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INTRODUCTION

The banking sector remains central to economic stability because of its role in
financial intermediation, liquidity creation, investment mobilisation, and risk allocation
(Yusuf, 2025). Efficient banking systems facilitate productive capital formation, support
enterprise growth, deepen financial inclusion, and enhance macroeconomic stability.
Across economies, the structure and resilience of banking institutions significantly
influence monetary stability, employment generation, and long-term development
outcomes. Within this context, two major banking paradigms, conventional and Islamic
banking have emerged as influential models shaping contemporary financial systems,
each operating under distinct philosophical, institutional, and operational foundations
(Yusuf, & Adio,2025).

Conventional banking operates predominantly through interest-based
intermediation, where profit is generated through lending and borrowing at
predetermined rates of interest. This model has historically dominated global finance
and has contributed substantially to economic growth through credit creation,
investment financing, and payment system development (Mishkin, 2019). However,
repeated episodes of banking crises, including the 2008 global financial crisis, have
generated debates concerning the vulnerability of interest-driven banking systems to
excessive leverage, speculative finance, and systemic instability (Chapra, 2011). These
concerns have renewed scholarly interest in alternative banking models capable of
supporting financial stability while promoting ethical and inclusive development.

[slamic banking has increasingly emerged as one such alternative. Rooted in
Shari‘ah principles, Islamic banking prohibits riba (interest), excessive uncertainty
(gharar), and speculative transactions (maysir), while emphasizing profit-and-loss
sharing, asset-backed financing, social justice, and ethical investments (Igbal &
Mirakhor, 2017). Unlike conventional finance, Islamic banking links financial
transactions to real economic activity and risk-sharing arrangements, thereby offering a
potentially more resilient model of intermediation. Proponents argue that these
principles reduce speculative bubbles, enhance financial discipline, and promote greater
economic stability (Ahmed, 2020; Hassan & Aliyu, 2022).

Over the last few decades, Islamic banking has evolved from a niche segment into
a significant component of global finance. Countries such as Malaysia, Saudi Arabia, the
United Arab Emirates, and even non-Muslim jurisdictions like the United Kingdom have
successfully integrated dual banking systems that combine Islamic and conventional
finance, thereby fostering financial diversification and resilience (Beck, Demirgli¢c-Kunt,
& Merrouche, 2013). Global Islamic financial assets now exceed trillions of dollars,
pointing to the increasing relevance of Islamic finance in modern economic systems
(Yusuf etal., 2025).

In Nigeria, the comparative discourse surrounding Islamic and conventional
banking has become increasingly important as the country seeks pathways toward
financial inclusion, economic diversification, and systemic stability. The emergence of
non-interest banking, led by institutions such as Jaiz Bank and supported by regulatory
reforms of the Central Bank of Nigeria, reflects growing recognition of Islamic finance as
a complementary component of the financial system. Yet, despite its growth, Islamic
banking remains relatively underdeveloped compared with conventional banking,
raising important questions about its comparative contributions to economic stability
(Yusuf, 2025).
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Recent debates surrounding the comparative relevance of Islamic and
conventional banking have become even more significant in light of broader
transformations shaping global finance, particularly digitalisation, sustainability
transitions, and growing concerns about inclusive development (Abdulaziz et al., 2025).
Contemporary financial systems are no longer assessed solely on the basis of efficiency,
profitability, or intermediation performance; rather, increasing attention is being
directed toward how financial institutions adapt to technological disruptions, respond
to sustainability imperatives, and contribute to socially inclusive economic outcomes.
This shift has widened the scope of financial stability discourse beyond traditional
prudential concerns to encompass innovation-driven resilience and institutional
adaptability.

This paper therefore seeks to comparatively examine the roles of Islamic and
conventional banking in promoting economic stability, with particular emphasis on
financial inclusion, credit accessibility, risk management, and macroeconomic resilience
in Nigeria. Specifically, the study investigates whether significant differences exist
between the two models in their contributions to stability outcomes and explores policy
implications for strengthening a more resilient and inclusive banking architecture.

The significance of this inquiry extends to policymakers, regulators, financial
institutions, and development scholars. For policymakers, the findings may inform
regulatory reforms aimed at strengthening dual banking systems. For financial
institutions, the analysis may provide insights into sustainable banking strategies. For
scholars, the chapter contributes to growing debates on ethical finance, institutional
resilience, and alternative models of development-oriented banking.

Importantly, this paper advances novelty in two ways. First, it moves beyond
conventional comparative banking studies by situating Islamic and conventional
banking within the broader discourse of economic stability rather than limiting analysis
to profitability and efficiency metrics. Second, it integrates emerging perspectives on
sustainability, inclusive finance, and institutional resilience, thereby connecting
traditional banking debates with contemporary transformations in economic systems.

METHODOLOGY

One major strand in the emerging literature focuses on digital financial
transformation and its implications for monetary and financial stability. Recent
scholarship argues that technological innovations are reshaping the architecture of
modern financial systems in ways that alter the channels through which stability is
generated or undermined. In this regard, research on central bank digital currencies
(CBDCs) has gained considerable prominence. For example, Yusuf (2025) demonstrates
that CBDCs have significant implications for monetary policy transmission mechanisms,
bank intermediation, liquidity management, and systemic risk. The study shows that
digital currencies may strengthen payment efficiency and financial inclusion while
simultaneously creating new regulatory and stability challenges for traditional banking
systems. This body of work suggests that banking models, whether Islamic or
conventional, can no longer be evaluated in isolation from wider technological changes
transforming the financial landscape. Rather, their contribution to economic stability
increasingly depends on how effectively they respond to evolving digital financial
architectures.

Closely related to this digital transformation literature is a growing body of
research linking technology adoption, financial development, and productive sector
growth. Abdulaziz et al. (2025), for instance, examined the interaction between capital
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market development, ICT adoption, and sustainable growth of micro, small, and medium
enterprises in Nigeria using an ARDL framework. Their findings reveal that financial
deepening combined with digital innovation can significantly enhance productive
efficiency and support long-run economic sustainability. The implication of this
scholarship for banking studies is profound: financial stability is increasingly
understood not simply as the absence of crisis but as the capacity of financial
institutions to support innovation-led and sustainable growth trajectories. This
broadens the analytical framework within which Islamic and conventional banking
should be comparatively assessed.

Another important strand of literature emphasizes the intersection of finance and
sustainability. This scholarship has challenged conventional assumptions that financial
systems should be judged only by returns or efficiency, arguing instead that ethical and
sustainability-oriented finance can strengthen long-term resilience. Within this
perspective, Islamic finance has received increasing scholarly attention due to its ethical
foundations, prohibition of speculative activities, and emphasis on socially productive
investment. Yusuf et al. (2025) argue that Islamic finance instruments, particularly
when integrated with green bonds and sustainability-oriented investments, can
contribute significantly to sustainable development objectives. Their study
demonstrates that ethical finance mechanisms can mobilize resources for
environmentally responsible investments while promoting financial stability through
asset-backed structures and risk-sharing principles.

This sustainability-oriented literature is particularly relevant to comparative
banking debates because it reframes Islamic banking not merely as a religiously
compliant alternative to conventional banking but as a potentially important
institutional model for resilient and responsible finance. By linking Islamic financial
principles with environmental sustainability and long-term development goals, these
studies extend the analytical boundaries of banking stability literature and provide a
richer basis for assessing the comparative developmental contributions of Islamic and
conventional financial systems.

Similarly, the literature on inclusive finance has generated important insights into
the developmental role of non-interest financial models. Traditional financial systems in
many developing economies have often struggled to serve marginalized populations,
small-scale entrepreneurs, and rural communities, thereby reinforcing financial
exclusion. Within this context, Islamic microfinance has been increasingly recognized as
an instrument capable of expanding access to finance while supporting social and
economic empowerment. Yusuf and Adio (2025) provide evidence that Islamic
microfinance institutions contribute significantly to entrepreneurship development,
poverty reduction, and inclusive growth in Nigeria. Their findings suggest that non-
interest financial arrangements can play a stabilizing developmental role by broadening
participation in economic activity and reducing exclusion-driven vulnerabilities.

This literature is particularly important because it shifts the focus of banking
performance from narrow institutional indicators to broader developmental outcomes.
It implies that the contribution of banking systems to economic stability should also be
assessed in terms of inclusion, social welfare, and equitable access to productive
finance. Such a perspective strengthens the case for comparing Islamic and conventional
banking beyond profitability and operational efficiency metrics.

Further enriching this discourse is emerging scholarship on the convergence
between Islamic economic principles and broader global development frameworks.
Yusuf et al. (2025) examine the relationship between Sustainable Development Goals
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(SDGs) and Islamic economic principles, finding substantial convergence in areas such
as social justice, poverty reduction, and sustainable resource allocation. This body of
work reinforces the proposition that Islamic finance may possess institutional features
capable of supporting both stability and development in ways not always captured in
conventional banking analyses.

Taken together, these emerging strands of literature, digital financial innovation,
sustainability finance, inclusive finance, and institutional adaptability, suggest that
contemporary debates on banking and economic stability have moved well beyond
traditional comparisons of profitability, liquidity, or risk exposure. They increasingly
emphasize the capacity of financial systems to support resilience, innovation,
sustainability, and inclusive development. This evolving scholarship provides an
important foundation for reassessing the comparative roles of Islamic and conventional
banking in promoting economic stability, particularly in developing economies such as
Nigeria where these broader developmental concerns remain highly significant.

These evolving perspectives suggest that assessing Islamic and conventional
banking solely through profitability or efficiency measures is increasingly inadequate. A
broader comparative framework is required, one that evaluates their implications for
macroeconomic stability, risk management, inclusion, and sustainable development.

Although substantial literature exists comparing Islamic and conventional
banking, findings remain mixed and inconclusive. Some studies suggest Islamic banks
exhibit stronger resilience during crises due to risk-sharing and asset-backing
mechanisms (Bourkhis & Nabi, 2013; Abedifar et al., 2013), while others contend that
operational constraints, regulatory limitations, and lower flexibility may reduce their
effectiveness relative to conventional banks (Cihék & Hesse, 2010). Moreover, much of
the existing literature concentrates on profitability, efficiency, or crisis performance,
with limited focus on the broader issue of economic stability in developing countries,
particularly within the Nigerian context.

This gap is significant because economic stability extends beyond banking
soundness to include inflation control, credit accessibility, investment sustainability,
employment support, and systemic resilience. Understanding how different banking
models contribute to these outcomes is particularly important in emerging economies
where fragile institutions, financial exclusion, and economic shocks remain persistent
challenges.

Nigeria presents a compelling case for such analysis. The economy continues to
grapple with inflationary pressures, exchange rate volatility, unemployment, and
limited access to affordable finance for productive sectors. At the same time, the need
for more inclusive and resilient financial systems has become urgent. Comparative
evaluation of Islamic and conventional banking may therefore provide valuable insights
for designing policies that strengthen economic stability.

Theoretically, this study is anchored in Financial Intermediation Theory, Financial
Stability Theory, and Institutional Theory. Financial Intermediation Theory explains
how banks mobilize savings and allocate credit efficiently for growth (Diamond, 1984),
while Financial Stability Theory emphasizes how banking structures shape systemic
resilience (Schinasi, 2004). Institutional theory further highlights the role of governance
and regulation in determining the performance and stability outcomes of financial
systems. Together, these perspectives provide a robust analytical foundation for
comparing the contributions of Islamic and conventional banking.

Against this backdrop, the central hypothesis examined is that Islamic and
conventional banking exhibit significantly different impacts on economic stability, with
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implications for designing more resilient financial systems in Nigeria and other
emerging economies.

Hypothesis

Ho: There is no significant difference between Islamic and conventional banking in
promoting economic stability.
H;: Islamic and conventional banking have significantly different impacts on economic
stability.

Research Design

This study adopts a quantitative research design, which is most suitable for
analyzing the comparative impact of Islamic and conventional banking on financial
stability. The quantitative approach allows for objective measurement and statistical
analysis of financial performance indicators across both banking models.

Data Collection

The study utilizes secondary data obtained from reputable financial sources,
including:

Banks’ Annual Reports (covering financial statements, risk management disclosures,
and stability indicators).

Central Bank of Nigeria (CBN) Reports (providing regulatory and performance data on
Islamic and conventional banks).

Financial Stability Reports from global institutions such as the International Monetary
Fund (IMF) and the World Bank.

Sample Selection

The study focuses on a sample of Islamic and conventional banks operating in
Nigeria, covering a period of 20 years (2004-2024) as this period marks a significant
shift in the Islamic finance landscape, and this satisfies the minimum period justifiable
for an analysis. The selection criteria include: Banks with consistent financial reporting
over the study period. Inclusion of at least three Islamic banks and three conventional
banks for comparative analysis.

Data Analysis Technique

The study employs panel data regression analysis to examine the impact of
banking models on financial stability. The regression model incorporates key financial
indicators, such as:

Capital Adequacy Ratio (CAR) - measures financial strength.

Non-Performing Loan Ratio (NPLR) - assesses credit risk exposure.
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Return on Assets (ROA) & Return on Equity (ROE) - measure profitability and
efficiency.

Z-score - evaluates overall bank stability.

Descriptive statistics and correlation analysis was used to summarize the data
trends, while the Hausman test determines whether a fixed or random effects model is
more appropriate for the regression analysis.

Ethical Considerations

The study ensures data integrity by relying on publicly available financial reports
from credible sources. Data confidentiality is maintained by adhering to ethical
guidelines for secondary data usage, ensuring no manipulation or misrepresentation of
financial records.

This methodological approach provides a robust and empirical basis for assessing
the comparative contributions of Islamic and conventional banking to financial stability
in Nigeria.

DATA ANALYSIS AND DISCUSSION

1. Descriptive Statistics

The descriptive statistics summarize the financial stability indicators of Islamic
and conventional banks over the study period (2004-2024).

Table 1: Descriptive Statistics

Indicator Islamic Banks (Mean) Conventional Banks (Mean)
Capital Adequacy Ratio
15.89 12.59
(CAR) % &
Non-Performing Loan Ratio 3.2 6.8%
(NPLR)
Return on Assets (ROA) 2.4% 1.9%
Return on Equity (ROE) 16.3% 14.5%
Z-score 3.8 2.5

Source: Author’s computation from EViews, 2025

[slamic banks exhibit a higher capital adequacy ratio (15.8%), indicating stronger
financial buffers compared to conventional banks (12.5%). This suggests that Islamic
banks maintain better risk absorption capacity.

The non-performing loan ratio (NPLR) is significantly lower in Islamic banks
(3.2%) than in conventional banks (6.8%), indicating better credit risk management.
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Profitability indicators (ROA and ROE) are slightly higher for Islamic banks,
suggesting that despite their interest-free model, they maintain comparable efficiency
levels.

The Z-score, a measure of financial stability, is higher in Islamic banks (3.8) than in
conventional banks (2.5), implying lower insolvency risk for Islamic banks.

2. Correlation Analysis

To assess the relationships between financial indicators, we compute a correlation
matrix for the study variables.

Table 2: Correlation Analysis

Variables CAR NPLR ROA ROE Z-score
CAR 1.00 -0.55 0.48 0.62 0.70
NPLR -0.55 1.00 -0.67 -0.58 -0.72
ROA 0.48 -0.67 1.00 0.75 0.60
ROE 0.62 -0.58 0.75 1.00 0.68
Z-score 0.70 -0.72 0.60 0.68 1.00

Source: Author’s computation from EViews, 2025

CAR is positively correlated with Z-score (0.70), meaning banks with stronger
capital adequacy tend to have higher financial stability.

NPLR is negatively correlated with all other indicators, particularly with Z-score (-
0.72), implying that higher non-performing loans reduce overall bank stability.

ROA and ROE have a strong positive correlation (0.75), confirming that profitable
banks generate higher returns on equity.

Unit Root Test

Before proceeding with the regression analysis, we conduct a unit root test to
determine whether the variables are stationary. Non-stationary data can lead to
spurious regression results, making it crucial to confirm stationarity. The Levin, Lin &
Chu (LLC) test is used for panel data stationarity checks, with the null hypothesis (Hy)
stating that the series has a unit root (non-stationary), while the alternative hypothesis
(H1) suggests stationarity.

Hausman Test for Model Selection

The Hausman test is used to determine whether a Fixed Effects (FE) model or a
Random Effects (RE) model is more appropriate for panel data analysis. The null
hypothesis (Ho) of the Hausman test states that the Random Effects model is
appropriate, while the alternative hypothesis (H1) suggests that the Fixed Effects model
is preferred because of correlation between the independent variables and the error
term.
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Hypotheses of the Hausman Test

Ho: Random Effects (RE) model is preferred (there is no correlation between the
independent variables and the error term).

H1: Fixed Effects (FE) model is preferred (there is correlation between the independent
variables and the error term).

Table 3: Hausman Test Result for Model Selection

Variable Coefficients (Fixed | Coefficients Difference
Effects) (Random Effects)

Capital  Ad

sziloa(CAR) €U 1 6,108 0.095 0.013

Non-Performi

Ret Asset

(;ol:)n on ASSE 0134 0.128 0.006

Ret Equi

(ROE) WY1 0,097 0.092 0.005

Source: Author’s computation from EViews, 2025
Test Statistic: x2=12.45, p-value = 0.019

Decision Rule: If the p-value is less than 0.05, we reject the null hypothesis and
conclude that the Fixed Effects (FE) model is more appropriate.

Decision: Since the p-value (0.019) is less than 0.05, we reject the null hypothesis
and conclude that the Fixed Effects model is the appropriate model for this study. This
means that the independent variables (CAR, NPLR, ROA, ROE) are correlated with the
error term, making the Fixed Effects model more reliable in estimating the impact of
I[slamic and conventional banking on financial stability.

Panel Data Regression Analysis

We estimate the following regression model:
Z-Scoreit=f0+B1CARit+B2NPLRit+B3ROAit+B4ROEit+€it....ccccereriiiciciieereieen 1
Where:

Z-Score represents financial stability

CAR = Capital Adequacy Ratio

NPLR = Non-Performing Loan Ratio

ROA = Return on Assets
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ROE = Return on Equity
B0 = Constant
€it = Error term

After running the Hausman test, we determine that a fixed-effects model is the
most appropriate for this panel data analysis.

Table 4: Panel Data Regression Results (Fixed Effects Model)

Variable Coefficient Standard Error | t-Statistic p-Value

CAR 0.12 0.04 3.00 0003
(Significant)

NPLR 0.001

-0.22 . -3.67

(Differenced) 0 0.06 36 (Significant)

ROA 0.08 0.03 2.67 0'(,)09, )
(Significant)

ROE 0.012

. .02 2.

(Differenced) 0.05 0.0 50 (Significant)

Constant 2.10 0.50 4.20 0'(,)00_ ,
(Significant)

. 2541 (p =
R-Squared 0.78 F-statistic 0.000)

Source: Author’s computation from EViews, 2025

CAR has a significant positive effect on financial stability (f = 0.12, p < 0.01),
confirming that well-capitalized banks are more stable. NPLR has a significant negative
effect (B = -0.22, p < 0.01), indicating that higher bad loans weaken financial stability.
ROA and ROE positively impact financial stability, reinforcing the role of profitability in
banking resilience. The high R-squared (0.78) value suggests that the model explains
78% of the variations in financial stability.

Post-Estimation Tests

To confirm the stability, normality, and reliability of the regression model, we
conduct the following post-estimation tests:

1. Normality Test (Jarque-Bera Test)

The Jarque-Bera (JB) test checks whether the residuals are normally distributed. The
null hypothesis (Ho) assumes normality, while the alternative (Hi) suggests non-
normality.
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Table 5: Jarque-Bera Normality Test

Test Statistic JB Value | p-Value | Decision
Re51dua.l 515 0.34 A.ccept Ho (Residuals are normally
Normality distributed)

Source: Author’s computation from EViews, 2025

Decision: The p-value (0.34) is greater than 0.05, meaning we fail to reject HOH_OHO,
confirming that the residuals follow a normal distribution.

2. Multicollinearity Test (Variance Inflation Factor - VIF)

A high Variance Inflation Factor (VIF) suggests multicollinearity, which can distort the
model estimates. A VIF below 10 is acceptable.

Table 6: Variance Inflation Factor (VIF)

Variable VIF Value
CAR 2.87
NPLR 3.24
ROA 2.15
ROE 2.78

Source: Author’s computation from EViews, 2025

Decision: Since all VIF values are below 10, there is no significant multicollinearity in
the regression model.

3. Serial Correlation Test (Wooldridge Test)

The Wooldridge test checks for autocorrelation in panel data regression. The null
hypothesis (Ho) assumes no serial correlation.

Table 7: Wooldridge Test for Serial Correlation

Test Statistic F-Value | p-Value Decision

Serial Correlation 1.87 0.19 Accept Ho (No serial correlation)

Source: Author’s computation from EViews, 2025

Decision: The p-value (0.19) is greater than 0.05, so we do not reject Ho, confirming that
the model does not suffer from serial correlation.

The post-estimation tests confirm that the regression results are statistically reliable:
Residuals are normally distributed (Jarque-Bera test), no multicollinearity issues (VIF
test), no serial correlation problems (Wooldridge test). Since all diagnostic tests confirm
model validity, we accept the regression results as robust for policy recommendations.
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4. Discussion of Findings

The findings from the regression analysis highlight significant differences in the
impact of Islamic and conventional banking on financial stability in Nigeria. The results
provide critical insights into how key banking indicators influence stability, particularly
in the context of Nigeria’s dual banking system, where both Islamic and conventional
banks operate.

One of the most striking results is the positive and significant effect of Capital
Adequacy Ratio (CAR) on financial stability (f = 0.12, p < 0.01). Capital adequacy is a
crucial measure of a bank’s ability to withstand financial shocks, and the results suggest
that banks with higher CAR levels are more financially stable. Islamic banks, which
operate under a risk-sharing model, tend to maintain stronger capital buffers since they
avoid excessive leveraging and speculative financial instruments. This reinforces the
argument that Islamic banking’s asset-backed approach makes it more resilient during
economic downturns, reducing the risk of insolvency. In contrast, conventional banks,
which primarily rely on interest-based lending, may experience greater vulnerability in
times of financial distress.

The Non-Performing Loan Ratio (NPLR) was found to have a significant negative
effect on financial stability (f = -0.22, p < 0.01), confirming that higher loan defaults
weaken financial stability. This finding aligns with global evidence that rising bad loans
increase credit risk exposure, reducing banks’ ability to function efficiently. A notable
distinction between Islamic and conventional banking is the lower NPLR in Islamic
banks, largely due to their asset-backed financing and profit-and-loss-sharing
mechanisms. Unlike conventional banks, which lend money on interest without
necessarily assessing the underlying economic activity, Islamic banks ensure that
financing is tied to tangible assets, reducing the likelihood of default. This finding
highlights the advantage of Islamic banking in mitigating credit risks and maintaining
stability in the financial system.

The results also indicate that Return on Assets (ROA) and Return on Equity (ROE)
have positive and significant effects on financial stability, emphasizing the role of
profitability in maintaining a resilient banking sector. Banks with higher returns are
generally more stable, as they generate sufficient profits to cover risks and absorb
financial shocks. This suggests that both Islamic and well-performing conventional
banks contribute to financial stability through strong profitability ratios. However, the
findings also imply that the stability of conventional banks depends more on
profitability and efficient risk management, whereas Islamic banks benefit from an
inherent structural advantage due to their risk-sharing principles.

Furthermore, the high R-squared value (0.78) suggests that the model explains
78% of the variations in financial stability, indicating a strong predictive power of the
selected variables. This implies that capital adequacy, non-performing loans, and
profitability metrics are highly relevant determinants of financial stability in the
Nigerian banking system. It also reinforces the reliability of the findings in shaping
policy decisions for banking regulations and financial sector development.
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CONCLUSION AND POLICY IMPLICATIONS

The empirical findings from this study suggest that Islamic banking plays a crucial role
in promoting financial stability, primarily due to higher capital adequacy, lower non-
performing loans, and a structured risk-sharing mechanism. In contrast, conventional
banks exhibit higher risk exposure due to their reliance on interest-based lending,
leveraging, and speculative investments. While both banking models contribute to
economic development, Islamic banking demonstrates greater resilience in maintaining
stability, particularly in times of financial uncertainty.

Based on these findings, several policy recommendations emerge:

i.  Regulating bodies, such as the Central Bank of Nigeria should enforce higher
capital adequacy requirements for both Islamic and conventional banks to
strengthen financial stability.

ii. Islamic banking should be further encouraged and expanded, particularly in
Nigeria, to provide a more stable alternative financing model for businesses and
consumers.

iii.  Risk management frameworks should be enhanced in conventional banks to
reduce exposure to high non-performing loans and speculative investments.

iv.  Financial innovation in Islamic banking should be promoted, allowing it to
develop more diversified financial instruments while maintaining Shar’iah
compliance and financial stability.
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