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Abstract
Purpose – The purpose of this paper is to examine whether Islamic finance could replace or complement the
traditional financial system and could guarantee stability in times of crisis.

Design/methodology/approach – To achieve the aim, the authors examined both risk-taking and
profitability of 94 Islamic banks (IBs) operating in 18 countries observed during the 2006-2013 financial crisis
period. A series of bank-specific and other country-specific indicators are combined to explain profitability of
IBs as measured by return on assets and return on equity, and risk divided into credit risk measured by
impaired loans/gross loans and total equity/net loans, and insolvency risk measured by Z-score. Indeed, a
bank is stronger than another if it is stable with a higher capacity to absorb risks, on the one hand, and
increased performance on the other.

Findings – Using dynamic panel data econometrics (generalized moment method system), the authors
estimated five regressions and found the following results: bank capital is found to be the main indicator that
contributes to maximizing profitability and stability of IBs and reducing their credit risk. However, the study
of liquidity and asset quality determinants often leads to inconclusive results. Nevertheless, they found that
Gulf region-operating IBs are more profitable, more solvent and less risky than those operating in the South
East Asian region. At the macroeconomic level, the authors could not find a significant relationship between
inflation rate and IBs profitability. However, unlike for IBs in Southeast Asia, the authors found that inflation
rate improves IBs stability and reduces their credit risk level.

Practical implications – The results of this study have numerous implications for bank management
and the different stakeholders (investors, customers). This study identified several factors that may help bank
managers to improve their financial outlook by controlling risk level and profitability. These factors could as
well help to understand how macroeconomic indicators affect both banking risk and profitability, in
particular Islamic banking. Likewise, portfolio managers can use these results to support their decisions to
include IBs in their assets portfolios to mitigate potential risk.
Originality/value – This study contributes to the existing literature in two ways. First, this paper
provides fresh data and recent information on Islamic banking in Gulf Cooperation Council and South East
Asian countries. Second, the obtained results helped us to conclude that the Islamic financial system cannot
replace but rather supplements the traditional system. This result may be explained by the fact that Muslims
look for Islamic banking products, which conventional banks are not offering.
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1. Introduction
In recent years, frequency of banking crises has increased. A case in point is the
recent international financial crisis, which has been shaking the world since 2008.
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Two lessons can be drawn from this crisis. First, it pointed figures to the limits of the
traditional financial system. Second, it revealed some form of resistance and an
operational ability of the Islamic financial system during this financial turmoil
(Trabelsi, 2011). Worth noting is that during the very crisis, all financial institutions
experienced crises, while economic growth crippled; an exception to this trend is
financial institutions operating with the Islamic financial system, which showed signs
of robustness, efficiency and stability (Ftiti et al., 2013; Mat Rahim and Zakaria, 2013;
Fakhfekh et al., 2016; Olson and Zobi, 2016). Naturally, resistance of these banks
attracted the attention of all observers. Indeed, some argued that the current financial
crisis could have been avoided if Islamic finance was the norm instead of traditional
finance (Choong et al., 2012; Beck et al., 2013). Ability of Islamic finance to overcome
these adverse events encouraged several stakeholders to propose Islamic finance as a
solution to financial deficiencies and a potential alternative to the current banking
system (Trabelsi, 2011; Bourkhis and Nabi, 2013; Rosman et al., 2014). For them,
ensuring the efficient functioning of the global financial system needs a remedy
because of the weaknesses of traditional finance. Alternatively, Islamic finance
promises a better future for humanity and could bring sustainable development all
over the globe.

Responsibility of banks in such conditions has been and still is the subject of several
studies, international meetings and discussions (Fakhfekh et al., 2016; Ducassy and Guyot,
2017). The supporters of Islamic finance argued that an interest-free Islamic bank (IB) is not
only fair and transparent but also more solid and stable with a higher capacity to absorb
shocks than a conventional bank (CB) (Zehri and Al-Herch, 2013; Ftiti et al., 2013; Mat Rahim
and Zakaria, 2013). Nevertheless, another line of thinking has questioned the efficiency and
strength of Islamic finance by arguing for its limited shock absorption capacity (Arrif et al.,
2008; Said, 2012).

Today, with the trust crisis that is currently prevailing the world of finance, the need
for reforming the international financial system and for better managing risk is seen as
a safety hatch against the reoccurrence of such crises. Moreover, because IBs are now
integrated into the international financial system and the global economy, they are
concerned by this need for reform. Accordingly, banking crises and Islamic finance are
more than ever at the center of the discussion. Disagreements on the robustness of these
specific financial institutions incite us to further study the issue. Then, pursuing this
aim, we conducted a study in which we examine IBs’ financial risks. Ultimately, we try
to establish whether Islamic finance could reliably replace or complement the
conventional financial system in view of protecting against potential crises and prevent
new risks.

To this end, we combine a series of micro and macro variables and test their impact
on both risk-taking and profitability (Indicators of banking robustness) of 94 IBs in 18
countries (Table I) over the 2006-2013 period, alternatively known as the 2007-2008
global financial crisis. We used the generalized moment method (GMM).

The rest of the paper is structured as follows. Section 2 briefly reviews the
literature. Section 3 describes the data and methodology. Section 4 presents and
discusses the results. Finally, Section 5 concludes the paper and presents the study’s
implications.

2. Banking risk: a literature review
The two important objectives of efficiently managing risk and increasing profitability invited
several researchers, regulators and bank managers to further study the factors that
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determine banking robustness. The aim behind such a focus will help them to understand
and suggest a complete risk and profitability management framework. Indeed, the literature
that have examined both risk and profitability of the banking sector is abundant (Mat Rahim
and Zakaria, 2013; Rajhi and Hassairi 2013; Bourkhis and Nabi, 2013; Kabir et al., 2015;
Misman et al., 2015; Fakhfekh et al., 2016; Li, 2017). To that end, the relevant studies used
different statistical techniques such as stress testing, the CAMEL model, regression analysis
and ratio analysis. In line with this stream of research, in this section, we present a brief
review of the literature on bank-specific, financial and macroeconomic determinants of
banking profitability and financial risk.

Numerous studies pointed to the significance of several micro and macro-economic
factors in determining bank profitability. For example, Zeitoun (2012) examined the
performance of IBs and CBs operating in the Gulf Cooperation Council (GCC) countries over
the 2002-2009 period. The author found that bank size has a positive significant impact on
IBs’ performance as measured by ROE. Moreover, the author found that gross domestic
product (GDP) and inflation significantly relate to banking performance. More recently,
Rashid and Jabeen (2016) have shown that the impact of GDP and lending interest rate on
performance is negative for both types of banks.

Risk-taking-wise, Misman et al. (2015) examined the factors that determine the
credit risk of 17 Malaysian IBs observed from 2000 to 2013, using a panel data
technique. The results indicate that a few bank-specific variables do significantly
affect the credit risk of Malaysian IBs. Moreover, the results also indicate that
financing quality and capital ratio show consistent results regardless of the used
measurement models. At the macro-economic level, Rajhi and Hassairi (2013) found
that bank size, higher liquidity and GDP growth increase bank stability. Consumer
price inflation and the official exchange rates led to financial instability. Nevertheless,
Ashraf et al. (2016) concluded that GDP growth had no significant impact on the
financial stability of 133 IBs in 30 regions observed over the 2000-2013 period.
Studying comparatively 20 GCC IBs (before and after the crisis), Zarrouk (2012) found

Table I.
The sample

Country IBs

Bahreïn 21
UAE 9
Kuwait 7
Saudi Arabia 5
Qatar 4
Oman 1
Malaysia 15
Singapore 1
Thailand 1
Philippines 1
Brunei 3
Indonesia 3
Jordan 3
Pakistan 6
Bangladesh 4
Turkey 4
Liban 3
Yemen 3
Total 94
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that bank-specific indicators have negatively affected banking risk and excessive
risk-taking of IBs in UAE during and after the crisis compared to other countries.

To obtain more robust results on the financial stability of IBs, some researchers
opted for studying Islamic and CBs in a comparative design. Indeed, comparing them
in time and space, Fakhfekh et al. (2016) studied volatility of CBs and IBs operating in
the GCC countries during stable and crisis periods. Using the FIEGARCH model,
these authors found that bad news strongly affects CBs volatility than that of IBs.
They also discovered that following a shock, volatility is more persistent in CBs than
in IBs. Therefore, the authors concluded that IBs are more resilient than CBs, but their
resilience degree is somehow heterogeneous and sensitive to sample selection. The
authors thus concluded that while this may call for regulating CBs in line with IBs’
guidelines, it is worth noting that IBs in Saudi Arabia seem to be the most resilient.
Similarly, Beck et al. (2013) compared 88 IBs to 422 CBs in 22 countries where both
types of banks coexist over the 1995-2009 period. Their results indicate that IBs are
better capitalized and have better asset quality and an ability to take risks. In the
same context, Kabir et al. (2015) examined the key factors influencing the credit risk
of a group of IBs and CBs during the 2000-2012 period. The authors note that IBs have
significantly lower DC-based credit risk than CBs, but this relationship is reversed
when credit risk is measured by NLP and Z-score ratios. Similarly, Ahmad and
Ahmad (2004) also studied the relationship between financial indicators and credit
risk of Malaysian IBs. They used a data set of six CBs, one fully fledged IB and six
Islamic windows during the 1996-2002 period. These results indicate that
management efficiency, risk-weighted assets and size significantly affect Malaysian
IBs’ credit risk. They also found similarities and differences between the factors that
determine credit risk for IBs and CBs. They suggest that IBs should have a complete
risk management system and a suitable information disclosure platform on how
financing assets and risks are concentrated, like in CBs’ banking reports. At the
macroeconomic level, Rashid and Jabeen (2016) also show that the impact of GDP and
lending interest rate on performance is negative for both types of banks.

In the same line of thinking, How et al. (2005) studied IBs’ risk-taking of 23
Malaysian commercial banks during the 1988-1996 period. They concluded that
banks offering Islamic financing modules have significantly less credit risk than
banks that do not. They also found that size does significantly influence the credit
risk of both IBs and CBs. Using these same ratios as stability indicators, Mat Rahim
and Zakaria (2013) found that Malaysian IBs are more resistant during crises than
CBs during the 2005-2010 period. These findings are consistent with those of Onakoya
and Onakoya (2013) and Zehri and Al-Herch (2013) who concluded that IBs are more
profitable and stable during the 2007-2008 crisis owing to sharia guidelines.
Nevertheless, these findings are not conclusive. For example, Fayed (2013) showed
the superiority of six CBs over three IBs in Egypt during the 2008-2010 period, in
terms of liquidity, credit risk management, solvency and profitability. Ouerghi (2014)
set to examine whether IBs are more resilient than CBs during the financial crisis. The
author concluded that these latter were more profitable, less exposed to credit risk
and more efficient than IBs during the post-crisis period. Chenguel (2014) found
similar results. More recently, Louhichi and Boujelban (2016) used two
complementary methods (one-step GMM analysis and panel vector autoregressive) to
explain differences in credit risk exposure between the two types of banks. The
results of the one-step GMM indicate that all factors explain credit risk and that non-
performing loans increase with greater provisions, higher capitalization and almost
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better quality management. However, toxic loans tend to increase with higher credit
levels, larger bank size and improved profitability in a developing economy (i.e.
higher GDP growth rate). They also note that interest-free banks differ from interest-
charging banks because they share profits with investors (Profit and Loss Sharing
principle). The bank is, therefore, not liable for losses, but depositors bear part of the
banking credit risk. Consequently, it is generally argued that IBs dispose of inferior
credit risk levels. Nevertheless, because of insufficient credit risk (often to comply
with sharia guidelines), these banks often tend to mimic practices of interest-charging
banks, and therefore, they tend to manage this risk in the same way CBs do. Using a
panel vector autoregressive models (VAR), a study found that under a positive shock
to GDP growth, capitalization and profitability improves loan portfolio quality, which
in turn results in lower credit risk. Moreover, a higher inflation rate tends to decrease
loan portfolio quality in the long run.

In light of these arguments, we test the following three hypotheses:

H1. Profitability of IBs significantly affects internal and external indicators.

H2. Credit risk of IBs significantly affects internal and external indicators.

H3. Insolvency risk of IBs significantly affects internal and external indicators.

3. Empirical study
3.1 Sample selection and data sources
In this study, to identify the determinants of IBs’ risk and profitability, we examine a
sample of 94 IBs operating in 18 countries, including the Gulf and Southeast Asian
countries (Table I), during the 2006-2013 period, a period known by an economic
recession following the 2007-2008 subprime crisis. The sample is large enough to provide
reliable results. Bank data are taken from the Bank scope base. Macroeconomic data are
collected from the World Development Indicators (WDI: 2006-2013).

3.2 Definition and selection of variables
To operationalize our financial and banking variables, we selected risk-taking and
profitability indicators as dependent variables. In times of crises, a bank is said to be
stronger than another if it is stable with a higher risk absorption capacity, on the one hand,
and an increased performance, on the other.

Profitability of banks can be measured by different ratios, including the two financial
ratios that have already been adopted in previous studies (Fayed, 2013; Jawadi et al., 2014;
Olson and Zobi, 2016). These are return on assets (ROA) and return on equity (ROE).
Profitability ratios are used to measure the ability of a bank to generate earnings in the
presence of expenses and other costs during a specific period. Therefore, higher profitability
ratios are associated with better performance.

As for risk-taking, in addition to specific risk, like CBs, IBs’ are exposed to credit and
insolvency risks. Insolvency risk, which is when the bank is unable to repay its debts and
financial obligations because of bankruptcy, is measured by Z-score. To measure credit risk,
we will use the total equity/net loans (EQL) or impaired loans/gross loans (IMLGL) ratio.
These financial ratios are considered to be the main measures to identify signs of increased
financial vulnerability and assess banks’ resilience against financial shocks. All these
dependent variables are described in Table II.
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As for control variables (Table III), financial ratios, calculated from capitalization,
liquidity, assets quality and bank size, will be used to determine both risk and profitability.
We will also add to these bank-specific internal indicators three country-specific external
indicators, namely, GDP, inflation rate and official exchange rates as independent variables.
The choice of these ratios aims at determining an instrument that would assess the
soundness of IBs.

Description of the dependent variables and the independent variables[1] (bank
characteristics and the macro-economic context) is given in Tables II and III.

3.3 The estimation models
To measure the robustness of IBs, we use panel data. We made recourse to two
measurement instruments. The first provides a direct insight into the bank’s stability in
generating profits. The second determines the bank’s ability to manage and mitigate
incurred risk. To measure banking stability, we use the Z-score ratio, which is known to be a
popular measure of banking soundness. A high Z-score ratio indicates that banks are more
stable and implies that insolvency risk is very low (Cihák and Hesse, 2008; Ouerghi, 2014). In
terms of credit risk, to determine a bank’s capacity to manage and reduce incurred credit

Table III.
Definitions and

measurement of the
independent

variables

Types of
variables Variables Abbreviations Definitions and retained measures Sources

Micro-economic
variables

Bank size-based
indicators

SZBQ Napierian logarithm of total assets
for each bank

Bank-scope

Capitalization-
based indicators

CTA Capital/total assets

Liquidity-based
indicators

NLTA Net loans/total assets
NLDSF Net Loans/deposits and short-term

financing rate
Assets-based
indicators

LLRGL Loan loss reserves/gross loans
LLPNII Loan loss provision/net interest

income
Macro-
economic
variables

GDP growth GDP GDP growth rate (%) World Bank
Inflation rate INF Inflation rate (en %)

Dummy
variables

Country dummy
variables

CD Equal 1 if Gulf Country and 0 if
South East Asian Country

Table II.
Definitions and

measurement of the
dependent variables

Types of
variables Variables Abbreviations

Definitions and retained
measures Sources

Bank-specific
variables

Profitability-based
indicators

ROA Net returns/total assets Bank-scope
ROE Net returns/equity

Risk-based
indicators

Insolvency
risk

ZSCORE (Returns on assetsþ
capital ratio)/returns on
assets standard deviation

Credit risk EQL Total equity/net loans
IMLGL Impaired loans/gross

loans
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risks, we use the two indicators of IMLGL and EQL. A set of financial indicators will be used
to ensure the robustness of our results. Applying each ratio on profitability and risk, five
multiple linear models will be estimated:

3.3.1 Profitability equation.

Panel:A: RENTABILITEj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CDþ « jit

Panel:a:1: ROAj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

Panel:a:2: ROEj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

3.3.2 Risk equation.

Panel:B: RISQUEj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

3.3.3 Insolvency risk.

Panel:b:1: ZSCOREj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

3.3.4 Credit risk.

Panel:b:2: EQLj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

Panel:b:3: IMLGLj;i;t ¼ a þ b 1

X
b jit þ b 2

X
Mjit þ b 3CD þ « jit

where i, j and t indicate successively banks (i = 1, 2, 3,. . .,94), countries (j = 1, 2,3,. . .,18) and
time (t = 2006, 2005, . . ., 2013);

b = denotes the to-be-estimated model’s parameters;
Rb jit = denotes a vector of microeconomic variables;
RMjit = denotes a vector of macroeconomic variables;
CD = denotes country dummy; and
« jit = denotes the random or error term.

3.4 The generalized moment method
Unlike a dynamic panel GMM, the traditional econometric methods (ordinary least squares
(OLS), fixed effect and generalized effect) cannot overcome the endogeneity problem arising
because of a causal relationship between the independent and dependent variables due to
lagged dependent variables. To resolve this problem, we will use the GMM as a generic
method to estimate our model’s parameters. GMM was proposed by Arellano and Bond
(1991) and developed by Arellano and Bover (1995) and Blundell and Bond (1998) to solve
the endogeneity problem in the independent variables using a series of instrumental
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variables generated by lagged variables (simultaneity bias problem of reverse causality and
possible omitted variables).

4. Results and interpretation
4.1 Descriptive statistics
Examining the descriptive statistics (Table IV), we found that during the study
period, the means of IBs’ profitability ratios are significant. These institutions also
have low credit and insolvency risks. On the micro level, IBs possess an important
level of liquidity, capital and quality assets. Like the macro-economic variables, INF
and GDP, respectively, show means of 4.29 per cent; 4.62 per cent for all the studied
countries. However, liquidity superiority of GCC IBs is observable. Indeed, the net
loans/total assets (NLTA) and net loans/deposits and short-term financing rate
(NLDSF) ratios are, respectively, 44.56 and 62.09 per cent for these countries,
compared with 58.28 and 68.12 per cent, respectively, for the South-East Asian IBs
(Table IV). The same is true for capitalization, which can be explained by oil
revenues. Indeed, capital/total assets (CTA) of GCC IBs is 28.94 against 22.71 for the
South-East Asian IBs (Table IV).

On the macroeconomic level, GDP growth (Table IV) of all countries is on average
high (4.62), while it remains slightly higher for the GCC countries (5.005) than for the
South-East Asian countries (4.4). This high level of wealth production may result in
households’ savings deposits and thus will result in a stable liquidity.

4.2 Models estimation results
Estimating the multiple regression models requires the absence of multicollinearity
between the variables. A multicollinearity problem arises when two independent
variables are highly correlated. Kervin (1992) states that a serious multicollinearity
problem arises when it exceeds the limit of 0.7. Referring to Kervin (1992), the
obtained correlation coefficients are all below 0.7. We conclude to the absence of
multicollinearity in all our defined models.

The results of the five models are reported in Table V. The null hypothesis H0
about the validity of the instruments is not rejected (probabilities of the Hansan
statistic are greater than 5 per cent, indicating that the instruments are exogenous). In
addition, there is no order two serial autocorrelation (probabilities of Arellano & Bond
test AR (2) are greater than 5 per cent). This indicates that the GMM model is relevant
and specifies well our instruments without heteroscedasticity or autocorrelation
problems.

The results of our study (Table V) indicate that CTA positively and very
significantly affects profitability of the IBs of all countries (0.097) and sub-samples
(respectively 0.0202 and 0.0772). The same is true for insolvency risk. The higher the
capital, the more stable IBs of the different samples. In terms of credit risk, we found
that IBs’ capital positively and significantly correlates with the EQL ratio but
negatively with the IMLGL ratio. An exception is the IMLGL ratio of the GCC IBs,
which is positive (0.0977). This indicates that IBs’ low exposure to credit risk results
from their held capital.

All the results corroborate those of Beck et al. (2013), Mat Rahim and Zakaria (2013) and
Trad et al. (2017) who concluded that maintaining an important capitalization is the main
reason for the increased profitability and resilience of IBs during times of crisis and during
adverse events.
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the relationship between the two asset quality measures and the two profitability
ratios, we were unable to find a significant relationship. The same is true for
insolvency or credit risk of the IBs of all studied countries. The indicators yielded
inconclusive results. Moreover, these results corroborate those of Kosmidou et al.
(2005), Beck et al. (2013) and Ftiti et al. (2013), who found that LLPNII positively
affects ROA, pointing to a high level of profitability. However, the relationship
becomes negative when it comes to ROE. In addition, the Z-score of IBs positively
correlates with LLPNII but negatively with LLRGL.

Liquidity is also one of the main measures adopted by the Basel Banking
Supervision Committee to strengthen the banking sector. Indeed, under Principle 9,
the Islamic Financial Services Board[2] requires that banks have a liquidity reserve to
cope with a long period of liquidity shortage. Our results found are mixed for either
profitability or risk.

NLTA affects negatively and significantly ROA but positively ROE for all countries. The
ratio is reversed when we adopt NLDSF as a measurement unit.
The same signs can be found for insolvency and credit risks. Consequently, we cannot be
conclusive about IBs’ risk-profitability axiom.

Zeitoun (2012), Beck et al. (2013) and Rajhi and Hassairi (2013) already found that
liquidity and Z-score of IBs are positively associated. Nevertheless, a geographical
comparison shows that in the Gulf region, IBs are more profitable and less risky than
those in the South East Asian region. For example, NLTA positively affects the two
profitability measures (0.1903 and 0.055, respectively) and the Z-score (0.055) of GCC
IBs, but negatively affects those of the South East Asian IBs ( �0.0889, �0.069 and
�0.046, respectively). A positive sign indicates that banks with more liquidity tend to
have a high profitability and lower financial risks than banks with less liquidity. The
higher the liquidity, the more efficient and stable IBs are. The higher levels of
profitability and stability of GCC IBs over South-East Asian IBs can be attributed to
the large revenues generated from oil.

Bank size is another internal indicator that can also affect profitability. Unlike GCC
IBs, we found that bank size positively and very significantly affects profitability of
IBs of all countries (3.28092) and South East Asian countries (1.9297), as measured by
ROA. The higher the total assets of the bank increase, the more profitable the bank
becomes.

Some researchers like Hasan and Dridi (2010), Zeitoun (2012), Muda et al. (2013), Rashid
and Jabeen (2016) and Trad et al. (2017) found that size and profitability of IBs positively
and significantly correlate.

As for the risk variable, we found that bank size acts positively and very
significantly on the Z-score of IBs of all countries and those of the Gulf countries,
which is not the case in South East Asia. The higher the total assets of IBs, the more
stable IBs are, in particular GCC IBs. Similarly, Fayed (2013) and Rajhi and Hassairi
(2013) found that an increase in total assets of IBs strengthens their stability. Except
for the GCC IBs, SZBQ is significantly positive under the IMLGL ratio (2.2078), unlike
the other countries where the relationship is negative, which implies a low credit risk.
This can be explained by the fact that the operational focus of IBs on different
activities facilitates the supervision of their credit risk and leads to a better
diversification and absorption of risks.

At the macroeconomic level, we have not been able to find a significant relationship
between inflation rate and profitability of IBs. The impact on the two ROA and ROE ratios
is not conclusive: sometimes it is positive and sometimes it is negative. For risk and unlike
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the South East Asian IBs, we found that inflation rate improves IBs’ stability in all the
studied countries (including those of the Gulf region) and reduces their credit risk level. We
conclude then that the GCC IBs are more conservative and more cautious, while the South
East Asian IBs are uncertain. GDP growth also plays an important role in the performance
of financial institutions, including IBs. Except for the ROE ratio of the South East Asian IBs,
GDP growth positively and significantly affects profitability of IBs in all countries, in
particular those in the Gulf region. This means that an increase in a country’s GDP improves
the performance of banks operating in that country. This corroborates the results of
Wasiuzzaman and Tarmizi (2010), Choong et al. (2012), Zeitoun (2012) andMuda et al. (2013).

As for the risk variable, our results corroborate those of Fayed (2013), Rajhi and Hassairi
(2013) and Mat Rahim and Zakaria (2013). Indeed, the Z-score of the IBs from the GCC and
the South East Asia is positively associated with GDP (0.8089 and 2.001, respectively),
indicating a high level of stability in these regions.

5. Conclusion and implications
Risk management and profitability have attracted the attention of many authors in several
regions. In this paper, we tried to examine these two issues in two leading Islamic finance
regions: the GCC and the Southeast Asian regions. The main purpose of our study is to
determine the factors that could explain both risk-taking and profitability in an interest-free
banking system. Ultimately, this will allow us to examine whether this financial system
could replace or complement the traditional financial system.

The results indicate that not only bank-specific factors but also macro-economic factors
affect IBs’ risk and profitability. In particular, we found the following results: bank capital is
the main indicator that contributes to maximizing IBs’ profitability and stability and
reducing their credit risk. Nevertheless, liquidity and asset quality measures often lead to
inconclusive findings. We noted the higher profitability, solvency and risk management of
the GCC IBs over the South East Asian IBs because of liquidity indicators. Indeed, the
reduced insolvency risk and credit risk of the GCC IBs results from a high liquidity ratio.
This can be explained by investments coming from sovereign funds obtained from oil
earnings.

At the macroeconomic level, we have not been able to find a significant relationship
between inflation rate and IBs’ profitability. However and unlike the South East Asian
IBs, we found that inflation rate improves IBs’ stability in all countries (including the
Gulf countries) and reduces their credit risk. Except for the Z-score of IBs in the entire
sample and ROE of the GCC IBs, the results indicate that GDP growth maximizes IBs’
profitability and stability in the different country samples and minimizes their credit
risk.

These findings lead us to conclude that the Islamic financial system cannot replace the
traditional system. It is only a financial complement, which is still in its infancy and has a
long way to go. This result may be explained by the fact that Muslims look for Islamic
banking products, which CBs are not offering.

The results of our study have numerous implications for bank managers and the
different stakeholders (investors, customers). This study identified several factors that may
help bank managers to improve their financial outlook by controlling risk level and
profitability. These factors could as well help to understand how macroeconomic indicators
affect both banking risk and profitability, in particular Islamic banking. Finally, portfolio
managers may use these results to support their decisions to include IBs in their asset
portfolios to mitigate potential risks.
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Notes

1. All bank-specific data are converted into US million dollars.

2. Guiding principles on liquidity risk management for institutions offering Islamic Financial
Services, 2012.
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