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Introduction

In recent decades, growing interest has emerged globally in understanding the
structure and performance of Islamic banking systems. Notably, both Islamic and
non-Islamic countries (including Iran, Malaysia, Bangladesh and Saudi Arabia)
have undertaken significant efforts since the 1980s to transition toward Islamic
banking models by employing Sharia-compliant financial contracts (Boubaker et
al., 2019). A central tenet of Islamic banking is its intrinsic linkage between the
monetary and real sectors of the economy, which contributes to its structural
resilience. This characteristic became particularly evident during the global
financial crises, where Islamic banks, due to their asset-backed operations and
engagement with real economic activity, demonstrated greater stability compared
to their conventional counterparts, especially those in Latin America that
experienced systemic banking failures due to speculative practices and excessive
leverage (Habibiyan Naghibi, 2002).

The 1982 Latin American debt crisis stands as a historical example of the
consequences of financial system fragility, driven by unsynchronized monetary
and real markets and the proliferation of debt instruments disconnected from
productive economic activity (Beck and Levine, 2004). Unlike conventional
banking, which often allows for credit creation detached from real-sector
interactions, Islamic finance mandates real asset-backing and risk-sharing, aiming
to prevent such dislocations (Nazarpour and Salimi, 2012).
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Amid recurrent crises, policymakers and scholars have increasingly turned their
attention to Islamic banking as a potential model for achieving financial stability
and inclusive growth (Sadeghi Shahedani and Nasrabadi, 2008 and Izzeldin et al.,
2020). The financial system’s effectiveness in risk distribution, information
asymmetry reduction and capital allocation has a direct bearing on economic
development (Lepetit et al., 2008). However, this effectiveness varies by financial
market maturity (Le et al., 2021), necessitating empirical assessment of banking
efficiency across different contexts.

Given the Islamic world’s reliance on banking systems, ensuring their stability is
of paramount importance. This study aims to examine the mechanisms of financial
stability and their impact on banking efficiency by employing a difference-in-
differences approach to compare Islamic and conventional banking systems
before and after Islamic policy implementation.

Literature Review

The banking sector plays a pivotal role in the macroeconomic architecture of
nations, serving as a key intermediary in mobilizing and allocating financial
resources. Financial stability, particularly in the banking sector, is crucial to
mitigating systemic risks that can adversely impact production and growth
(Elfeituri, 2022). The concept of banking stability has been extensively studied
through indicators such as capital adequacy, credit risk, liquidity management and
macroeconomic resilience. Hassan et al. (2019) emphasize that capital buffers
mitigate losses and act as shock absorbers during lending cycles. Likewise,
liquidity risk (stemming from the maturity mismatch between short-term deposits
and illiquid long-term assets) is a central challenge in ensuring operational
efficiency (Izzeldin et al., 2020).

Recent empirical literature underscores the differentiated impact of financial
development on banking performance across diverse economies. For instance, Le
et al. (2021) demonstrate that regulatory quality and institutional frameworks
critically shape the risk-return profile of banks. In contexts such as the MENA
region, banking competition, market concentration and political influence are
shown to exert significant effects on banking stability (Mateev et al., 2022).
Moreover, studies by Kirikkaleli and Athari (2020) on GCC banks highlight how
policy uncertainty and non-systematic risks influence technical efficiency across
institutions.

Comparative analyses between Islamic and conventional banking systems reveal
nuanced differences. While Islamic banks exhibit better risk management during
financial downturns, their overall profitability and operational efficiency remain
heterogeneous (lzzeldin et al., 2020 and Asadollahi et al., 2023). Differences in
governance, product structures and asset-backing mechanisms are identified as
key factors affecting performance.

Given the Islamic world’s heavy reliance on banking systems, numerous studies,
including those by Pourmehr et al. (2018) and Taheri et al. (2022), have analyzed
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macroeconomic and institutional variables influencing banking profitability and
efficiency in Iran. However, few have directly evaluated the causal impact of
Islamic banking policy implementation using Difference-in-Differences
estimation. This study thus contributes by modeling the effect of Islamic banking
reforms on financial stability and banking efficiency through a robust quasi-
experimental approach.

Research Methodology

This study employs a Difference-in-Differences estimation strategy to assess the
impact of financial stability on banking efficiency in Islamic versus conventional
banking systems. Drawing upon the methodological frameworks of Elfeituri
(2022), Kirikkaleli and Athari (2020), Izzeldin et al. (2020) and Hassan et al.
(2019), the model compares countries that implemented Islamic banking reforms
(treatment group: Iran, Malaysia, Bangladesh and Saudi Arabia) with those
operating under conventional systems (control group: Bahrain, Turkey and
conventional segments of Malaysia and Saudi Arabia). The study investigates the
periods before and after Islamic banking policy implementation (1983-1984)
using Difference-in-Differences regression to isolate the average treatment
effectof policy shifts.

The regression model controls for several macro-financial variables including
credit to the private sector, global competitiveness index, inflation, bank deposits
to GDP and credit risk. The dependent variable (EB) represents banking
efficiency, proxied by liquidity creation.

Unit root tests confirm that all variables are stationary at level across both
treatment and control groups, thereby validating the model’s suitability. The
empirical analysis is conducted using Stata software and robustness is ensured
through interaction terms and triple-difference extensions that account for time,
policy treatment and economic structure.

Results

This study utilized the Difference-in-Differences estimation method to evaluate
the effect of implementing Islamic banking policies on the efficiency of the
banking system in selected countries. Table (2) presents the results of the
Difference-in-Differences estimation, comparing treatment (Islamic banking
systems in Iran, Malaysia, Bangladesh and Saudi Arabia) and control groups
(conventional banking sectors in Bahrain, Turkey and conventional units in Saudi
Arabia and Malaysia) before and after the 1984 policy implementation.

The Difference-in-Differences estimator (o) is positive and statistically significant
at 3.447 (p < 0.01), indicating that the adoption of Islamic banking policies
significantly enhanced the efficiency of the banking sector in the treatment group
relative to the control group. This suggests that Islamic banking reforms
contributed positively to financial stability and resource allocation, particularly in
the post-implementation period.
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Table (3) provides the estimated effects of key explanatory variables on banking
efficiency. The coefficients for credit to the private sector and global
competitiveness index are positive and statistically significant, indicating that
improved financial intermediation and competitiveness enhance banking
efficiency. Specifically, a 1% increase in credit to the private sector and global
competitiveness index leads to approximately 3% and 1% increases in efficiency,
respectively.

Conversely, inflation and credit risk exhibit strong negative and significant
effects. A 1% increase in inflation or credit risk reduces banking efficiency by
58% and 65%, respectively. These results underscore the destabilizing effects of
macroeconomic volatility and poor credit quality on banking performance. In
contrast, bank deposits to GDP has an insignificant effect, suggesting that deposit
mobilization alone may not translate into higher efficiency without effective risk
management.

These findings align with prior empirical research (Miller and Noulas, 1994 and
Bork, 2023), which underscores the negative relationship between credit risk and
banking performance. Elevated credit risk increases non-performing loans and
provisioning costs, thereby undermining bank profitability and operational
efficiency, particularly in Islamic banks with asset-based models.

Discussion and Conclusion

The stability and efficiency of financial systems are vital prerequisites for
sustained economic development. Effective monetary policy implementation
requires responsive and resilient financial institutions, particularly in the banking
sector, which serves as the core intermediary in mobilizing savings and allocating
capital. Any disruption in banking operations may propagate systemic risks,
potentially transforming local disturbances into global financial crises through
increasingly interconnected financial networks.

This study evaluated the impact of implementing Islamic banking reforms on
banking efficiency by applying a Difference-in-Differences estimation across
Islamic and conventional banking systems from 1970 to 2021. The findings
provide robust empirical evidence that Islamic banking policy implementation
significantly improved banking efficiency in the treatment group (comprising
Iran, Malaysia, Bangladesh and Saudi Arabia) with a statistically significant
policy effect (c = 3.447). This suggests that Islamic financial principles, when
systematically institutionalized, enhance sectoral stability and efficiency.

The results also revealed a significant negative relationship between credit risk
and banking performance. Elevated credit risk increases the burden of non-
performing loans and provisioning, undermining operational efficiency.
Similarly, inflation was shown to exert a detrimental effect on banking efficiency,
supporting the view that macroeconomic volatility weakens resource allocation
and risk management capabilities within banks.
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In line with prior research (Mateev et al., 2022; Elfeituri, 2022 and Boubaker et
al., 2019), the study underscores the structural advantages of Islamic banking in
fostering financial resilience through asset-backing, risk-sharing and real-sector
alignment. Given these findings, policymakers are encouraged to further support
Islamic banking practices as a complementary model within national financial
systems. To strengthen the long-term viability of this model, the establishment of
dedicated research institutions is recommended to address emerging operational
challenges and to ensure adaptive policy refinement.

Moreover, macroeconomic stability (particularly inflation control) should be
prioritized as a complementary strategy to enhance banking efficiency and reduce
credit risk exposure across financial systems.
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