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Abstract—The purpose of this research is to examine the
stability of Islamic banks across 20 countries that are
influenced by the role of their governance. This study uses
unbalanced panel data and fixed effect model to operate the
data. From this study, the researcher found that supportive
country governance and efficient contract enforcement induce
Islamic banking stability. Those country governance variables
which support the positive effect on Islamic bank stability are
control of corruption, political stability, and regulatory quality
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I. INTRODUCTION

The Islamic banking industry has expanded broadly
during the past three decades. The governance and
institutions for Islamic banking have affected this growth. In
2004, the Financial Services Authority approved the first
Islamic bank in Britain—the Islamic Bank of Britain.
Through institutional support, the Islamic Bank of Britain
opened its branch in the same year.

However, Islamic banking is not only developing in the
country through steady governance and institutions. Amid
conflict and government turmoil, Islamic banks still operate
in the MENA region. In this circumstance, Islamic banks in
MENA face higher risk than countries with stable
governments. During the conflict, Egypt and Jordan
succeeded in maintaining their macroeconomic stability but
failed to improve their unemployment rate and economic
growth. Belkhir, Grira, Hassan, and Soumaré [1] found that
Islamic banks are less affected than conventional banks by
political risk.

Country governance indicators were initiated by
Kaufmann, Kraay, and Mastruzzi [2]. They classified
country governance into six dimensions: voice of
accountability, control of corruption, political stability and
absence of violence, government effectiveness, regulatory
quality, and rule of law. A previous study on country
governance by Curti and Mihov [3] found that average
country governance is significantly related to bank fraud
recovery. On an individual test, these dimensions positively
affected bank fraud recovery, except for political stability
and voice of accountability. Chan, Koh, Zainir, and Yong [4]
argued that political stability and regulatory quality could
improve bank efficiency in a highly concentrated market.
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Furthermore, a country’s legality plays a vital role in
banking stability. La Porta, Lopez-de-Silanes, and Shleifer
[5] argued that the legal system affects the policy framework
and economic reform. Demirgilig-Kunt and Detragiache [6]
found that deposit insurance stimulates moral hazards and
increases the probability of a crisis occurring. Moreover,
Demirgiic-Kunt and Detragiache [6] stated that governance
quality contributes to bank regulation and control. Djankov,
McLiesh, and Shleifer [7] and Porta [5] found that the legal
system has an impact on creditor and investor protection.
Legal characteristics from each country affect bank stability
[8]. They also found that listing status has an impact on bank
risk.

This study attempts to explore the effect of state
governance, contract enforcement, and the legal system on
Islamic bank stability. We employ five country governance
concepts: control of corruption, political stability,
government effectiveness, regulatory quality, and rule of
law. We use a sample from Islamic banks in 20 countries—
Bahrain, Bangladesh, Brunei Darussalam, Egypt, Indonesia,
Iran, Iraq, Jordan, Kuwait, Malaysia, Mauritania, Pakistan,
Palestine, Qatar, Arab Saudi, Sudan, Syria, Turkey, United
Arab Emirates, and the United Kingdom.

II. LITERATURE REVIEW AND HYPOTHESIS
DEVELOPMENT

A.  Islamic Bank Stability

Studies find that Islamic banks are steadier than
conventional banks during crises. Hasan and Dridi [9], and
Olson and Zoubi [10] argued that, during crises, Islamic
banks are more profitable. However after crises, their
performance is worse than conventional banks. Financial
crises are not only induced by economic factors but also by
governance. The government’s policy mechanisms related to
the implementation of banking policies have varied impacts
on each bank and are affected by stakeholders’ power in
ownership structures [11].

During conflict and political turmoil, Islamic banks
continue to grow. Belkhir et al. [1] found that Islamic banks
are not affected by political risk. Islamic bank resilience
against crises is found by Boukhatem and Moussa [12]. They
argued that no evidence exists that crises have an impact on
Islamic banks’ soundness, although they affect the
macroeconomy.
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B.  Country Governance and Bank Stability

Country governance is an essential facet in Islamic bank
development. A supportive government that implements
regulations and policies will encourage Islamic bank growth.
Boukhatem and Moussa [12] used two country governance
indicators: the rule of law, which includes contract
enforcement quality and regulatory quality—measurements
of the government’s ability to formulate and implement
policies for regulation. They found that, during pre-crises,
those indicators negatively impacted a country’s financial
growth. Meanwhile, Demirgiig-Kunt and Detragiache [6]
stated that government quality plays a role in controlling and
regulating banks.

C. Enforcement and Bank Stability

Country governance is an essential facet in Islamic bank
development. A supportive government that implements
regulations and policies will encourage Islamic bank growth.
Boukhatem and Moussa [12] used two country governance
indicators: the rule of law, which includes contract
enforcement quality and regulatory quality—measurements
of the government’s ability to formulate and implement
policies for regulation. They found that, during pre-crises,
those indicators negatively impacted a country’s financial
growth. Meanwhile, Demirgiig-Kunt and Detragiache [6]
stated that government quality plays a role in controlling and
regulating banks.

D. Legal System and Bank Stability

Samet et al. (2018, p.287) found that banks that operate
in a common law system tend to take higher risk. They also
found that bank stability is affected by the diversity of each
country’s legal character. Common law gives very strong
protection to investors, whereas civil law has the worst
investor protection [13]. La Porta, Lopez-de-Silanes, and
Shleifer [5] argued that the legal system has an impact on
policy frameworks and economic reform. Djankov, McLiesh,
and Shleifer [7] and Porta [14] stated that a country’s legal
system affects creditor and investor protection.

III. RESEARCH METHOD

A. Data

The data used for this research are collected from the
following six resources:

1) Financial statement and listing status from the
Bankscope database; data from the balance sheet and
income statement are used to calculate financial
ratios and market concentration;

2) Country governance indicators compiled by
Kaufmann, Kraay, and Mastruzzi [2] from The
Worldwide Governance Indicators, World Bank;

3) Contract enforcement from The Doing Business,
World Bank;

4) Creditor rights index and legal system from Djankov,
McLiesh, and Shleifer [7] and La Porta, Lopez-de-
Silanes, and Shleifer [5];

5) Measuring whether a country has deposit insurance
is obtained from IADI sites; countries that still
develop deposit insurance systems are counted as
having no deposit insurance system; and,

6) To control macroeconomic factors, we used GDP
and inflation from the World Bank Database.
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We only use banks for which data are available for at
least three years. The sample period is from 2011 to 2015.
Therefore, the sample for this research consists of 108
Islamic banks from 20 countries. Table I provides definitions
for the variables.

B. Model

To examine the result, we regress country governance,
bank level, macroeconomic, and market level variables on
bank stability (Z-scores). Based on the collected data, we
apply a panel model regression as our approach. We
estimate the regression model used by Samet, Boubakri, and
Boubaker [8]:

ZECORE; . = a + BCOUNTRY,, + 6BANK,, +
PMARAG; ¢ + Bip (1)
where i and ¢ denote bank and time, respectively; e is a
constant; ZSCORE; . 1S Ln Z-score;
COWNTRY;; is an independent variable that includes
contract enforcement and legal system; £45 ;¢ represents
bank-specific factors consisting of listing status, bank size,
and asset growth. ¥MAKRO; ; includes GDP, inflation,
Herfindahl-Hirsch index, and creditor rights index; &.&. and
g are the extent to which the relative factors contribute to
the change in the dependent variable and _ _ reflects the
error term for bank i and period z. We extend the previous
model to test the relationship between country governance
indicators and bank stability:

ISCORE; .= ¢ + INST; , + fCOUNTRY;, + 8BANK, . +

OMAKRO; . + &: . )
where IW3I:: represents control of corruption,
government effectiveness, political stability, regulatory

quality, and rule of law and  is the extent to which relative
factors contribute to changes in the dependent variable.

IV. RESULT AND DISCUSSION

A. Descriptive Statistic Analysis

Table II reports the summary statistics of the variables.
Table II indicates that control of corruption from our sample
is quite low, with an average value of —0.15. The mean value
of governance effectiveness is 0.01, which shows that the
government in the sample is not efficient in state
administration activities. Political stability is low, with a
mean value of —0.79, indicating that the political situation in
the country sample is unstable. The mean value of regulatory
quality is —0.08, which shows that governance quality in
formulating and implementing is low. Public compliance
with the legal system and contracts tends to be weak, as is
indicated in the mean value of rule of law, at —0.1. Banks
that operate in a common law country represent 48% of the
sample. The enforcement’s mean value is 82.57, which
indicates that banks are effectively enforcing contracts.We
find that 53% of the banks in the sample are listed. On
average, banks have 20% equity and 49% of its assets.
Depins shows that 72% of the country sample already
prevails with deposit insurance. The creditor rights index is
2.30, indicating that, on average, protection for creditors is
strong.
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TABLE 1. VARIABLE DEFINITIONS
Variable Definition Measurement Data Source
Z-Scores Bank stability T Bankscope and authors’ estimation
Iy LD+ LEARL )]
| (B,
Independent Variable
Cor Corruption contro Ranges from —2.50 (weak) to 2.50 | The index of national governance
(strong)
Gov Government effectiveness As above As above
Pol Political stability As above As above
Reg Regulatory quality As above As above
Rule Rule of law As above As above
Enforcement Contract enforcement Ranges from 0 (weak enforcement) | The Doing Business
to 100 (strong enforcement)
Common Legal system 1= common law, 0 = others Djankov, McLiesh, and Shleifer [7]
and La Porta, Lopez-de-Silanes, and
Shleifer [5]
Bank Level
CAR Capitalization Euiy, Bankscope and authors’ estimation
Total Aset;,
Loans Total loans loam,, As above
Tirtal Azet;,
Public Listing status 1= public bank, 0 = others Bankscope
Size Bank size Lee! Total Asset..] As above
Toobig Bank share 1 = bank’s share in a country excess | As above
10%, 0 = bank’s share in a country
less than 10%
Growth Bank growth [Total Asser;, — Total Asset,,,] | Asabove
i otal Azset;
Macroeconomic Factor
HHI Market concentration gt gt Bankscope and authors’ estimation
Depins Deposit insurance 1= a country has deposit insurance, 0 | IADI
= others
GDP GDP in US Dollar G0 The World Bank Database
Inflation Inflation rate Inflation rate in percentage The World Bank Database
CRI Creditor rights index This index ranges from 0 (weak | Djankov, McLiesh, and Shleifer [7]
creditor rights protection) to 4 | and La Porta, Lopez-de-Silanes, and
(strong creditor protection) Shleifer [5]
TABLE II. DESCRIPTIVE STATISTICS
Variable N Mean S.D. Median Min Max
Dependent variable
Z-scores 545 1.05 1.07 0.99 -3.36 333
Independent variable
Control of corruption 545 —0.15 0.82 —0.06 —-1.55 1.87
Governance 545 0.01 0.89 —0.02 —1.63 1.74
Political stability 545 -0.79 1.07 —-0.93 -2.94 1.25
Regulatory quality 545 —-0.08 0.89 0.09 -1.67 1.86
Rule of law 545 —-0.10 0.77 0.26 -1.52 1.89
Common 540 0.48 0.50 0.00 0.00 1.00
Enforcement 545 61.24 12.15 59.79 40.67 82.57
Control variable
Public 545 0.53 0.50 1.00 0.00 1.00
CAR 545 0.20 0.25 0.12 —-1.11 0.99
Loans 511 0.49 0.40 0.53 —-0.40 5.61
Size 545 16.86 3.61 16.50 —9.55 27.75
Toobig 545 0.42 0.49 0.00 0.00 1.00
Growth 542 0.18 0.27 0.15 -0.57 2.65
HHI 542 0.07 0.17 0.01 0.00 1.00
Depins 545 0.72 0.45 1.00 0.00 1.00
GDP 540 11.24 0.53 11.34 —26.87 12.48
Inflation 540 6.19 12.15 4.11 9.69 35.57
CRI 357 2.30 0.72 2.00 1.00 4,00
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B. Regression Result Analysis

TABLE IIL REGRESSION RESULTS FOR ALL MODELS
Category Variable | | Model1 | Model2 | Model3 | Model4 | Model 5 Model 6 |
Variable d dent Z-scores
c —30,1866 | —10,7282 =10,9012 272611 | —10,2671 —9,7703
(0,001)** | (0,071)*** | (0,068)*** | (0,002)** | (0,085)%** (0,102)
Independent
0,3080
Cor (0,034)**
0,1195
Gov (0,376)
0,4216
Pol (0,003)**
country governance Reg ?623368)**
0,3590
Rule (0,0037)%*
0,3529 0,3078
Enforcement (0,000)* (0,000)*
—1,0564 —1,7252 —1,7123 —1,2938 —1,6725 —1,6765
Common (0,000)* (0,000)* (0,000)* (0,000)* (0,000)* (0,0000)*
Control
CAR 4,0106 4,0018 4,0140 4,0027 3,9256 3,9735
(0,000)* (0,000)* (0,000)* (0,000)* (0,000)* (0,000)*
0,2095 0,2160 0,2107 0,2208 0,2070 0,2004
Loans (0,032)* (0,026)** (0,031)** (0,022)** | (0,033)** (0,039)**
Public 10,0137 0,8068 0,6336 9,1295 0,7725 0,7636
Bank (0,000)* (0,009)** (0,061)*** | (0,000)* (0,011)** (0,011)**
Sire 0,5952 0,5464 0,5854 0,5312 0,5617 0,5519
(0,000)* (0,000)* (0,000)* (0,000)* (0,000)* (0,000)*
Toobig -0,1979 —0,1737 ~0,2050 -0,1713 —0,1821 —0,1879
(0,104) (0,153) (0,093)* (0,156) (0,133) (0,121)
—0,4941 —0,4529 —0,4759 —0,4119 —0,4565 —0,4524
Growth (0,000)* (0,001)** (0,000)* (0,002)** | (0,001)** (0,001)**
HHI 0,6203 0,6359 0,6043 0,6358 0,5666 0,6522
(0,358) (0,343) (0,370) (0,340) (0,399) (0,331)
Deoln —0,0981 —2,0044 —2,2984 0,2225 22074 —2,0701
cpins (0,852) (0,000)* (0,000)* (0,674) (0,000)* (0,000)*
Macroeconomics and GDP 0,4192 0,4599 0,4239 0,5290 0,4169 0,4049
market (0,379) (0,332) (0,373) (0,262) 0,379) (0,392)
Inflation —0,0064 ~0,0069 —0,0057 ~0,0068 ~0,0062 —0,0081
(0,136) (0,108) (0,187) (0,109) (0,148) (0,064)%x
CRI —43186 —3,9045 —0,5581 —4,2491 -0,6777 —0,7971
(0,000)* (0,133) (0,000) (0,000)* (0,109) (0,068)*
Observation 339 339 339 339 339 399
R-squared 0,1782 0,1889 0,1801 0,1986 0,1877 0,1886
Prob>F 0,0000 0,0000 0,0000 0,0000 0,0000 0,0000
FE FE FE FE FE FE
These models are estimated using the fixed effect model. *, ** and *** denote significance at the 1%, 5%, and 10% levels,
respectively.

with the support of designing the right legal policies and
systems. Therefore, the worse the level of corruption in a
country, the stability of the bank will decrease. Houston et al.
[15] in his research revealed that control of corruption
significantly had a positive influence on bank stability.

Table III indicates the regression results. This research
divides the model into six models for each country
governance indicator.

1) Control of Corruption and Islamic Bank Stability

The regression result from Table III indicate that control
of corruption has a significant positive impact on Islamic
bank stability, which is proved by the probability value of
0,034 that is significant at the 5% level. This finding is
supported by Houston et al. [15], who also found that control
of corruption has a positive influence on bank stability. Chen
et al. [16] also argued that a country with more severe
corruption results in banks taking greater risk.

These findings are in line with Toader et al. [17] which
states that controlling corruption can improve the quality of
bank credit and accelerate credit growth. This can be done

2) Government Effectiveness and Islamic Bank Stability
The regression results from Table III indicate that
government effectiveness has no substantial impact on the
stability of Islamic bank. This finding is in line with Houston
et al. [15], who found no impact of government effectiveness
on bank stability.

3) Political Stability and Islamic Bank Stability

The regression results from Table III indicate that
political stability positively influence the Islamic bank
stability. The probability value of 0.003 is significant at the
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5% level. Belkhir et al. [1] also found that Islamic banks are
more protected from political risk than conventional banks.
This finding is also supported by Ghosh [18], who found
that, during the Arab spring (conflicted and political turmoil
in MENA region), Islamic banks take higher risk.

4) Regulatory Quality and Islamic Bank Stability
The regression results from Table III indicate that
regulatory quality has a significant positive influence on
Islamic bank stability, and the probability value of 0.046 is
significant at the 5% level. This result can be interpreted as
better regulatory quality increasing bank stability, which is
also supported by Houston et al. [15].

The government has an important role in the stability of
the bank with the formulated policy framework and oversight
of its implementation [19-21]. A good policy and
implementation framework can enhance bank credibility.
Thus, the trust of customers and investors towards banks will
increase. Furthermore, the design of appropriate regulations
also improves the banking system better and has an impact
on reducing risk [19]. Fratzscher, Johann, & Lambert [22]
also support this finding by stating that higher capital buffers
can improve bank stability. This happens because higher
capital and strict regulations on the basis of equity
calculations provide incentives for better risk management.

Advances in Social Science, Education and Humanities Research, volume 348

5)  Rule of Law and Islamic Bank Stability
The regression results from Table III indicate that
political stability in a nation positively influence the stability
of Islamic bank, and the probability value of 0.037 is
significant at the 5% level.

6) Contract Enforcement and Islamic Bank Stability

The regression results from Table III indicate that
contract enforcement has a significant positive influence on
Islamic bank stability, and the probability value of 0.000 in
both models is significant at the 5% level. This finding is
supported by Levine [23], who found that a country with
higher compliance and adherence to contract enforcement
will increase bank stability.

7) Legal System and Islamic Bank Stability
The regression results from Table III indicate that
common law has a significant negative influence on Islamic
bank stability, and the probability value of 0.000 on all
models is significant at the 5% level. This finding is in line
with Samet et al. [8], who found that banks that operate in a
common law system tend to take higher risks.

TABLE IV. SENSITIVITY ANALY SIS REGRESSION RESULT

Prediction Sign coefficient prob
Capital Expenditures + _ -0.049 0.017*
Goods and Services Expenditures + . 0.031 0.056*
Total Asset . . 4.000 0.167
Budget Total . ) -6666 0.017%**
Level of Dependency _ } -0.004 0.037%**x*
Local Original Revenue + . 0.004 0.114
Cap Exp *control ineffectiveness + _ -0.001 0.259
Cap Exp*control weakness case + . 0.000 0.007%**
G&S Exp* control ineffectiveness . . 0.000 0.868
G&S Exp* control weakness case . _ -0.000 0.009%%**

V. CONCLUSION AND IMPLICATION

The purpose of this research is to prove the impact of
country governance, contract enforcement, and the legal
system, on Islamic bank stability during 2011-2015.

We found that control of corruption, political stability,
regulatory quality, and rule of law have significant positive
effects on bank stability while contract enforcement
negatively affects Islamic bank stability. We found that the
Islamic bank in a country with a common law takes more
risk.

The government has an important role in the stability of
the bank with the formulated policy framework and oversight
of its implementation [19-21]. A good policy and
implementation framework can enhance bank credibility.

Thus, the trust of customers and investors towards banks will
increase. Furthermore, the design of appropriate regulations
also improves the banking system better and has an impact
on reducing risk

Future research may consider using these indicators by
extending the scope of the observation that includes financial
crises periods or government instability period in order to
analyze the holistic view of the governance and
macroeconomic impact on bank stability in every period.
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