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Numerous attempts have been made to discover 
the effect of competition on banking stability, 
before and after the recent global financial crisis. 

Despite the rich theoretical and empirical literature 
on the topic, two contradictory views are observed; 
the competition-fragility view and the competition-
stability view. On one hand, the former view argues that 
higher competition leads to more pressure on profits 
and hence induces banks’ management to take higher 
risk strategies. On the other, the supporters of the 
competition-stability hypothesis argue that banks in 
more competitive markets tend to charge lower rates, 
which reduces the entrepreneurs’ cost of borrowing 
and increases the success rate of entrepreneurs’ 
investments. Consequently, banks will face lower 
credit risk on their loan portfolio in more competitive 
markets, which should lead to more stability.

Nevertheless, the most recent studies show that the 
impact of an increase in competition can go either 
way, depending on the existing intensity of competition 
and other factors (Martinez-miera & Repullo, 2010). 
Moreover, Jeon & Lim (2013) in their study of the 
Korean banking market found evidence that bank 
competition has a positive effect on the stability of 
saving banks (supporting competition-stability view), 
while competition pressure significantly reduces the 
stability of commercial banks (supporting competition-

fragility view). In fact, this suggests that the competition-
stability nexus differs according to the type of bank, which 
highlights the importance of investigating the competition-
stability relationship for the Islamic and conventional banks 
in a dual banking system.

Motivation: Why competition-stability among Islamic 
banks could be different?
Islamic Banking has been growing rapidly in the last two 
decades. Islamic banking assets with commercial banks 
globally crossed US$1.7 trillion in 2013 suggesting an 
annual growth of 17.6% for the previous four years (Ernst 
& Young, 2013). Hence, it is not surprising that the Islamic 
Banking sector has become a benchmark to develop the 

financial sector in many countries. Islamic banks have 
to face competition from conventional banks as the 
market segregates them only to a certain extent (Turk-
Ariss, 2010a). Therefore, Islamic banks are working 
under different levels of competition as compared 
with conventional banks. Furthermore, the Shariah-
compliant nature of Islamic banks’ products implies a 
different business model than the conventional banks, 
which makes it unclear if the competition among Islamic 
banks brings in more stability or fragility.

There is no documented evidence, so far, on the impact 
of competition on the stability of the Islamic banks. This 
study fills the gap by looking into this relationship for 
Islamic and conventional banks in the dual banking 
systems to allow for comparative analysis. 

In line with the set objectives, a sample of Islamic 
banks were selected in six countries where Islamic 
and conventional banks coexist. The table below 
explains that the share of the Islamic banking sector is 
significant in these countries (exceeds 20% of the local 
banking sector and where the total Islamic banking 
asset size covers almost 80% of the global Islamic banking 
asset size).

Applying advanced econometrics techniques, a nonlinear 
relationship between market power and stability is 
documented. The market power effect is initially positive 
on stability, but the effect turns negative as soon as 
banks’ market power exceeds a certain limit. 

A possible reason for this behavior: When banks have 
market power, the bank’s charter value increases. 
This motivates the management to be more careful 
in the credit analysis process and investment choices 
(Charter Value channel). In addition, the increasing 
market power probably helps the bank to have higher 
returns and hence higher buffers against losses 
(Margin risk-effect channel). Nonetheless, when banks’ 
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market power exceeds a certain limit, it activates the 
“too-important-to-fail” behavior which is itself a moral 
hazard (Moral Hazard channel). The moral hazard 
contention postulates that when a bank has a significant 
market power, the bank’s failure becomes more 
crucial for the economy, and the government would 
not allow such failure in the interest of the banking 
system and the economy in the country. Consequently, 
the bank will probably receive, (or expect to receive), 
direct and indirect support from the regulators 
including the government and the central bank. The 
bank’s management recognizes this and exploit these 
protective policies by taking high-risk-high-return 
investment choices. Eventually, banks would face 
higher risk with increasing market power. Initially, this 
negative effect of market power on stability would be 
smaller than the positive impact of the market power 
by the Charter Value channel and Margin risk-effect 
channel. Nevertheless, increasing market power above 
a certain level would make the negative impact of the 
Moral Hazard channel on bank stability neutralize and 
eventually dominate the positive affect of the Charter 
Value channel and Margin risk-effect channels. 

The below figure represents the mentioned 
positive and negative channels:

Though the nonlinear relationship is documented for 
both types of banks, the negative impact of the market 
power is slightly stronger for Islamic banks than for the 
conventional. A potential reason could be that Islamic 
banks are receiving more support from regulators in 
some countries, which encourages banks’ managers 
to take more risk, expecting that governments would 
probably bail them out during downturn. At present 
however, Islamic banks have a relatively lower market 
power (due to intense competition from both banking 

systems) which compensates (and probably overcomes) 
the negative impact of moral hazard. Furthermore, 
Islamic banks are relatively small in size and newer 
compared to conventional counterparts. As a result of 
this relatively lower market power, Islamic banks are 
in an equal (or slightly in a better) position in terms of a 
market-power stability relationship as compared with 
the conventional banks. 

Consistent with the findings mentioned above, it was 
observed that more concentrated markets induce a 
negative impact of the market power on stability. In 
other words, having high market power for banks in 
concentrated markets results in higher negative impact 
on stability than the case if the bank is operating in a 
less concentrated market. The intuition behind this is 
that having few large banks in concentrated markets 
induces the negative impact of “too-important-to-
fail” where banks’ managers would be less careful 
about the risk when they have high market power.  

The findings suggest that policy makers should provide 
the infrastructure for a more competitive (from both 
domestic and foreign banks) market, such that no 
individual banks in these markets would have significant 
market power. A moderate market power for individual 
banks enhances banking stability. It would be advisable 

to set up a supervisory mechanism to monitor banks 
that have a tendency to have a dominant market power, 
or if there are such banks already in the system, to 
oversee their risk-taking behavior to mitigate the moral 
hazard risk that could contribute towards instability of 
the banking system. 
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Figure. The various channels through lending and deposit rates
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