 0.00 to 0.92. This suggests that during the crises bank should not offer high PF to remain 

stable. In overall, both Malaysia and Indonesia are offering PF 3 per cent and 35 per cent respectively 

in their Islamic banking operation.  

 

To measure bank stability this paper use z-score as adopted by Boyd, Graham, & Hewitt (1993), 

Hannan & Hanweck (1988) and Roy (1952). Z-score indicates the distance from insolvency, 

combining accounting measures of profitability, leverage and volatility. Specifically, if this paper 

define insolvency as a state where losses higher than equity 

 

(E <  −𝜋) (where E is equity, π is profits, A is total assets  ROA =

 𝜋 A ⁄ is return on assets and CAR = E
A⁄  is the capital − assets ratio)  

the probability of insolvency can be expressed as (- ROA <CAR). If a profit is assumed to follow a 

normal distribution, therefore z-score can be shown that z = ((ROA +CAR)⁄SD(ROA) ), is the inverse 

of the probability of insolvency. The z-score measures the number of standard deviations that bank’s 

return on assets has to drop below its expected value before equity is depleted and the banks is 

insolvent  (Boyd et al., 1993; Hannan & Hanweck, 1988; Roy, 1952). A higher z-score therefore 

implies a lower probability of insolvency risk and thus the more stable the banks are. Based on Table 

5.2, the z-score for all sample countries varies from negative 1.47 to 1.28 with an average of 0.47. 

This paper employs one way (cross section) random effects to analyze whether PF increase bank 

stability. First, to get clear picture on the effect of PF on bank stability, we estimated the equation 1 

below: 

 

1
1
7
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𝑧𝑖,𝑗,𝑡 =  𝐵0  +  𝐵1 𝑃𝐹𝑖,𝑡 + 𝐵2𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵3  𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑡 + 𝐵4𝐵𝑆𝑖,𝑡 +  𝐵5𝐶𝑆𝑖,𝑡 +  𝜇𝑖

+ 𝜀𝑖,𝑡                                                                            … (1) 

  

Where i indicate the bank (i = 1…155) and t indicate the annual time period (t= 1996…2012). 𝑧𝑖,𝑡   is a 

dependent variable for bank i in country j at time t. 𝑃𝐹𝑖,𝑡  is a vector of partnership 

financing, 𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 , 𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑗,𝑡  𝐵𝑆𝑖,𝑡  , 𝐶𝑆𝑖,𝑡    and  𝜇𝑖 and 𝜀𝑖,𝑡  are vectors of bank efficiency, 

financial crises, bank specific variables, country variables and error term. 

 

Then, to identify the level of PF, we categorized banks into three groups: high-PF, medium- PF and 

low-PF. Next, dummy variables were created for the high-PF bank (PFH) and medium PF (PFM). The 

low PF was an omitted group. PFM banks were assigned a value of 1 and zero otherwise. A similar 

procedure was applied to PFH dummy. Then, interaction terms were created for the PFM and PFH 

dummies using the PF variables. With this specification, the effect of different categorized of PF on 

bank stability was estimated using equation 2 below: 

 

𝑧𝑖,𝑗,𝑡 =  𝐵0  +  𝐵1 𝑃𝐹𝑖,𝑡 + 𝐵2𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵3  𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑡 + 𝐵4𝐵𝑆𝑖,𝑡 +  𝐵5𝐶𝑆𝑖,𝑡 + 𝐷𝑢𝑚𝑚𝑦𝑖,𝑡 +𝜇𝑖

+ 𝜀𝑖,𝑡                                                  … (2)    
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Table 1       Banking sector structure in sample, 1996-2012 

   
                     1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 

Panel A. Domestic vs.  Foreign.                                   

Malaysia 

                   

 

Domestic Full-fledged 1 1 1 1 2 2 2 2 2 2 2 2 2 2 2 2 2 

  

Subsidiaries 0 0 0 0 0 0 0 0 0 2 5 7 9 9 9 8 8 

 

Foreign Full-fledged 0 0 0 0 0 0 0 0 0 1 2 2 2 2 2 2 2 

  

Subsidiaries 0 0 0 0 0 0 0 0 0 0 1 1 4 4 4 4 4 

  

All Banks 1 1 1 1 2 2 2 2 2 5 10 12 17 17 17 16 16 

Indonesia 

                   

 

Domestic Full-fledged - - - 1 1 1 1 1 1 1 1 1 1 1 1 1 1 

  

Subsidiaries - - - 0 1 1 1 1 1 1 1 1 2 4 7 7 7 

 

Foreign Full-fledged - - - 0 0 0 0 0 0 0 0 0 0 0 0 0 0 

  

Subsidiaries - - - 0 0 0 0 0 0 0 1 1 1 1 1 1 1 

  

All Banks 0 0 0 1 2 2 2 2 2 2 3 3 4 6 9 9 9 

 

All 

Samples 
Domestic 1 1 1 2 4 4 4 4 4 6 9 11 14 16 19 18 18 

  

Foreign 0 0 0 0 0 0 0 0 0 1 4 4 7 7 7 7 7 

Panel B. Public Owned Bank vs. Private 

Owned Bank 
                                  

Malaysia 

                   

  

Public Owned 

Bank 
1 1 1 1 2 2 2 2 2 4 7 9 11 11 11 10 10 

  

Private Owned 

Bank 
0 0 0 0 0 0 0 0 0 1 3 3 6 6 6 6 6 

  

All Banks 1 1 1 1 2 2 2 2 2 5 10 12 17 17 17 16 16 

                    
Indonesia 

 

Public Owned 

Bank 
- - - 0 1 1 1 1 1 1 1 1 1 1 3 3 3 

  

Private Owned 

Bank 
- - - 1 1 1 1 1 1 1 1 2 3 4 5 6 6 

                To be continued… 
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…continuation 

 

              

  

All Banks 0 0 0 1 2 2 2 2 2 2 2 3 4 5 8 9 9 

 

All 

Samples 

Public Owned 

Bank 
1 1 1 2 3 3 3 3 3 5 8 10 12 12 14 13 13 

  

Private Owned 

Bank 
0 0 0 1 1 1 1 1 1 2 4 5 9 10 11 12 12 

Panel  C. Probability of crises using Early warning system                               

                    Malaysia  

  

0.53 0.18 0.34 0.43 0.14 0.01 0.01 0.01 0.01 0.01 0.00 0.01 0.01 0.01 0.01 0.02 0.02 

Indonesia     - - - 0.96 0.24 0.60 0.59 0.24 0.00 0.02 0.00 0.02 0.12 0.11 0.03 0.03 0.10 

                    *Islamic banking system having crises if probability > 0.5 

                

Source: Central Bank of Malaysia and Bank Central Republik Indonesia 
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Table 2 Descriptive statistics of Islamic banks by financing structure, efficiency and crisis 1996-2012 

    Input Output Stability   Size   
Non-

performing 

financing 

Financing structures 

  
Total fund 

 

Total 

operating 

expense 

Total 

financing  

Total other 

earning 

assets 

Z-score 
 

Total 

assets 
  

Non-

performing 

financing/ 

total 

financing 

No 

PF 
  PF   

Lower 

PF 
  

Medium 

PF 
  

High 

PF 

Panel A. Malaysia                 
                     

Average 

 

41759.2 

 

645.8 30030.4 

 

20930.2 1.91 

 

54090 

 
0.05 0.00 

 

0.12 

 

0.00 

 

0.03 

 

0.33 

Std. Dev. 

 

39269.6 

 

525.1 32074.3 

 

16158.9 4.01 

 

47572 

 
0.09 0.00 

 

0.23 

 

0.00 

 

0.03 

 

0.30 

Min 

 

3434.7 

 

20 886.4 

 

283 -16.54 

 

6473.6 

 
0.00 0.00 

 

0.00 

 

0.00 

 

0.01 

 

0.09 

Max 

 

246173 

 

3173.3 212615 

 

79065.2 25.34 

 

317086 

 
0.68 0.00 

 

0.98 

 

0.01 

 

0.09 

 

0.98 

No of Observations 116 
 

116 116 
 

116 116 
 

116 
 

116 69 

 

47 

 

15 

 

16 

 

16 

Panel B. Indonesia                                       

Average 

 

1680.2 

 

305.8 5437.2 

 

1133.6 1.65 

 

7346.8 

 
0.14 0.00 

 

0.68 

 
0.15 

 
0.53 

 
1.39 

Std. Dev. 

 

2125.9 

 

284.4 5121.6 

 

1271.1 1.20 

 

6940.9 

 
0.24 0.00 

 

1.10 

 
0.12 

 
0.10 

 
1.71 

Min 

 

9.5 

 

4.5 140.1 

 

36.5 -1.44 

 

265 

 
0.00 0.00 

 

0.01 

 
0.01 

 
0.39 

 
0.78 

Max 

 

9960 

 

1290 21900 

 

7610 4.80 

 

27100 

 
1.02 0.00 

 

8.01 

 
0.37 

 
0.70 

 
8.01 

No of Observations 53 
 

53 53 
 

53 53 
 

53 
 

53 1 

 

52 

 
18 

 
17 

 
17 

Panel C. All countries                                       

Average 

 

29190 

 

539.2 22317.9 

 

14721.9 1.83 

 

39430.8 

 
0.08 0.00 

 

0.40 

 
0.01 

 
0.20 

 
1.00 

Std. Dev. 

 

37481.1 

 

488.7 29039.4 

 

16251.1 3.39 

 

45135.1 

 
0.16 0.00 

 

0.84 

 
0.02 

 
0.13 

 
1.26 

Min 

 

9.5 

 

4.5 140.1 

 

36.5 -16.54 

 

264.9 

 
0.00 0.00 

 

0.00 

 
0.00 

 
0.05 

 
0.48 

Max 

 

246173 

 

3173.3 212615 

 

79065.2 25.34 

 

317086 

 
1.02 0.00 

 

8.01 

 
0.05 

 
0.45 

 
8.01 

No of Observations 169   169 169   169 169   169   169 67   102   34   34   34 
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Table 3        Descriptive statistics of Islamic banks by financing structure and crises 

1996-2012 

 
             Financing structures 

  
No 

PF 
  PF   

Lower 

PF 
  

Medium 

PF 
  

High 

PF 

Panel A.  Malaysia                   

           Crises 

          Average 

 
0.01 

 

0.05 

 

0.11 

 

0.03 

 

0.00 

Std. Dev. 

 
0.04 

 

0.09 

 

0.13 

 

0.02 

 

0.00 

Min 

 
0.00 

 

0.00 

 

0.00 

 

0.00 

 

0.00 

Max 

 
0.36 

 

0.39 

 

0.39 

 

0.09 

 

0.00 

           No of Observations 67 

 

41 

 

13 

 

14 

 

14 

 

Panel B. Indonesia                   
           Crises 

 
         Average 

 
0.57 

 

0.09 

 
0.15 

 
0.06 

 
0.09 

Std. Dev. 

 
- 

 

0.21 

 
0.19 

 
0.17 

 
0.24 

Min 

 
0.57 

 

0.00 

 
0.00 

 
0.00 

 
0.00 

Max 

 
0.57 

 

0.92 

 
0.57 

 
0.63 

 
0.92 

           No of Observations 1 

 

46 

 
14 

 
16 

 
16 

 

Panel C. All countries                   
 

Crises  

         Average 

 
0.01 

 

0.07 

 
0.07 

 
0.04 

 
0.10 

Std. Dev. 

 
0.08 

 

0.17 

 
0.10 

 
0.11 

 
0.25 

Min 

 
0.00 

 

0.00 

 
0.00 

 
0.00 

 
0.00 

Max 

 
0.57 

 

0.92 

 
0.39 

 
0.57 

 
0.92 

No of Observations 68   87   27   30   30 
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As the effects of financial crises on Islamic banks stability are still debatable, this paper also test the 

effect of financial crises on bank stability by including the interaction variables between PF and 

financial crises. It include both Malaysia and Indonesia because both countries experienced crises 

(Laeven & Valencia, 2012). This paper use panel logit in Early warning system (EWS) to predict the 

occurrence of the financial crises rather than dummy variables as was done in most studies, such as 

Ahmad et al. (2010), Beck et al. (2013), Kassim & Majid (2010), Said (2012), and Sufian (2010b). To 

capture the impact of the crises on Islamic banks this paper innovate the EWS by including PF and 

Islamic full-fledged dummies
3
. Panel C in Table 1 shows the probability of crises using EWS. The 

logit model correctly classified crises based on a 94.47 percent accuracy rate. According to Davis & 

Karim (2008), a crises is predicted if the probability is greater than 0.5. Therefore, this paper estimate 

that the Malaysian Islamic banking system experienced a financial crisis in 1996, and Indonesia 

experienced crises in 1999, 2001, and 2002. To clearly distinguish the effect of crises for bank with 

PF on bank stability, it includes interaction variables between partnerships financing with crises. This 

is shown in equation 3 below: 

 

𝑧𝑖,𝑗,𝑡 =  𝐵0  +  𝐵1 𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵2𝑃𝐹𝑖,𝑡  𝑥 𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵3  𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑡

+ 𝐵4 𝑃𝐹𝑖,𝑡 𝑥 𝐶𝑅𝐼𝑆𝐼𝑆 + 𝐵5𝐵𝑆𝑖,𝑡 + 𝐵6𝐶𝑆𝑖,𝑡 +  𝜇𝑖 + 𝜀𝑖,𝑡           … (3) 

 

Then, to distinguish the different categorized of PF, it further include dummy variables for different 

category of PF. 

 

𝑧𝑖,𝑗,𝑡 =  𝐵0  +  𝐵1 𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵2𝑃𝐹𝑖,𝑡  𝑥 𝐸𝐹𝐹𝐼𝐶𝐼𝐸𝑁𝐶𝑌𝑖,𝑡 + 𝐵3  𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑡

+ 𝐵4 𝑃𝐹𝑖,𝑡 𝑥 𝐶𝑅𝐼𝑆𝐼𝑆 + 𝐵5𝐵𝑆𝑖,𝑡 +  𝐵6𝐶𝑆𝑖,𝑡 + 𝐷𝑢𝑚𝑚𝑦𝑖,𝑡 + 𝜇𝑖

+ 𝜀𝑖,𝑡                                                                                            … (4)  

Previous research theoretically highlighted that bank with PF (Hassan & Dridi, 2011; Chapra, 2008 

and Zarqa, 1983) are more stable even during the crises. Therefore, this paper empirically expect bank 

with PF might be able to maintain their stability especially during the crises. The regression equation 

also includes a number of other control variables, both at the individual bank level and the country 

level. To control for bank-level differences in size, capital and loan quality, this paper include the 

bank’s assets which is proxied by the logarithm of total bank assets, equity to total assets, and non-

performing financing to total financing, respectively. 

 

Previous studies show that bank size (Beck et al. 2013; Iannotta et al., 2007; Cihak & Hesse, 2010; 

Abedifar 2012 & Fiordelisi et al. 2011), concentration (Abedifar et al. 2012; Cihak & Hesse, 2010), 

GDP growth (Abedifar 2012; Zeinab & Mensi 2014), bank ownership (Abedifar ,2012; Taboada, 

2011; Barry, Lepetit &  Tarazi, 2011; Iannotta et al., 2007 and Kwan, 2004), capital (Fiordelisi et al. 

2011) and loan quality (Alam, 2013) have certain influence on risk. The larger the bank sizes are 

expected to reduce bank risk exposure. In addition, higher concentration, GDP growth, capital and 

loan quality are expected to minimize the degree of risk exposure to the banks. Public ownership 

                                                           
3
 According to most EWS studies (Demirguc- Kunt & Detragiache 1998; Dermirguc Kunt & Detragiache, 2005 and Davis 

and Karim, 2008; Mannasoo and Mayes, 2009; Babecký et al., 2014; Barrell, Davis, Karim, & Liadze, 2010; Caggiano, 

Calice, & Leonida, 2014; Rose & Spiegel, 2012) official exchange rate, economic freedom, M2 to total reserve, GDP 

growth, Herfindhl index, inflation and non-performing financing are the determinants of EWS. However, only official 

exchange rate and economic freedom are significant in our study. 
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banks are expected to have lower risk exposure compared to foreign ownership banks. In order to 

control the influence of bank size, market concentration, GDP growth, capital and loan quality on 

bank risk exposure, this paper control for banks level characteristics and country level specific effect 

on bank risk exposure.  As pointed out by Mc Allister & Mc Manus (1993), larger banks have better 

risk diversification; thus lower risk exposure. Better capitalized firms may reflect higher management 

quality; thereby high capitalized firms face lower expected bankruptcy. This paper includes non-

performing financing as a proxy for asset quality. Banks with high non-performing financing have 

lower loan quality; hence higher exposure to insolvency risk and less stable. This paper also include 

public-owned bank dummy to capture the impact of bank ownership toward bank stability.  

At the country level, it includes GDP growth to adjust for the impact of the macroeconomic 

cycle. To account for cross-country variation in financial stability caused by differences in market 

concentration, we include the Herfindahl index. This index is defined as the sum of squared market 

shares (in terms of total assets) of all banks in the country. The index can have values from 0 to 

10,000 (for a system with only one bank).This paper expects to have negative coefficient because 

bank risks are lower in more concentrated markets.  
 

RESULT 

Table 4 presents the results for the relationship between bank with PF and bank stability. The 

Hausman test results for all models indicate that random effects are favored over the fixed effects 

model. Hence, our following discussion is based on the former
4
. Based on Equation (1) where the PF 

is measured using ratio of equity-based financing to debt-based financing, Model 1 report that the 

coefficient of PF is positively and significantly related to bank stability at 5 percent level. This implies 

that banks with PF able to maintain their stability compared to other banks. This is consistent with 

Swartz & Otto (2015) who highlighted that Islamic banks in Tunisia and Iran show a degree of 

resilience and stability due to the unique principle of profit and loss sharing.  

 
Table 4      Static Panel Regression Results: Partnership financing in bank stability for     

                     Sample banks 

 

 

Model 1 Model 2 

  Pooled OLS 

Random 

Effects 

Pooled 

OLS 

Random 

Effects 

     Assets -0.18*** -0.00 -0.16** 0.03 

Herfindahl index 0.00 -0.00* 0.00 -0.00** 

Gdp growth (%) -0.00 0.01 -0.00 0.01 

Public owned bank dummy 0.39*** 0.45*** 0.41*** 0.46*** 

Equity assets ratio -0.25 0.21 -0.17 0.34 

Non-performing financing* -0.97*** -0.72*** -0.99*** -0.76*** 

PF 0.33*** 0.28** - - 

Efficiency 0.11 0.31 0.05 0.22 

Financial crises -0.12 0.03 -0.11 0.05 

     PF x PFM 
a 
 

 

0.61* 0.73** 

PF x PFH 
b
  

 

0.32*** 0.31** 

                                                                
4
 Two way random is not allowed with unbalance panel data 
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Constant 0.99 -0.02 0.96 -0.12 

Adjusted R-squared    0.20 0.29 0.20 0.29 

F-statistic 5.31 7.91 4.85 7.42 

Prob(F-statistic) 0.00 0.00 0.00 0.00 

Hausman Test (p value) 

 

0.34 

 

0.48 

     Total observations 155 155 155 155 

 

Note : Dependent variable: Z-score (index). 

   *, **, ***significant at 10%, 5% and 1%  

       

Model 2 presents result of Equation (2) where the different levels of PF are tested on bank stability. 

Both the coefficient for medium amount of PF (PF x dummy 1) and high PF dummy (PF x dummy 2) 

are positive and highly significant. These results suggest that banks with medium to high PF are 

relatively stable. Firms that require high amount of financing are those of medium to large scale. 

These firms may have complete financial statement that makes easier for banks to evaluate and make 

appropriate selection for financing applicants. The present result is consistent with Ajija, et al., 

(2012) that suggest for Islamic banks with PF to offer to medium or large scale firms. This is 

important because they already have financial statement for closely monitoring. Financial statements 

further help banks to recognize the performance of the firms and hence it may reduce bank risk. In 

addition, Siddiqui (2008) noted that PF minimize the adverse selection and moral hazard problems. 

Under the joint ventures and equity participations scheme, there is much more disclosure of the 

company’s financial statement and investment (Ajija et al., 2012). Therefore, it is easier for the bank 

to monitor the performance of the company and subsequently reduce default risk exposures. 

 
Table 5      Static Panel Regression Results: Effect of Financial Crises in the Partnership financing - bank      

                     Stability Relationship for Sample banks 

        

 

 

Model 1 Model 2 

  Pooled OLS Random Effects 

Pooled 

OLS 

Random 

Effects 

Assets -0.19*** 0.00 -0.20*** -0.02 

Herfindahl index 0.00 -0.00* 0.00 -0.00** 

Gdp growth (%) -0.00 0.00 -0.00 0.00 

Public owned bank dummy 0.41*** 0.45*** 0.39*** 0.46*** 

Equity assets ratio -0.20 0.23 -0.49 -0.02 

Non-performing financing* -0.93*** -0.69*** -0.91*** -0.64*** 

PF 

    Efficiency 0.14 0.32 0.23 0.38 

PF x Efficiency 0.32** 0.28* 0.31** 0.28* 

Financial crises -0.44 -0.07 -0.72* -0.38 

PF x financial crises 0.92 0.27 1.56* 0.92 

PF x Financial crises x PFL
a
  

  

20.01 18.84* 

PF x Financial crises x PFM
b
 

  

-0.96 -0.78 

     Constant 1.02 -0.03 1.05 0.05 

Adjusted R-squared    0.19 0.28 0.20 0.29 

F-statistic 4.78 7.01 4.25 6.27 

Prob(F-statistic) 0.007 0.00 0.00 0.00 

Hausman Test (p value) 

 

0.44 

 

0.53 

     Total observations 155 155 155 155 
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Note : Dependent variable: Z-score 

(index). 

    * Non-performing financing is scaled 

by total financing   

   *, **, ***significant at 10%, 5% and 

1% 

    a
  on average, Islamic banks having ratio of  0.018 equity to debt financing, low PF=1,medium/high =0 

b
  on average, Islamic banks having ratio of  0.25 equity to debt financing, medium PF=1 , high/low PF=0 

 

 

Model 1 in Table 5 reports the results on the effect of financial crises on bank stability based on 

Equation (3). This paper control for the individual indicator of PF as well as crises to ensure that the 

interaction term (PF x crises) does not proxy for either of them. However, due to multicollinearity 

problem this paper has dropped PF. The result indicates that the (PF x crises) coefficient is positive 

although not significant. This positive relationship support the theoretical hypothesis of many studies 

(e.g. Hasan & Dridi, 2011; Hassan & Kayed, 2009; Mirakhor & Krichene, 2009 & Smolo & 

Mirakhor, 2010) that banks with PF tend to be more stable during the crises. By applying the principle 

of PF, Islamic banks may be able to avoid the negative effect of crises and keep their solidity even 

during crises. Moreover, empirical studies in Organisation of Islamic Cooperation (OIC) countries 

(Bourkhis & Nabi 2010) and Turkey (Swartz & Otto 2015) have shown that Islamic banks remain 

resilience to the recent global financial crises due to the unique principle of PF. Then, this paper 

further analyze the level of PF that is appropriate for banks to offer during crises by estimating 

Equation (4). Model 2 in Table 5 shows that the coefficient of (PF x crises x lower PF) interaction is 

positive and significant at 10 per cent level. However, the high PF groups represented by (PF x crises 

x medium PF) and PF x crises x high PF interactions are statistically insignificant. Thus, this suggests 

that during the crises, Islamic banks may offer lower level of PF to remain stable. 

 

Focusing on other variables, the findings in Table 4 - Table 5 consistently shows that size do not 

significantly affect bank risk exposure. Our finding is consistent with those of (Beck et al. 2013; 

Iannotta et al., 2007) although in contrast to (Cihak & Hesse, 2010 and Abedifar 2012) who reported 

that smaller Islamic banks are relatively stable. This paper further find that the ratio of non-performing 

financing to total financing is negative and consistently significant at the one percent level for all 

models. This implies that the higher the ratio, the higher the exposure of Islamic banks to insolvency 

risk. This result concurs with (Alam, 2013) that higher loan loss provision in Islamic banks causes 

greater ability for bank to handle risk for any future bad times. Besides, this paper finds that there is 

no impact of equity to total assets on insolvency risk exposure. This finding is in consistent with 

(Fiordelisi et al., 2011) that suggests banks with high capital have lower moral hazard incentives and 

the banks are more likely to adopt cost reducing practices. 

 

 

Besides, public owned bank dummy is positive and statistically significant at the one per cent level for 

all models. This in line with the finding of (Iannott aet al. 2007) that government-owned banks have 

better asset quality than private-owned banks. Better assets quality exposed bank to lower asset risk 

and hence higher bank stability. Furthermore, public-owned banks are more familiar with the legal 

and judicial setting in which they operate. Therefore, they face lower risk in monitoring bank’s 

activities.  

 

In term of macroeconomic variable, herfindahl index is consistently negative and significantly 

influence bank stability at ten percent level. This indicates that the higher concentration is associated 



Proceeding of the 4
th
 International Conference on Management and Muamalah 2017 (ICoMM 2017) 

e-ISBN: 978-967-2122-15-9 

 

123 

 

with lower bank stability and concur with those of (Abedifar et al., 2013 and Cihak & Hesse, 2010). 

The higher negative coefficient suggests that the more concentrated systems caused the higher risk 

exposure to banks and subsequently lead to lower bank stability. Finally, real GDP growth rate do not 

significantly influence bank stability in all models. This finding suggests that business cycle does not 

play an important role in determining bank stability (Abedifar et al., 2013 and Zeineb & Mensi, 2014). 

 

In summary, PF is important to increase bank stability. In addition, bank should offer medium to high 

partnership to maintain stable. Banks with PF tend to be more stable during the crises. Furthermore, 

during crises, bank should offer lower level of PF to remain stable. In addition, the higher non-

performing financing and higher market concentration decrease bank stability. Besides, public- owned 

bank less expose bank to risk. Lastly, size and real GDP growth rate does not influence bank stability.  

 

 

CONCLUSION 
This paper empirically examines the effect of PF on bank stability during the crises. In addition, this 

paper tests for any influence of different partnership level. Using a panel data for Malaysian and 

Indonesian Islamic bank over the 1996-2012 periods, this paper use logit model to predict the effect of 

financial crises. Using z-score in measuring stability, the results show first, PF helps to improve bank 

stability. Second, in order to maintain their stability, banks should offer medium to high PF. Third, 

during crises, PF helps bank to be relatively stable. In addition, banks are relatively stable in less 

concentrated market. Bank with less default cases may have an advantage remain stable. Public-

owned banks tend to be more stable as they are more familiar with the legal and judicial setting in 

which they operate.  

 

These results have some relevant policy implication. First, Islamic banking industry should offer a 

comprehensive range of products that are simple, innovative, authentic and competitive. In addition, 

the authorities need to strengthen the framework to support Islamic financial products by encouraging 

a wider use of risk sharing instruments. Instead of using the debt-like financing structure such as 

Murabahah, Islamic banks should place greater emphasize on PF which are Mudharabah and 

Musyarakah to ensure the stability of banking sector. Thus, in monitoring banks offering PF, the 

authorities may need to look into their level of PF. Second, during the crisis, bank managers should 

monitor and control PF as medium to higher level of PF may reduce bank stability.  

 

Finally, the discussion and the analysis in this paper can stimulate more research in this area. In 

particular, the coverage of our sample can be extended to a larger number of countries and banks, if 

some of the data gaps from Bank annual report could be filled using other data sources. If more 

sample countries are included in the future research, it would increase the dataset hence the robustness 

of the results.  
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