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ABSTRACT

The fragility of an individual bank impacts significantly on other banks given, the
nature of the banking system in which various banks are interconnected, especially in
terms of inter-financing activities. This creates a domino effect that could possibly
jeopardize the whole banking system in the country, and to a large extent, might affect
other countries. This could be attributed to the significance of the banking industry in a
country. The stability of the banks empowers sustainability and growth in the industry.
Banks become more fragile if excessive risks persist, especially liquidity risk and
capital risk. This study aims (i) to investigate the possible factors influencing dual banks
fragility; (ii) to assess the interaction effects of a) financing growth, b) banks size, c)
credit risk, and d) income diversification on the relationship between the potential
driver(s) and banks fragility; (iii) to distinguish the intensity of banks fragility between
Islamic and conventional banks for high-income and middle-income countries; and (iv)
to compare the level of banks fragility between high-income and middle-income
countries for Islamic and conventional banks. This study involves panel data analysis
of banks in high-income and middle-income countries (Bahrain, Bangladesh, Kuwait,
Malaysia, Qatar, Saudi Arabia and United Arab Emirates) with 645 observations that
spans from 2009 to 2018. Specifically, this study employs a Random Effect Model with
cluster standard errors, which is appropriate for heteroscedasticity and autocorrelation
issues. The findings reveal cost efficiency primarily determines the funding fragility for
all banks regardless of type and country income level. Meanwhile, bank size is
evidently the main determinant for capital fragility for Islamic and conventional banks
in high-income and middle-income countries. In line with the too-big-to-fail theory,
bigger banks are exposed to greater capital fragility. Hence, the large banks have to be
caution on capital fragility while enlarging their size. Another prominent finding, the
banks are proposed to pile up profitability in order to reduce the dual banks fragility,
applied to both funding and capital fragility. Interestingly, the study discovers Islamic
banks are significantly exposed to greater funding and capital fragility relative to their
conventional counterparts. Whilst, banks in high-income countries are found to be less
exposed to funding and capital fragility as compared to the middle-income countries.
The interaction effect discloses conventional banks with high financing growth are
exposed to greater funding fragility given higher credit risk. The study also discovers
different effect of size on the relationship between capital level and funding fragility.
Islamic banks in middle-income countries with high credit risk are more fragile when
the banks are more cost efficient. Therefore, while being cost-efficient banks, the
Islamic banks in middle-income countries are proposed to pay more attention to their
credit risk level in avoidance of greater capital fragility exposure. Conventional banks,
particularly in middle-income countries with high intensity of income diversification
are less vulnerable to capital fragility when the increase in liquidity. On the contrary,
Islamic banks with greater income diversification are more fragile when the banks add
up more liquidity. Therefore, the policy makers should consider the differences between
Islamic and conventional banks as well as the income level of the countries in
mitigating banks fragility. This is because, the way that the banks behave are different.
Additionally, bank strategies should be different by taking into account type and size
of the banks.
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