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Abstract 
 

Previous research found that the bank size between Islamic and conventional banks has a relationship 
with the bank stability (in terms of risk), but there is no similar evidence within islamic banks. This 
research is aimed to investigate whether the bank size has significant effect on risk. The relative 
financial strength of Islamic banks is assessed empirically based on evidence covering 102 individual 
Islamic banks (Syari’a General Bank, Syari’a Business Unit, and Syari’a Rural Bank) in Indonesia.Using z-
scores as a measure of stability, this research finds that (i) the banks size has significant difference in 
terms of its stability (ii); Overall, Islamic bank stability is affected by the assets and income diversity;(iii) 
Large Islamic banks tend to be financially stronger than small islamic banks banks; (iv) small banks tend 
to be more stable than medium islamic banks; which may reflect challenges of financing risk 
management in mediumIslamic banks. We also find that asset and income diversity have a significant 
impact on bank stability, especially for all banks and syari’a rural banks. Loan to asset ratio and cost-
income ratio do not have a significant impact on bank risk for all banks’ type.  
 
It suggests that Islamic banks,while relatively more stable when operating on large and small scale, are 
less stable when operating on a medium scale. A plausible explanation for the above finding is that 
there is a tendency to be doubt about the syariah business bank as an Islamic bank. Another possibility 
is that large and small banks concentrate effectivelyon riskmanagement and fee income. 
 
There is still wide scope for improvement and for further research. In particular, the coverage of our 
sample can be extended to a more comprehensive data collection so that it may help address some of 
the other data-related issues. Finally, further research may attempt to analyze the financial stability 
impacts of other forms of Islamic finance such as insurance. 

 
Key words  Islamic Bank, Stability, Bank Risk, Z-score, income diversity, asset, loan to asset ratio, cost-

income ratio 

 

INTRODUCTION 

The fact that Indonesia has the world’s largest Muslim population creates a huge 
market for syari’a banking (The Jakarta Post, January 19 2010). Huge potential for 
syari’a banking still exists in the country. The country’s muslims, accounting for 80 
percent of the estimated 240 million population, are the target market of syari’a 
banking. Major conventional banks are also interested in establishing syari’a banking 
units due to the huge potential in the country. Bank Indonesia predicts that syari’a 
banks will enjoy business growth of between 5 and 5.5 percent due to high consumer 
spending and exports. 
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Another reason for the growth potential of syari’a banks is their ability to attract 
customers from conventional banks due to the impact of the global financial crisis. 
The universal principles held by syari’a banks also make the growth possible. Hence, 
more and more customers are turning to syari’a banks.The profit sharing concept 
offered by syari’a banks is attractive to most businesspeople in Indonesia. This 
method makes it possible for a customer to benefit from a loan. In conventional 
banking, a customer must pay interest on a loan regardless of whether the business is 
successful or not. However, with the syari’a profit sharing concept the customer will 
not have to bear the burden of paying interest if his or her business fails.Syari’a 
banking products are also varied and no less attractive than conventional banks’ 
products. Islamic finance follows religious principles such as a ban on interest and 
monetary speculation, but despite the country's large consumer market the industry 
lags due to capital constraints, a lack of product innovation and a shortage of human 
capital. 

Indonesia has the world's biggest Muslim population but its Islamic finance market 
still lags behind neighbour Malaysia: Indonesian Islamic lenders held 4.8 percent of 
total banking assets compared with more than 20 percent for their Malaysian 
counterparts. With three types (Syari’a General Bank, Syari’a Business Unit, and 
Syari’a Rural Bank), Islamic banks serve more than 190 millions people.This huge 
potential will also influence the bank stability (i.e. risk). 

The stabiliy and efficiency of Islamic banks are questioned by the experts. Yudistira 
(2004) addressed  this question. Several conclusions emerge. First, the overall 
efficiency results suggest that inefficiency across Islamic banks is small at just over 10 
percent, which is quite low compared to many conventional counterparts. Islamic 
banks in the sample suffered from the global crisis in 1998-1999 but performed very 
well after the difficult periods. The findings indicate that there are diseconomies of 
scale for small-to-medium Islamic banks which suggests that mergers should be 
encouraged. 

Mochtar et al. (2006) empirically investigate the efficiency of the full-fledged 
Islamic Banks, Islamic windows and conventional banks in Malaysia. They find that the 
Malaysian Islamic banking industry has, in terms of assets, deposits and financing 
base, grown very rapidly over the 1997-2003 period. By using the stochastic frontier 
approach, the findings show that, on average, the efficiency of the overall islamic 
banking industry has increased during the period of study while that of conventional 
banks remained stable over time. However, the efficiency level of islamic banking is 
still lower than that of convencional banks. The study also reveals that full-fledged 
islamic banks are more efficient than islamic windows, while islamic windows of 
foreign banks tend to be more efficient than those of domestic banks. 

This research tried to investigate which Islamic banks are more stable (less risky). 
Syari’a rural bank need to be considered for a fact that Bank Indonesia also regulate 
and monitor this bank type. According to Reddy and Prasad (2011),the regional rural 
banks would be a ‘model financial infrastructure’ for rural development with 
patronage and encouragement given by planners in the field. These banks penetrate 
every corner of the country and have been extending a helping hand in the growth of 
the economy. Despite the syariah rural banks  journeyed over years, they have 



 

The 2nd IBEA – International Conference on Business, Economics and Accounting 
Hong Kong, 26 – 28 March 2014  

 

 

 

achieved performance to the expected level quantitatively not turning towards sound 
financial management and productivity. Moreover the achieved performance is not 
uniform though they are working under the approach of same management. Rahajeng 
(2013) found the positive perception and acceptance of Islamic rural banks as micro 
industries’ financial intermediaries. She concludes that Islamic rural bank has become 
the part of micro banking services and contributes on building ideal Indonesia 
development. 

Economic history of Muslim people is a very thinly researched area (Shiddiqi, 
2007). This can hardly do, as living according to norms and concepts handed down 
centuries ago is a challenging task, especially in economic affairs. Most of Islamic 
economic literature treated Islamic norms and concepts relevant for man’s economic 
life to be above time and place, unaffected by increasing populations, urbanization, 
rising incomes, increasing trade and commerce, innovative ways of handling money 
and foreign exchange and faster means of transport and communication. That is 
unacceptable as even during the first few centuries of Islam, which did not witness 
any revolutionary change in sources of energy or technology, we have some variety of 
interpretation and diversity of practice. What we need is a closer look at what was 
going on in different regions at different times.This research is trying to answer the 
Shiddiqi thought to look closer the practice of Islamic economy by examining the 
Syari’a Islamic Bank stability in Indonesia.  

The question remains: is there risk difference among Islamic banks? In order to 
address this question, this paper seeks to take a closer look at the nature and 
determinants of stability within the Islamic bank in Indonesia. Our main objective is to 
empirically estimate the degree of stability in the Indonesia banking systems. We do 
this by estimating three types of Islamic banks.  Another question  is what factors that 
influence Islamic bank stability. As far as my knowledge, there is no a comprehensive 
discussion about this issue. 

The rest of the paper is organized as follows: Section II analyses the 
development of Islamic Banking in Indonesia and its future. Section III details theory 
development, Section IV discusses the methodology, section V details the empirical 
analysis of the determinants of stability in the Islamic banking sector. Section VI 
concludes with policy recommendations to further strengthen stability in the 
Indonesian banking systems. 

 
DEVELOPMENT OF ISLAMIC BANKING IN INDONESIA AND ITS FUTURE  
 

Indonesia was a relative latecomer to Islamic banking. Soeharto’s government 
formally recognised it in 1983, around the same time an Islamic bank was established 
in Malaysia but several years after Saudi Arabia (1975),Pakistan (1979) and Egypt 
(which opened the world’s first modern Islamic bank in 1971).Since then Islamic 
banking has grown steadily in Indonesia to become a small but flourishing part of the 
finance sector. Islamic banking is based on the clear prohibition in verses 2:278 and 
3:130 of the Qur’ān on taking or receiving what is known in Arabic as ribā. Some 
experts of Islamic banking interpret it to mean any form of interest payment. 
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Table 1. Comparison of Islamic Banking Development in Indonesia and 
other Countries 

 Total Assets  
(US$ mill.) 

Number 
of Islamic 
Banks 

Potential 
Market 

Market 
Share 

Indonesia  3,267 6 232 millions 
(80% muslim) 

1,7% 

Malaysia 34,543 11 26,6 millions 
(60% Muslim) 

13% 

Pakistan 2.231 6 161 millions 
(96% muslim) 

3,2% 

Turkey 12.902 4 74,3 millions 
(97% muslim) 

3,25% 

Source: Qorib and Sidauruk, 2013 

The formal forms of financial institution that comprise the syari’abanking system 
are categorised by Bank Indonesia as General Syariah Banks, Syariah Business Units 
and People’s Credit Syariah Banks. A ‘General Syariah Bank’ (Bank Umum Syariah) is a 
commercial bank operating under ‘syariah principles’; that is, one that complies with 
Islamic prohibitions against ribā, gharar, qimār,and other ḥarām (religiously 
prohibited) activities.The ‘Syariah Business Unit’ (Unit Usaha Syariah) is a division of a 
conventional commercial bank that is operated under ‘syariah principles’. This is what 
is often referred to as an Islamic banking ‘counter’ or ‘window’. Since April 2007, Bank 
Indonesia has permitted these units to operate out of existing branches of their 
parent bank. This so-called ‘office channelling’ soon led to a doubling of both numbers 
of Syariah Business Unit branches and of deposits. ‘People’s Credit Syariah Banks’ are 
rural credit banks operating under syariah principles and chiefly provide funding for 
agricultural activities. 

 
Table 2. Development of Syariah Banks in Indonesia 

Type of bank 2002 2003 2004 2005 2006 2007 2008 2010-
2014 

General syariah bank 2 2 3 3 3 3 3 10 

Syariah business unit 6 8 15 19 20 25 25 23 

Syariah Rural Banks 83 84 86 92 105 109 109 149 

Total 91 94 104 114 128 137 137 182 

 
Based on the central bank’s data (The Jakarta Globe, 2013), the assets of Syari’a 

banks had grown 35 percent from 2011 to 2012 to total Rp 214 trillion ($21.8 
billion).ProgressiveSyari’ah banking and financial development needed to be managed 
strategically. With the development of a blueprint, the growth of Syari’ah banking 



 

The 2nd IBEA – International Conference on Business, Economics and Accounting 
Hong Kong, 26 – 28 March 2014  

 

 

 

would be more significant. Several strategies in the blueprint started with arranging 
proper incentive regulations and infrastructures developments. Moreover, there must 
be infrastructure to distribute the information to the market, education and 
protection for consumers, and also product development to facilitate many types of 
transactions.To increase the financing contribution of Syari’a banking toward the 
economy, it is important to develop a strong and comprehensive Syari’a financial 
system. That includes Syari’a banking, non-Syari’abanking and a Syari’a stock market. 
There is a strong tie between Syari’a banking, the takaful industry, or Islamic insurers, 
and Syari’ah stock markets. 

Financing of Syari’a banking is 70 percent to 80 percent dominated by lending to 
micro, small and medium enterprises. Financing activity of Syari’ah banks is relatively 
active with funding and saving ratios above 90 percent.Islamic lenders comply with 
the Syari’ah law that prohibits the receipt of interest payments, by instead receiving a 
pre-arranged percentage of revenue to repay a loan. 

The average growth of Islamic banking in Indonesia is  40% a year. There are more 
Muslims in Indonesia than anywhere else in the world .But as a country that claims to 
be one of the biggest Muslim nations, the market share that Islamic banks have is only 
4% of the total banking system. That is still very small. The conventional banking 
system has been around for more than 100 years in Indonesia. The country is so big, 
so we need a lot of branches to have a presence here. And up till now Islamic banks 
only have about 1,500 branches in the country in comparison to the tens of thousands 
that other banks have. But the potential here is huge.  

Act No.21 year 2008 concerning syari’a banking assigns tasks to BI as the authority 
of banking industry to set up finance of banking based on the syari’a principle. In order 
to implement the mandate of the Laws, Bank Indonesia (2013) has implemented 
several policies of syari’a banking in various sectors, on the basis of six (6) pillars in the 
Blue Print of syari’a banking consisting of: (i) a sound banking structure, (ii) an 
effective governance system, (iii) an independent and effective supervisory system, 
(iv) a solid banking industry, (v) adequate supporting infrastructures, and (vi) 
customers’ protection. Based on the Blue Print of syari’a banking, in year 2012 BI has 
implemented various policies of syari’a banking in various activities. Those activities 
can be grouped into activities in the field of research, development, regulation, 
supervision and lincensing of syari’a banks.  

THEORY DEVELOPMENT 

According to Lindsey (2012) Islamic finance sits at the intersection between 
financial, religious and legal authorities and relates directly to private wealth. Interest 
groups in Indonesia seeking to influence its regulation are therefore numerous. They 
include, of course, Islamic banks and conventional banks offering Islamic banking 
services, as well as Bank Indonesia, the nation’s reserve bank, peak banking authority, 
leading regulatory institution for Islamic banking and other stakeholders. 

Hamid and Azmi (2011) examined the financial performance of BIMB in the period 
between 2000 and 2009 and make comparative assessments of Malaysia’s interest 
free Islamic bank (BIMB) and the interest-based conventional commercial banks. The 
financial performance of banks is measured based on criteria such as profitability, 
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liquidity, risk and solvency, and community involvement of the bank. The study found 
that while there are no significant difference in profitability during these two periods, 
BIMB is relatively more liquid and less risky as compared to conventional banks. On 
top of that, basic modes of Islamic banking, i.e. mudharabah and musyarakah, are not 
of significant financing portfolio for BIMB.  

Miniaoui and Gohou (2013) questioned the Islamic banking performance during 
financial crisis in UAE.  Several papers have analysed the performance of banking 
systems in various countries. The results from many of the previous studies comparing 
the performance of Islamic and conventional banks are unsatisfactory for several 
reasons. In particular, the significance of the differences in performance between the 
two types of banking is often not tested. They found that, unlike in other GCC 
countries, the conventional banking system in the UAE is performing better than the 
Islamic one. However, after the crisis, Islamic Banks seem to close the difference for 
most of these performance indicators. As for future research directions, it is necessary 
to provide an understanding and an explanation of the performance gap that exists 
between Islamic banks and conventional banks.  

Tania (2010)  testedthe level of financial risk in Rural Conventional Banks and 
Syariah Banks. Analysis uses financial ratios and discriminated analysis (Z-Score). 
Result shows that the overall rate of BPRS lower risk compared with conventional 
BPR.Policy discussions around Islamic bank development in Indonesia have largely 
taken place in the context of increasing financial access, especially to micro, small, and 
medium enterprises, or MSMEs. There are two reasons for this.First, according to 
official government statistics, Indonesia has more than 50 million MSMEs, 
representing some 97% of all enterprises and contributing no less than 30% of GDP 
growth in 2012. Not surprisingly, though, many of these do not have adequate access 
to the bank financing they need to grow their businesses.Second, Syari’a-compliant 
banks appear to be more accessible and responsive to MSME financing needs, 
outpacing conventional bank outreach to these enterprises. (In 2012, for example, 
more than half of total Islamic bank financing went to MSMEs.) 

Samad and Hassan (2000) evaluate intertemporal and interbank performance of 
Islamic bank (Bank Islam Malaysia Berhad (BIMB) in profitability, liquidity, risk and 
solvency; and community involvement for the period 1984-1997. Financial ratios are 
applied in measuring these performances. T-test and F-test are used in determining 
their significance. The study found thatBIMB is relatively more liquid and less risky 
compared to a group of 8 conventional banks. Our analysis of the primary data 
identified reasons why the supply of loans under profit sharing and joint venture profit 
sharing is not popular in Malaysia. 40% to 70% bankers surveyed indicated that lack of 
knowledgeable bankers in selecting, evaluating and managingprofitable project is a 
significant cause. 

The Efficiency of Islamic Banks are still questioned. Hayati and Noor  (2010) 
investigated the efficiency of the Islamic banking sectors in 4 Asian countries namely 
Bangladesh, Indonesia, Malaysia and Pakistan during the period of 2001-2006. The 
efficiency estimates of individual banks are evaluated by using the non-parametric 
Data Envelopment Analysis (DEA) method. The results imply that during the period of 
study, although the Asian Islamic banking sectors have been operating at a relatively 
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optimal scale of operations, they were relatively managerially inefficiency in 
controlling their operating costs and utilizing their resources to the fullest. 

METHODOLOGY AND DATA 

Measuring Bank Stability 
This study use z-score as a primary dependent variable to measure individual bank 

risk. The z-score has become a popular measure of bank soundness (see, e.g., Boyd 
and Runkle, 1993;and Maechler, Mitra, and Worrell, 2005). Its popularity stems from 
the fact that it is inversely related to the probability of a bank’s insolvency, i.e., the 
probability that the valueof its assets becomes lower than the value of the debt. The 
z-score can be summarized as z≡(k+μ)/σ, where k is equity capital and reserves as 
percent of assets, μ is average return as percent of assets, and σ is standard deviation 
of return on assets as a proxy for return volatility. The z-score measures the number 
of standard deviations a return realization has to fall in order to deplete equity, under 
the assumption of normality of banks’ returns. A higher z-score corresponds to a 
lower upper bound of insolvency risk—a higher z-score therefore implies a lower 
probability of insolvency risk.  

This method is accordance with Cihak and Hesse (2008) work who use z-score for 
measuring risk of Islamic banks. An important feature of the z-score is that it is a fairly 
objective measure of soundness across different groups of financial institutions. It is 
an objective measure because it focuses on the risk of insolvency, i.e., on the risk that 
a bank (whether commercial, Islamic, or other) runs out of capital and reserves. The z-
score applies equally to banks that use a high risk/high return strategy and those that 
use a low risk/row return strategy, provided that those strategies lead to the same 
risk-adjusted returns. If an institution “chooses” to have lower risk-adjusted returns, it 
can still have the same or higher z-score if it has a higher capitalization. In this sense, 
the z-score provides an objective measure of soundness. 

A possible criticism of the z-score as applied to Islamic banks is that the risk-
sharing arrangements provide an additional protective buffer in deposit liabilities, 
meaning that thebook values of capital and reserves may underestimate financial 
strength of these banks. A large portion of Islamic banks’ financial liabilities consists of 
investment accounts that can be viewed as a form of equity investment (generally 
based on the principle of Mudarabah). 

As a preliminary step in the analysis, we perform basic statistical tests for the z-
scores. We compare z-scores within Islamic banks. Because bank size is an important 
factor in some of the existing papers on bank soundness, this research 
subdividedIslamic banks into large, medium and small Islamic banks, and carried out 
comparisons of z-scores for these various subgroups. 

Analysis  

To see whether bank size is different in terms of bank stability, this research test it 
by using  the ANOVA. Regression analysis is used to investigate the factors that impact 
on bank risk. Z-scores is dependent variable to see which Islamic banks are less or 
more stable. 
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The regression model are as follow.  
Y= α + β1x1+ β2x2+ β3x3 +β4x4+ ε  

Y is dependent variable measured by z-score.x1is bank assets. x2is loans/ asset, x3 
is cost-income ratio, x4 is income diversity. To see whether there is bank-level 
differences in size, asset composition, and cost efficiency, this research includes the 
bank’sasset size in Rupiah billion, loans over assets, and the cost-income ratio. To 
investigate differences in the structure of the bank’s income, this research calculates a 
measure of incomediversity that follows Laeven and Levine (2005). This variable 
captures the degree to whichbanks diversify from traditional lending activities (those 
generating net interest income) toother activities. For Islamic banks, the net interest 
income is generally defined as the sum ofthe positive and negative income flows 
associated with the Profit Loss Sharing (PLS) arrangements. 

Data  

Our calculations are based on individual bank data drawn from published data that 
available (and widely used) from the central Bank- Bank Indonesia. We use data on all 
Islamic banks in the database from 102 Islamic banks. In total, the observations are 
306 over the period 2010 to 2012. For Syari’a Rural Bank, 70 banks are located in 6 
provinces.To capture the importance of bank size on stability in Islamic banks, this 
study present some of the results separately for sub-samples of large banks (Syari’a 
General Bank), medium banks (Syari’a Business Unit) and small banks (Syari’a Rural 
Bank), using the same threshold for Islamic banks.  

RESULTS 

Intra-Bank Comparisons 

For All banks, z-score suggests high variability across the sample, with the z-score 
varying from -3 to 18. The average is 2.63. Syari’a general banks have the highest z-
score average that reflect it is more stablethan other type banks. Syari’a business unit 
have the lowest z-score average that show it is less stable than Syari’a General Bank 
and Syari’a Rural banks. This findings is quite different from prediction assuming that 
syari’ah business unit should be more stable than syari’a rural bank. One possible 
explanation is syari’a business unit is still regarded operating in dual system, 
conventional and syari’a based principle. This implies to the perception of people 
about the stability of that bank. It means syari’a business units are riskier than its 
counterparts.  

As to the other variables, Table 4 shows that Syari’a rural banks have on average 
higher loan to asset ratios than larger islamic banks, reflecting the fact that syari’arural 
bank is more active in intermediary function. Large syari’a banks have on average 
higher cost/income than smaller banks, reflecting that syari’a rural bank and syari’a 
business unit are more efficient. Income diversity for large syari’a bank are higher 
than smaller banks, reflecting that syari’a general banks have more diversity in 
generating income. Mean difference analysis shows that income diversity, loans to 
assets ratio, and assets are different significantly among the Islamic banks. 
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Table 3 Descriptives of Selected Key Performance  

 Statistics All Banks 
(210 banks) 

Syari'a 
General 

Bank 
(9 banks) 

Syari'a 
Business 

Unit 
(23 banks) 

Syari'a Rural Bank 
(70 banks) 

Net Income Mean 943.112,0 810.273,3 39.730,1 1.257.016,7 

Std. Deviation 2.398.354,1 1.307.628,5 67.576,6 2.794.512,4 

Skewness 4,5 2,1 1,2 3,8 

Kurtosis 28,2 4,1 4,1 20,1 

Equity Mean 4.520.658,1 943.304,1 39.164,7 6.453.094,3 

Std. Deviation 18.842.052,3 1.017.566,8 49.988,6 22.492.889,5 

Skewness 9,1 1,8 2,3 7,6 

Kurtosis 88,3 3,0 5,4 60,4 

Assets Mean 17.038.229,4 11.299.345,8 1.310.361,6 22.943.813,9 

Std. Deviation 30.741.440,3 16.255.588,5 1.666.102,4 34.991.146,7 

Skewness 5,5 1,7 2,2 5,0 

Kurtosis 38,8 1,6 4,3 30,0 

Lending Mean 12.595.582,4 8.122.179,6 823.122,3 17.038.828,2 

Std. Deviation 25.655.449,6 12.394.451,8 1.140.314,9 29.543.581,4 

Skewness 6,3 1,8 2,4 5,6 

Kurtosis 49,7 2,4 5,3 37,5 

Operational Cost Mean 3.464.022,8 3.458.341,9 189.695,2 4.540.603,7 

Std. Deviation 5.905.463,5 4.533.313,8 483.212,9 6.599.753,3 

Skewness 6,8 1,9 5,1 6,6 

Kurtosis 70,5 3,5 28,7 61,7 

Operational 
Income 

Mean 4.875.349,4 4.470.232,6 238.486,7 6.450.976,4 

Std. Deviation 8.925.496,3 6.221.932,2 515.656,4 10.086.646,5 

Skewness 5,7 2,0 4,8 5,3 

Kurtosis 41,9 4,0 27,0 33,9 

Other 
Operational 
Income 

Mean 728.654,5 1.051.382,1 83.705,2 899.072,9 

Std. Deviation 1.839.431,5 1.874.707,6 148.532,1 2.076.848,7 

Skewness 11,9 2,6 3,2 11,6 

Kurtosis 176,2 6,6 11,3 154,6 

Profit Loss Mean 2.604.008,0 4.942.951,0 131.928,3 3.115.541,6 
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Sharing Std. Deviation 5.785.958,9 7.079.006,7 186.782,6 6.294.586,7 

Skewness 5,9 1,8 2,8 6,0 

Kurtosis 43,1 2,6 8,6 41,8 

 
 

 
 
 
 
 
 
 
 

Table 4 Descriptives of Research Variables 

Variable All Banks Syari'a General Bank 

Minimum Maximum Mean Minimum Maximum Mean 

Total Assets 118.679 54.244.054 17.038.229 336.941 54.244.054 11.299.346 

Loans/ Asset - 1,00 0,68 0,08 0,81 0,61 

Cost/Income -529 125,00 1,34 -2,00 39,00 8,33 

Income 
Diversity 

- 2,00 0,51 - 1,00 0,70 

Z-score -3 18,00 2,63 1,00 18,00 5,11 

Variable Syari'a Business Unit Syari'a Rural Bank 

Minimum Maximum Mean Minimum Maximum Mean 

Total Assets 118.679 7.652.654 1.310.362 1.299 290.876 22.943 

Loans/ Asset 0,00 0,97 0,61 - 1,00 0,71 

Cost/Income -19,00 69,00 3,17 -529,00 125,00 -0,16 

Income 
Diversity 

- 2,00 0,61 - 2,00 0,46 

Z-score -3,00 8,00 0,97 -2,00 14,00 2,85 

 
The Effect of Bank Size on Bank Stability  

To investigate whether three type banks have a significant different, ANOVA 
analysis was carried out.   

Table 5  

ANOVA 

 Sum of 
Squares 

df Mean 
Square 

F Sig. 

Between Groups 366.497 2 183.248 22.746 .000 

Within Groups 2441.033 303 8.056   

Total 2807.529 305    

 
The table 5 illustrates that z-score is significantly different among the three banks’ 

type. This implies that bank size influence significant on bank stability. In Indonesian 
case, large bank is more stable than smaller bank. This means syari’a general banks’ 
asset are managed prudently. 
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Regression Analysis 

 
To investigate the factors that influence of bank stability, we turn to regression 

analysis, following the methodology described in Section IV. The results in Table 6. 
The regressions confirm the result from the simple comparison of z-scores that 

large Islamic banks tend to be more stable than small islamic banks, while small 
Islamic banks tend to be more stable than medium islamic banks. For all banks, assets 
and income diversity have significant effect on bank stability. This imply that to be 
more stable, islamic banks have to arrange their assets and income diversity. The 
stability of banks depend on the capability of management to manage its assets and 
find actively the income diversity. The sign of assets variable is positive, meaning that 
higher assets will increase the bank stability. The sign of income diversity variable is 
negative, reflecting that islamic banks must be prudent in generating income because 
it will increase the bank stability. Moreover, islamic banks’ activities are banned by the 
syari’a principle. 

 
Table  6 Regression Results(Dependent Variable: Z-score) 

Sample Estimate No. All Banks Syari’a General 
Bank 

Syari’a Business 
Unit 

Syari’a Rural 
Bank 

Loans/Assets -0.628 -7.456 1.154 -.724 

(0.574) (0.160) (0.199) (0.670) 

Cost-Income Ratio .002 .096 .096 .000 

(0.765) (0.586) (0.335) (0.907) 

Assets 1.711 -1.785 -6.009 1.433 

(0.003)*** (0.753) (0.595) (0.020)** 

Income Diversity -.816 -.898 -.713 -.966 

(0.016)** (0.586) (0.039) (0.022)** 

Constant 3.177 9.686 .713 3.476 

(0.000)*** (0.007)*** (0.281) (0.005)*** 

Observations 306 27 69 210 

F 4.685 1.265 2.392 3.604 

(0.001)*** (0.314) (0.060)** (0.007)*** 

R-Squared .059 .187 .130 0.056 
P values in parentheses 

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

 

To test the result consistency, regression analysis is used for every bank type. The 
result shows that syari’a general bank stability and syari’a business unitarenot 
significantly affected by assets and income diversity. The results is not consistent with 
all banks analysis. One possible explanation is the limited observations in short period 
may limit the expected result. The consistent result comes from syari’a rural bank. In 
particular, banks with higher assets tend to have higher z-scores. Higher income 
diversity will increase the bank stability. 

CONCLUSIONS AND TOPICS FOR FURTHER RESEARCH  
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In this paper, we have presented the first empirical analysis of Islamic banks’ 
impact on financial stability. Using z-scores as a measure of stability, we find that (i) 
the banks size has significant difference in terms of its stability. (2) Overall, Islamic 
bank stability is affected by the assets and income diversity. (3) Large Islamic banks 
tend to be financially stronger than small islamic banks banks; (iv) small banks tend to 
be more stable than medium islamic banks. 

The contrast between the high stability in large Islamic banks and the relatively 
low stability in syari’a business unit is particularly interesting. It suggests that Islamic 
banks, while relatively more stable when operating on a large scale, are less stable 
when operating on a medium scale. Since we have adjusted for differences in 
variables such as bank size, the structure of the balance sheet, and system-wide 
variables, these effects reflect characteristics of Islamic banks. A plausible explanation 
for the above findings is that it is significantly more complex for Islamic banks to 
adjust their credit risk monitoring system as they become bigger. Given their 
limitations on standardization in credit risk management, monitoring the various 
profit-loss-arrangements becomes rapidly much more complex as the scale of the 
banking operation grows, resulting in problems relating to adverse selection and 
moral hazard becoming more prominent. Another possibility is that small banks 
concentrate on low-risk investments and fee income, while large banks do more PLS 
business. 

The comparison between large and small Islamic banks is interesting in view of the 
analysis of data on Malaysian banks undertaken by Yudistira (2004). Yudistira finds 
that mergers of small Islamic banks should be encouraged from an efficiency 
viewpoint. Our findings suggest that to be more stable, syari’a business unit needs to 
drive to be a larger Islamic banks as separated identity. 

The findings presented in this paper should be viewed as limited confirmation, 
given the numerous caveats relating to the data on Islamic banks. These caveats 
include less than complete coverage of data, reliance (in part) on unconsolidated 
statements. Furthermore, data limitations prevented us from taking fully into account 
all aspects of Islamic financial contracts, for example, by distinguishing between PLS 
and other investments.  

There is still wide scope for improvement and for further research. 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 BankScope could be filled using other data 
sources. Also, a more comprehensive data collection may help address some of the 
other data-related issues recognized in Section III. Finally, further research may 
attempt to analyze the financial stability impacts of other forms of Islamic finance 
rather than the fully-fledged Islamic banks analyzed in this paper. 
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Appendix: 
 

Variable  Description  Source 

Z-score  Defined as z≡(k+μ)/σ, where k is equitycapital as percent 
of assets, μ is averagereturn as percent of assets, and σ 
isstandard deviation of return on assets as aproxy for 
return volatility. Measures thenumber of standard 
deviations a returnrealization has to fall in order to 
deplete equity, under the assumption of normalityof 
banks’ returns. 

Author’s calculations based on 
data. 

Assets  Total assets of a bank (In Rupiah million). Bank Indonesia 

Loans_Assets Ratio of loans to assets (percent). Author’s calculations based on 
data. 

Cost_Income Ratio of cost to income (percent). Author’s calculations based on 
data. 

Income 
Diversity 

 
 
1 – Net interest income-other operating income 
      Total Operating Income 
 
 
 

Author’s calculations based on 
data. 

 
 


