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term success, sustainability, competitiveness, and resilience of Shariah
banks operating in increasingly complex economic and institutional
settings. Prior literature, regarding the determinants of Islamic banks’
efficiency, remains fragmented with inconsistent findings because
researchers examined the bank-specific, macroeconomic, and country
governance determinants in isolation. To address this gap, the present
study proposes an integrated conceptual framework that explains how
these three categories of determinants collectively shape the financial
efficiency of Islamic banks. Employing a conceptual literature review
approach, this paper critically reviews and synthesises the existing
literature to investigate the interconnections among bank-specific
characteristics, macroeconomic factors, and institutional governance.
The proposed integrated framework positions financial efficiency as the
outcome of dynamic relationships among bank-specific capabilities,
macroeconomic environments, and governance quality (including
Shariah governance), offering a more comprehensive explanation for
efficiency variations across Islamic banking systems. This study
theoretically contributes to the Islamic banking literature by
consolidating fragmented evidence into a coherent conceptual
framework and provides a foundation for future empirical research. This
study is also practically beneficial for bank managers, regulators, and
policymakers seeking to strengthen financial efficiency across diverse
institutional and economic contexts of different countries and regions.
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Introduction

Islamic banking has been recognised as a significant pillar of the global financial system
(Ghenimi et al., 2024), especially in those countries where a dual-banking system is working
together. Unlike conventional banks, Islamic banks are based on Shariah principles that forbid
interest (riba), excessive uncertainty (gharar), and gambling (maysir) by emphasising risk-
sharing, asset-backed financing, ethical investment, and social responsibility, which create
more resilience to cope with speculative risks (Abiola-Adams et al., 2023; Raza et al., 2024).
Due to Shariah doctrines, Islamic banks have a unique distinctiveness by forming more
requirements relevant to operations and Shariah governance which may affect financial
efficiency (Ouertani et al., 2020; Octrina & Mariam, 2021). Prior empirical findings claimed
that Islamic banks’ performance (stability and risk management) is better than conventional
counterparts, specifically in different crisis periods of the subprime mortgage crisis (Hussien
et al., 2019) and COVID-19 pandemic (Butt et al., 2025; Ghenimi et al., 2024). In this regard,
Kurniawan et al. (2024) justified the reasons for the above remarkable performance of Islamic
banks in the terms of governance mechanisms, specifically the structure and activity of Shariah
supervisory boards.

Technically, resilience does not represent efficiency, as it has been claimed by researchers that
Islamic banks are more stable, but in spite of this, they showed less cost efficiency as compared
with conventional ones, which raises concerns regarding competitiveness and long-term
sustainability (Adawiyah et al., 2023; Banna et al., 2023). This phenomenon pinpoints the
significance of examining all those determinants that shape efficiency over diverse institutional
environments. Thus, as competition between Islamic and conventional banks increases, the
performance of Islamic banks, specifically their financial efficiency, has become a central
concern to determine their financial success and sustainability in the long term (Nasim et al.,
2024). Besides other measures of Islamic banks’ financial performance, financial efficiency is
considered as the best method regarding the measurement of a bank's financial performance by
determining how effectively the bank is managing the resources (input) to convert them into
optimal financial performance (output) by providing strategic information to all relevant
stakeholders (Mai et al., 2023). Hence, efficiency is an indispensable element of the long-term
financial success and sustainability of the banking industry (Nasim et al., 2024), since it is
fundamentally significant for any sector of the economy (Ullah et al., 2023). In this regard, the
contribution of Farrell (1957) towards the conceptual development of financial efficiency
cannot be ignored. Further financial efficiency is segregated into different categories of cost
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efficiency, scale efficiency, technical efficiency, allocative efficiency, price efficiency, profit
efficiency, and profit efficiency.

Regarding the determinants of financial efficiency in Islamic banks, many significant factors
have been found in prior empirical literature. For instance, at the internal level, bank-specific
factors have been examined by researchers to understand how effectively Islamic banks
transform deposits, capital, labour, and other resources into financing, income, and sustainable
returns (Samad, 2024). Prior research found the significant impact of different internal factors
such as size of bank (Siyamto, 2023), liquidity (Irianti et al., 2021), age of operations
(Firmansyah, 2022), non-performing loans (Khalidah & Zuhroh, 2023), earning assets (Slimen
et al., 2022), capital adequacy (Darlis and Utary, 2022), equity buffer (Slimen et al., 2022), etc.
Nevertheless, these effects are complicated in nature to understand, yet strong capitalisation
can enhance resilience, but excessive capital can decrease the profit efficiency if funds are not
productively utilised. Likewise, larger banks can get benefit from economies of scale, but they
may also experience bureaucratic inefficiencies if expansion is not matched by managerial
capability and cost control (Al-Farisi & Hendrawan, 2012; Rahim et al., 2013).

The foundational roots of internal and external factors' impact on the Islamic banks’ efficiency
are based on the Structure-Conduct-Performance theory, which was developed by Bain in 1951
(Bain, 1951). So, external factors (macroeconomic conditions) also significantly impact the
financial efficiency of Islamic banks (Nguyen et al., 2023). Prior studies found the significant
impact of different external factors such as economic growth (Firmansyah, 2022), inflation
(Octrina & Mariam, 2021), inflation (Slimen et al., 2022), exchange rate (Nazara et al., 2025),
monetary policy or interest rate (Maram, 2024), unemployment (Islam et al., 2022), income
level (Mai et al., 2023), economic freedom (Ibrahim & Ismail, 2020), economic policy
uncertainty (Nasim et al., 2024), etc. However, it has been observed that the effect of
macroeconomic variables is conditional rather than automatic since it depends on country
context, banking structure, regulatory environment, crisis exposure, and the internal capability
of banks to respond to changing economic conditions. Like, financial efficiency can be
improved by elevated economic growth through means of financing opportunities expansion
and making strong the borrowers’ capability to repay. On the other hand, financial efficiency
can be decreased by instability in exchange rates, inflation, and shocks in oil prices via
elevating uncertainty, lowering purchasing power, and asset quality deterioration (Al Sharif,
2023; Havidz et al., 2017; Masood & Ashraf, 2012).

Besides above determinants, another important significant determinant is the country
governance which is a broader institutional factor and has a major impact on the Islamic banks’
financial efficiency (Mortadza et al., 2024). Technically, Islamic banks do not operate in
isolation from the institutional environment, so they must comply not only with conventional
prudential regulation but also with Shariah governance requirements. Country governance
refers to the set of rules, customs, institutions, and procedures that a country uses to wield its
authority. It includes the processes by which govern ents are chosen, overseen, and changed;
the government's ability to devise and execute effective policies; and the mutual respect
between citizens and the state for the institutions that regulate economic and social interactions
(Kamarudin et al., 2022). Country governance indicators can influence banking efficiency by
shaping contract enforcement, regulatory credibility, transparency, and stakeholder confidence.
The different levels of profitability and financial efficiency of Islamic banks across the globe
may be due to differences in country governance by either mitigating or exacerbating these
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challenges. Thereby, country governance indicators (measured by the rule of law, political
stability, government effectiveness, regulatory quality, control of corruption, etc.) might have
a direct impact on the operations and financial efficiency of Islamic banks in different regions
(Kamarudin et al., 2022). For example, weak rule of law undermines contract enforcement,
raising transaction costs, while corruption erodes investor confidence and restricts resource
allocation (Hussain et al., 2020). Conversely, strong governance reduces uncertainties,
encourages innovation, and fosters efficient banking practices. This relationship aligns with
Institutional Theory (DiMaggio & Powell, 1983), which emphasizes that organizations are
embedded in institutional environments, and their structures and outcomes are shaped by the
quality of those environments. Previous research studies show that country governance can
influence Islamic bank revenue efficiency, price efficiency, productivity, risk management, and
stability (Ghosh et al., 2024; Kamarudin et al., 2016; Kamarudin et al., 2018; Kamarudin et al.,
2022). This suggests that governance should not be treated merely as a background condition
rather it is a major determinant of financial efficiency.

Despite the growing literature, existing studies mostly considered the isolated impact of
determinants, emphasizing either bank-specific or macroeconomic factors, without
incorporating the country's governance into the analysis. Further, most studies focused on
examining the impact of internal and external factors on the efficiency of Islamic banks in
developed countries as well as conventional banks and ignored the Islamic developing
countries. Most importantly, very limited studies have been conducted regarding country
governance influence on the financial efficiency of Islamic banks since they considered the
other measures of performance (e.g., profitability, stability, productivity, risk management,
etc.) instead of efficiency. This creates a fragmented understanding of Islamic bank efficiency;
as such, overlooking it leaves a major theoretical as well as practical gap, since efficiency could
not be completely understood without considering country governance.

Thus, the problems being faced by Islamic banks are the scarce academic and policy
understanding of all determinants’ roles, specifically governance in framing these outcomes,
leaving regulators with little guidance on how to address structural weaknesses. Any single
category of factors cannot determine the financial efficiency in Islamic banks, and studying
these determinants in isolation may produce incomplete or inconsistent findings. For instance,
a well-capitalized bank may still operate inefficiently if macroeconomic instability weakens
asset quality or if governance failures increase operational risk. Similarly, a strong regulatory
environment may not improve efficiency if banks lack managerial capability, adequate liquidity
management, or effective cost control. If Islamic banks are unable to convert financing demand
into high-quality assets, macroeconomic growth may also fail to improve efficiency. So, it can
be suggested that financial efficiency emerges from the interaction between internal bank
characteristics, external economic indicators, and country governance structures. Addressing
these issues (gaps) is necessary not only to safeguard the financial stability of Islamic banks
and the financial system but also to support the Islamic banks as engines of growth globally.
So, there is a need for a conceptual study to understand the mechanism of determinants’ impact
on the financial efficiency of Islamic banks.

To address the above issues, the present study aims to develop an integrated conceptual
framework for understanding the financial efficiency’s determinants in Islamic banks. By
synthesising the existing literature on different determinants relevant to bank-specific,
macroeconomic, and country governance, this paper elucidates how these three groups of
factors mutually frame the efficiency of Islamic banks. Empirical research calculates efficiency
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scores or examines specific determinants statistically, while the present study develops a
conceptual argument that financial efficiency is best understood as the outcome of interacting
internal, external, and institutional factors. This approach is useful because it provides a
stronger theoretical foundation for future empirical research, particularly in cross-country
studies where Islamic banks operate under different regulatory, economic, and governance
environments.

Present study adds a significant contribution to the existing literature. It arranges the
fragmented literature on Islamic bank efficiency determinants into three comprehensible
categories (i.e., bank-specific, macroeconomic, and country governance). Further, it is also
discussed by this paper that the above determinants’ impact might be conditional and
collectively reinforcing. Although previous studies have examined various determinants of
bank efficiency, bank-specific, macroeconomic, and country governance factors are often
considered separately, resulting in a fragmented understanding of financial efficiency. Such
separation may overlook how efficiency is simultaneously shaped by banks’ internal
characteristics, prevailing economic conditions, and the broader governance environment. The
novelty of this study therefore lies in integrating these three determinant categories within a
single conceptual framework, providing a more comprehensive basis for explaining financial
efficiency in Islamic banks.

As far as the methodology is concerned, for this conceptual study, a methodology of conceptual
literature review has been used that synthesizes prior empirical findings to provide organized
insights on financial efficiency's determinants in the contexts of Islamic banks. This approach
emphasises on the three categories of determinants (i.e., bank-specific, macroeconomic, and
country governance), which are consistently identified in the literature as the most significant
determinants. In this regard, Google Scholar has been utilised to find the relevant studies in a
systematic way. Duplicates and irrelevant publications were omitted, and only directly relevant
research was incorporated. Regarding time frame, there is no specific time frame; rather, most
important and relevant studies have been considered. The remaining paper consists of a
literature review section, an arguments and analysis section, implications and future research
direction section, and conclusion section.

Literature Review

This section discusses the literature review of prior studies regarding the impact of three
determinants (bank-specific, macroeconomic, country governance) on the Islamic banks’
financial efficiency. Besides the empirical studies review, this section also provides the
conceptual foundational understanding of the above impacts in detail.

Bank-Specific Determinants

Efficiency enhancement is always a key challenge for the banks, by emphasizing that banks'
efficiency is usually impacted by many determinants, specifically internal factors. Bank-
specific determinants (internal factors) refer to internal characteristics that affect how
efficiently Islamic banks transform operational and financial resources into financing activities,
income generation, and sustainable returns. It has been established by previous researchers that
bank-specific factors have a significant impact on the efficiency of Islamic banks (Samad,
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2024). Such determinants are basically within managerial control and therefore constitute the
first level of influence on financial efficiency.

Prior literature found significant impact of different bank-specific factors such as size of bank (Siyamto,
2023), age of operations (Firmansyah, 2022), earning assets (Slimen et al., 2022), liquidity (Irianti et
al., 2021), capital adequacy (Darlis and Utary, 2022), non-performing loans or asset quality (Khalidah
and Zuhroh, 2023), equity buffer (Slimen et al., 2022), etc. But mostly studies found inconsistent
analytical findings due to the reason that the impact of bank-specific factors differs with respect to
country or region, banks' development stage, and regulator context.

The bank’ size has a strong influence on the financial efficiency of Islamic banks (Naseri et al.,
2020). It is calculated through total assets or total deposits, which denotes the capacity of the
bank's operations (scale) to channel the resources, manage risk, and get maximum cost
efficiency. As far as the Islamic banks are concerned, the size and financial efficiency relation
has been witnessed to be more complex and context based as compared with conventional
counterparts. Technically, Islamic banks are rooted in the principles of Shariah, specifically
focusing on the profit-and-loss sharing model, where operation scale enables product diversity,
expands market reach, and increases economic shocks’ resilience (Slimen et al., 2022). So,
Islamic banks always need to comply with both financial and religious regulations at the same
time, which makes them more complex.

It has been witnessed by researchers that Islamic banks with high-scale operations can boost
their financial efficiency due to economies of scale as they segregate their expenditures over a
larger asset base, but some studies found that due to Shariah governance and regulatory
compliance, Islamic banks can confront diseconomies of scale (Igbal & Fikri, 2021; Kullab et
al., 2024). So, it cannot be claimed that there is a consistent linear behavior of Islamic banks'
size with financial efficiency; rather, it is a dual-word relation since larger banks having
strategic benefits can give high efficiency under the strict organizational and religious
regulations, while low-scaled institutions frequently may also exhibit agility, customer-focused
service delivery, and enhanced local integration (Naseri et al., 2020).

As far as the empirical literature is concerned, some studies found the positive impact of a
bank’s size on the efficiency of Islamic banks (Saddaoui & Khalfi, 2024; Slimen et al., 2022;
Tan et al., 2024), and some discovered a negative impact (Samad & Chowdhury, 2019;
Waulandari & Ryandono, 2020). Further, some researchers did not find any significant impact
by justifying that size alone does not determine the financial success of Islamic banks
(Firmansyah, 2022; Octrina & Priatmojo, 2023; Wardana & Abdani, 2023). For instance,
certain studies indicate that larger Islamic banks demonstrate enhanced operational efficiency
regarding cost management and margins of profit, particularly in well-established markets. On
the other hand, some argue that efficiency improvements may decline at larger scales, as
increased size results in decision-making inefficiencies and reduced adaptability to local
market conditions (Putri, 2024). Furthermore, it is also witnessed that the size of a bank can
influence the efficacy of governance mechanisms, including the Shariah Supervisory Board,
affecting compliance, social responsibility, and risk management performance (Mauluddi et al.,
2024).

Another significant internal factor is the age of a bank, which denotes the number of years since

its founding and indicates organisational maturation, expertise in financial services, and
responsiveness to market changes. Researchers found that the age of a bank has a positive
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impact on the financial efficiency of Islamic banks, as mature banks get advantages from
experiential learning, accumulated expertise, and refined internal processes and foster
resiliency and operational proficiency as time passes (Mai et al., 2023; Nainggolan et al., 2023).
While few researchers found negative impacts of old Islamic banks’ performance owing to
operational inefficiency, antiquated technology, bureaucratic inefficiency, and poorer
adaptation to market changes, innovations, and consumer preferences (Chiahti et al., 2021;
Malek and Rao, 2022; Marfuah et al., 2022). Further, some researchers could not find any
significant relation (Samad, 2024; Siregar et al., 2025).

Asset quality is also the main determinant of financial efficiency, which encompasses all assets
possessed by banks to produce anticipated income, with non-performing loans serving as a
critical indicator for determining the performance of the bank's operations (Ashraf & Sulehri,
2023; Nazara et al., 2025). In banks, asset quality is typically assessed using the non-
performing loans ratio, calculated by dividing non-performing loans by total financing (Ali et
al., 2021; Muzammil & Siddiqui, 2020). In Islamic banks, asset quality has greater significance
owing to the distinctive attributes of Shariah-compliant contracts like Mudarabah and
Musharakah, and empirical research demonstrates a close relationship between asset quality,
revenue efficiency, and overall financial performance (Ali et al., 2021; Kusmayadi et al., 2017;
Sufian & Kamarudin, 2015). A decline in asset quality (increase in non-performing financing)
negatively impacts a bank's operating efficiency by requiring greater provisions, elevating
credit risk exposure, and diminishing resources accessible to effective intermediaries. Banks
with superior asset quality are more likely to attain elevated levels of technical and cost
efficiency, as they experience reduced credit losses and gain from improved reputational capital
and risk-adjusted profitability. Some studies found the positive impact of asset quality on the
bank efficiency or performance of Islamic banks (Khan et al., 2023; Sukmaningrum et al.,
2020), and some found it negative (Ali et al., 2021). Few also found insignificant impact
(Ashraf and Sulehri, 2023; Fadlillah & Baihagqi, 2021).

Liquidity management is the primary concern of every bank's management (Muzammil &
Siddiqui, 2020), as it is deemed an essential factor for financial success, stability, and
operational integrity, indicating a bank's ability to fulfil its short-term obligations without
compromising its financial health (Sukmaningrum et al., 2020). The liquidity of a bank is
typically computed by dividing its liquid assets by its total assets; a higher ratio indicates a
greater proportion of liquidity (Muzammil & Siddiqui, 2020). Due to the prohibition of interest
(riba) and the scarcity of Shariah-compliant short-term securities, Islamic banks have increased
complexity in liquidity management. Unlike conventional banks, Islamic banks depend on
tools like Sukuk or commodity Murabaha, which might not always offer quick access to cash.
In previous research, some studies found the positive impact of liquidity on the bank efficiency
or performance of Islamic banks (Annisya and Nurbaiti, 2022; Ghifar et al., 2022; Tan et al.,
2024), and few found it negative (Darlis and Utary, 2022; Samad, 2024). Some could not find
any significant impact (Khan et al., 2023; Fadlillah & Baihaqi, 2021).

Besides the above, researchers also considered a few more internal factors such as
capitalisation (Bitar et al., 2018), management quality and operating cost control (Ben
Mohamed et al., 2021; Mezzi, 2018; Viverita et al., 2024). Latest research also emphasised
governance-related internal factors like Shariah governance, board effectiveness, and income
diversification. As the effectiveness of Shariah governance depends on board expertise,
independence, and regulatory support (Haridan et al., 2018; Tashkandi, 2023).
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Macroeconomic Determinants

National economic conditions have a strong relation with Islamic banks due to financing
demand, investment opportunities, repayment capacity, and funding cost fluctuations with
variations in economic activity. Thus, the macroeconomic environment shapes (strengthen or
weaken) the performance (efficiency) of Islamic banks, irrespective of how effectively
individual banks are managed. Previous studies witnessed that macroeconomic determinants
(external factors) also significantly affect the Islamic banks’ efficiency and can boost it
(Nguyen et al., 2023). Prior literature has identified some significant macroeconomic
determinants of Islamic banking efficiency, such as gross domestic product (GDP) or economic
growth (Firmansyah, 2022), exchange rate (Nazara et al., 2025), inflation (Slimen et al., 2022),
monetary policy or interest rate (Maram, 2024), income level (Mai et al., 2023), economic
freedom (Ibrahim & Ismail, 2020), unemployment (Islam et al., 2022), economic policy
uncertainty (Nasim et al., 2024), etc. Nevertheless, the direction and magnitude of these
relationships remain inconsistent across countries and time periods, suggesting that
macroeconomic conditions’ effects mostly depend on context with respect to countries.

In macroeconomic variables, economic growth is an important macroeconomic determinant
that has a strong impact on the operations and affects bank efficiency variably across different
countries. The magnitude of an economy is generally measured by the aggregate output of all
finished goods and services produced inside a nation's borders over a specific time, referred to
as gross domestic product (Al Sharif, 2023; Muzammil & Siddiqui, 2020). An increase in GDP
growth generally increases business expansion, household consumption, asset quality, and
financial service demand by creating opportunities for Islamic banks to expand their financing
portfolios and enhance operational efficiency (Muzammil & Siddiqui, 2020). Few studies
claimed a positive relationship between economic growth and Islamic banks' efficiency (Mai
et al., 2023; Pathak, 2023; Samad, 2024). Some studies found the negative impact of economic
growth on efficiency as well (Firmansyah, 2022; Ibrahim & Ismail, 2020), and some could not
find any relation (Octrina & Priatmojo, 2023).

Another significant determinant is inflation, which generally influences both the operating
environment of banks and the financial behaviour of customers (Met et al., 2023). An overall
rise in average price is defined as inflation, which is usually measured through the Consumer
Price Index (CPI) (Muzammil & Siddiqui, 2020). In this regard, it has been claimed by
researchers that moderate inflation boosts nominal financing returns and bank revenues; on the
other hand, high or persistent inflation can decrease household purchasing power as well as
borrowers' repayment capacity and increase operating expenses (Muzammil & Siddiqui, 2020).
Few previous studies found the positive impact of inflation on the financial efficiency or
performance of Islamic banks (Al Sharif, 2023; Hasyim et al., 2023), and many found the
negative impact (Muzammil & Siddiqui, 2020; Pratama et al., 2020) or insignificant impact
(Solikhin, 2024). Keeping in view the above conflicting findings, it is suggested that inflation’s
influence depends on the banks' ability to adapt their financing strategies, broader economic
environment, and regulatory responses.

Further, the interest rate is also considered as a major determinant of financial efficiency by
impacting the value, supply, and cost of money in an economy by varying the cost and
availability of credit (Nasim et al., 2024). 'Interest rate' refers to the compensation required by
the bank and consumers for transactions between them. Technically, Islamic banks do not
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utilise interest rates in establishing margins, but interest rates are employed to ascertain the rate
of return on the allocated funds (Sukmaningrum et al., 2020). Islamic banks witnessed more
resilience during interest rate fluctuations because of asset-backed financing and risk-sharing
agreements; nevertheless, their operational efficiency may still be affected by interbank
liquidity and pricing mechanisms. Few studies found the positive impact of interest rates on
the Islamic banks’ efficiency or performance (Manzilah & Suprihadi, 2024; Maram, 2024).
Some studies found the negative effect (Muzammil & Siddiqui, 2020), and a few found no
effect as well (Ridlwan et al., 2022).

Another significant determinant is exchanging rate, which reflects the value of a country's
currency relative to others; this impacts the operational environment of financial institutions
and varies, affecting Islamic bank efficiency and performance over different countries (Pratama
et al., 2020; Razali et al., 2024). Exchange rate variations impact banks' financial efficiency
and performance (Nazara et al., 2025) by altering the cost of capital, profitability, and credit
risk exposure, especially for those engaged in international commerce and cross-border
finance. Some prior research witnessed the negative impact of exchange rate fluctuation on the
efficiency or other measures of the performance of Islamic banks (Solikhin, 2024; Widarjono,
2020).

In summary, keeping in view the above nature of relationships and impact of monetary
variables on Islamic banking efficiency, it can be stated that these determinants cannot be
ignored even within a Shariah-compliant financial framework.

Country Governance Determinants

Besides the above two factors’ categories (bank-specific and macroeconomic), financial
efficiency is also influenced by the country's governance environment wherein Islamic banks
operate. 'Country governance' denotes the processes by which governments are chosen,
overseen, and changed; quality of public institutions; regulatory effectiveness; legal
enforcement; political stability; and accountability mechanisms that influence financial market
development and economic and social interactions (Kamarudin et al.,, 2022).
Country governance has a significant effect on the financial efficiency of financial institutions
by affecting institutional frameworks, regulatory effectiveness, political stability, and the
enforcement of legal systems (Ghosh et al., 2024; Mortadza et al., 2024). So, good governance
improves banking efficiency, and weak governance reduces it.

Although Islamic banking around the world is based upon shariah-compliant ethical principles,
national governance differs with respect to country and region (Hussain et al., 2020). Thus,
Islamic banks work within national legal and regulatory systems. Different frameworks of
country governance can directly affect their capability to allocate resources efficiently, manage
risks, enforce contracts, and maintain stakeholder confidence. The World Governance
Indicators (WGI) has six dimensions of country governance that influence the institutional
conditions under which financial institutions operate (i.e., regulatory quality, rule of law,
control of corruption, voice and accountability, political stability and absence of violence, and
government effectiveness).

In the perspective of the governance dimensions, rule of law and regulatory quality are also
fundamental to the efficient operation of Islamic banks. A high-quality rule of law and
regulatory quality promote financial stability and enforcement of contracts and mitigate
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corruption, thereby diminishing operational risks and augmenting banking efficiency (Athari
& Bahreini, 2021). In the perspective of Islamic banks, they guarantee adherence to both civil
and Shariah regulations, thereby enhancing governance and performance (Kamarudin et al.,
2022). Previous studies suggest that countries with stronger regulatory frameworks and legal
institutions tend to provide a more supportive environment for efficient Islamic banking
operations and have a positive impact on their financial efficiency (Athari & Bahreini, 2021;
Hussain et al., 2020; Ibrahim & Ismail, 2020). On the other hand, it is also established that rule
of law and regulatory quality alone do not guarantee efficiency; rather, sometimes it negatively
affects the efficacy or performance of Islamic banks (Kamarudin et al., 2022).

Further, voice and accountability, as well as corruption control, represent additional governance
dimensions that significantly impact financial efficiency. Voice and accountability represent
the degree to which a nation's population can engage in the selection of their government and
exercise freedoms of expression and association. In Islamic banking, high voice and
accountability may boost transparency and institutional trust of stakeholders and ensure
regulatory compliance, hence improving operational performance. In prior empirical literature,
studies found a positive impact of the voice and accountability on the efficiency or performance
of Islamic banks (Hussain et al., 2020; Kamarudin et al., 2022). Similarly, regarding corruption,
robust anti-corruption tools enhance operational efficiency, especially in Islamic banking
systems that prioritise ethical governance (Kamarudin et al., 2022). Some studies claimed the
positive impact of corruption control on Islamic banks' efficiency (Athari and Bahreini, 2021),
and some claimed the negative impact (Kamarudin et al., 2022). Moreover, government
effectiveness and political instability have also been recognised as significant determinants of
the financial efficiency of Islamic banks.

Besides these, another very important indicator of governance in the context of Islamic banks
1s recognised, as is Shariah governance, which significantly discriminates Islamic banks from
conventional ones. As compared to institutional settings of country governance, Shariah
governance imposes another religious oversight to comply with Shariah doctrines by boosting
transparency, institutional credibility, accountability, and stakeholder confidence. In this
regard, Hariden et al. (2018) and Tashkandi (2023) claimed that a strong Shariah governance
mechanism has a positive effect on the financial performance and stability of Islamic banks.
Technically, country governance and Shariah governance are interconnected, as those countries
wherein stronger legal systems, regulatory quality, and supervisory capacity are strong also
have strong mechanisms of Shariah governance.

It can be summarised that despite growing empirical literature regarding different determinants
of financial efficiency of Islamic banks, existing literature remains fragmented. Mostly studies
focussed on the separate impact of each category of determinants (e.g., bank-specific,
macroeconomic, and country governance) rather than a comprehensive study by considering
all the determinants with inclusive and inconsistent findings. Most studies examine governance
indicators as a control variable rather than a central determinant of financial efficiency. Further,
researchers mainly focused on developed countries and overlooked the developing countries’
Islamic banks. Moreover, most of them considered the other measures of performance (e.g.,
profitability, stability, productivity, risk management, etc.) instead of efficiency specifically in
country governance dimensions. In a nutshell, the prior studies give only a partial
understanding of the determinants of Islamic banking efficiency. Therefore, there is a strong
need for a comprehensive integrated conceptual perspective in which bank-specific
determinants, macroeconomic conditions, and country governance are investigated.
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Arguments and Analysis

It has been witnessed that a lot of prior empirical literature is done regarding Islamic banks’
financial efficiency and its determinants, but still, it remains conceptually fragmented, and
findings are inconsistent and inconclusive. As most studies have investigated the isolated
impact of bank-specific, macroeconomic, and governance determinants rather than integrated
impact into one coherent framework (Kamarudin et al., 2016; Kamarudin et al., 2018; Rahim
et al., 2013). So, the impact was varied with respect to different countries and regions (MENA,
ASEAN, GCC, etc.).

In three observed categories of financial efficiency’s determinants in the context of Islamic
banks, some most prominent bank-specific factors have been found that have significant impact
by showing the internal capability of Islamic banks (i.e., bank size, bank age, asset quality,
liquidity, capitalization, operating cost control, management quality, and income diversification
influence) (Chowdhury & Rasid, 2015; Masood & Ashraf, 2012; Sufian & Noor, 2009). In this
regard, some studies found a positive impact, some found a negative impact, and some could
find no significant impact. So, keeping in view the above inconsistent findings, it can be stated
that internal factors do not automatically improve efficiency rather their effect depends on
managerial capability, resource allocation, market structure, and the broader operating
environment.

Further, macroeconomic determinants also significantly impact the financial efficiency of
Islamic banks, being a national economic environment wherein banks operate. In this regard,
some of the most prominent macroeconomic factors have been witnessed, which have
significant impact (positive, negative, or insignificant) on the financial efficiency of Islamic
banks (i.e., economic growth, inflation, interest rates, exchange rates). It has been statistically
found by researchers that the macroeconomic environment impacts the financial efficiency of
Islamic banks with respect to their region and country due to their contextual circumstances
(e.g., ASEAN, GCC, MENA, etc.) (Algahtani et al., 2016; Algahtani et al., 2017; Esmaeil et
al., 2020; Jreisat & Al-Mohamad, 2022). Such differences show that macroeconomic
determinants cannot be separated from regional context, and a pooled model can hide
meaningful differences if it assumes that Islamic banks across countries respond similarly to
economic changes.

Further, most importantly, the impact of country governance’s dimensions has been observed
in existing literature (rule of law, regulatory quality, government effectiveness, control of
corruption, political stability, and voice and accountability), which directly impacts contract
enforcement, regulatory credibility, transparency, and stakeholder confidence (Kamarudin et
al., 2016; Kamarudin et al., 2018; Mortadza et al., 2024). It can be claimed that a strong
mechanism of governance enhances financial efficiency by decreasing risk and supporting
better financial intermediation. On the other hand, weak mechanisms of governance can boost
compliance costs and distort credit allocation by decreasing the market discipline. In this
regard, Islamic banks must comply with both national banking regulations and Shariah
governance requirements. Prior studies claimed that country governance has a significant
impact on Islamic bank efficiency, productivity, risk management, and stability, but its
influence varies country-wise and region-wise (GCC, MENA, ASEAN, etc.) depending on the
institutional settings therein (Elamer et al., 2020; Kamarudin et al., 2022). For instance, it is
possible that the ASEAN region may face low efficiency of Islamic banks due to weaker
governance indicators, such as regulatory quality and control of corruption, whilst the GCC
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region may have higher efficiency of Islamic banks due to a stronger regulatory framework and
institutional framework of rule enforcement and compliance that ensured a stable environment
for Islamic banks to produce consistent returns.

In this respect, it is pertinent to mention here that Islamic banks are also bound to operate under
Shariah governance. By relying on Shariah supervisory boards, Islamic banks ensure
compliance, decrease reputational risk, and improve stakeholder trust since board expertise,
independence, competence, and monitoring quality can influence financial performance and
efficiency level (Hamza, 2013; Nomran & Haron, 2019; Safiullah, 2021; Srairi et al., 2022).
Technically, Shariah governance does not work as an isolated system; rather, its effectiveness
is mainly dependent on national regulatory quality, legal enforcement, disclosure rules, and
supervisory capacity. Further, centralized Shariah governance systems can increase consistency
and accountability, on the other hand, decentralized systems can create variation in standards
and enforcement (Alam, 2022; Grassa & Matoussi, 2014). These are the reasons that
governance should be regarded as both a country-level and bank-level mechanism.

This conceptual study has observed that the major issue is not the absence of determinants;
rather, it is the separation of determinants. Technically, bank-specific factors (internal ability),
macroeconomic factors (external environment), and country governance dimensions
(institutional setting) have a collective significant collective impact on financial efficiency of
Islamic banks. Suppose an Islamic bank has strong capitalisation, but it can show inefficiency
at the same time because of the impact of inflation when it can lower the ability of borrowers’
repayment, or non-performing loans can be increased due to a weak legal enforcement system.
Importantly, it is claimed by researchers that with respect to country or region, the impact of
financial efficiency’s determinants has been changing depending upon the macroeconomic and
governance environments (e.g., GCC, ASEAN, MENA, etc.). So, due to the above justification,
prior studies mostly showed inconsistent findings. By reviewing the literature, another research
problem is observed: most of the studies focused on the financial efficiency of Islamic banks
rather than developing banks.

It is also argued by reviewing the prior literature that researchers have usually employed Data
Envelopment Analysis (DEA), Stochastic Frontier Analysis (SFA), two-stage DEA-regression
approaches, and pool regression (Octrina & Mariam, 2021; Rusydiana & Marlina, 2019).
Researchers may employ advanced approaches to cope with limitations in previous methods,
including bootstrapped regression, Malmquist productivity analysis, multivariate adaptive
regression splines, and hybrid frontier models by dealing with heterogeneity, nonlinear effects,
and dynamic relationships in a robust way (Akdeniz et al., 2024; Iddouch et al., 2023; Mai et
al., 2023; Saadaoui & Khalfi, 2024).

So, due to the observed research issues, present study proposes a novel conceptual framework
(see Figure 1) that extends the traditional approach of positioning determinants of Islamic
banks’ efficiency by an interconnected framework of bank-specific, macroeconomic, and
country governance determinants, including a Shariah governance dimension rather than their
sperate impact. This will maintain the dual expectations of Islamic banks as they must remain
financially efficient while maintaining Shariah compliance, ethical legitimacy, and stakeholder
trust. Based on the reviewed literature, the proposed conceptual framework positions financial
efficiency as the outcome associated with three determinant domains: bank-specific,
macroeconomic, and country governance determinants. Bank-specific determinants capture
internal bank characteristics, macroeconomic determinants represent external economic

1102



Advanced International Journal of
Business, Entrepreneurship and SME's

EISSN: 2682-8545

AIJBES

Volume: 8 Issue: 29 (September 2026) PP. 1091-111
conditions, while country governance determinants reflect the broader institutional
environment. Accordingly, each determinant domain is conceptually linked to the financial
efficiency of Islamic banks, as illustrated in Figure 1.

Determinants Dependent Variable

Bank-Specific Characteristics

Macroeconomic Factors . . .
Financial Efficiency

Country Governance
and
Shariah Governance

Figure 1. Integrated Conceptual Framework of Determinants to the Financial
Efficiency of Islamic Banks

Implications and Analysis

The present study is very significant and has implications in both perspectives: theoretical and
practical. From a theoretical perspective, this study provides a more comprehensive conceptual
explanation of financial efficiency’s determinants in Islamic banks instead of fragmented and
inconsistent findings in prior literature. Present research gives a new framework of Islamic
banks’ efficiency determinants by integrating all bank-specific, macroeconomic, and
governance determinants (including Shariah governance) in one study rather than their isolated
role. Further, present study opens a new domain for academicians and researchers by adding
the governance factor to the determinants list, as it is quite possible that different countries or
regions (GCC, ASEAN, etc.) have different institutional settings and contexts that affect the
Islamic banks’ efficiency (Kamarudin et al., 2016; Kamarudin et al., 2022; Sufian & Noor,
2009).

Regarding practical implications, this study and new framework will be very beneficial for
bank managers, regulators, and policymakers in order to strengthen the internal financial
indicators and long-term efficiency strategies by working within the context of dynamic
macroeconomic conditions and high governance environments (Chowdhury & Rasid, 2015;
Masood & Ashraf, 2012). Consequently, broader governance quality, legal enforcement, and
regulatory effectiveness will also be enhanced to improve banking efficiency (Aslam & Haron,
2020; Elamer et al., 2020).

Further, present study proposes significant avenues for future empirical research. Firstly, there
is a need to conduct a comprehensive study to examine the combined effect of bank-specific,
macroeconomic, and country governance factors on Islamic banks' financial efficiency
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specifically in different countries or regions where different levels of institutional development
are expected (Kamarudin et al., 2018). Islamic banks operate under diverse legal systems,
regulatory frameworks, and economic structures, making cross-country comparisons
particularly valuable. So, researchers may conduct a comparative analysis between ASEAN
and GCC regions, which may provide deeper insights into how differences in governance
quality, financial development, and macroeconomic stability influence banking efficiency by
generalizing the prior findings (Adawiyah et al., 2023; Algahtani et al., 2017).

Moreover, the latest analytical methods regarding Islamic banks' efficiency and its
determinants may also be employed (e.g., bootstrapped DEA, network DEA, meta-frontier
analysis, machine learning approaches, and fuzzy DEA) by incorporating the nonlinear
relationships, dynamic efficiency fluctuations, and technological heterogeneity (Akdeniz et al.,
2024; Iddouch et al., 2023; Mai et al., 2023; Saddaoui & Khalfi, 2024). Most importantly, the
importance of Shariah governance towards Islamic banks' efficiency cannot be neglected. So,
the examination of Shariah governance’s impact, including conventional country governance
factors, needs immediate attention by future researchers. Another important domain of research
which requires novel investigation is the relation of Islamic banks’ efficiency with artificial
intelligence, financial technology, sustainability, environmental and social factors (Alam et al.,
2022; Banna et al., 2023; Tashkandi, 2023).

At the end, this study acknowledges some limitations: although the proposed novel framework
may give a comprehensive conceptual understanding of Islamic banks’ financial efficiency to
practitioners and researchers, present study could not empirically validate the proposed
framework. This study also could not explore more determinants, such as human behaviours,
emotions, weather factors, digitalisation, etc. So, researchers can take these limitations as
avenues for future empirical research regarding testing and refining the proposed framework
using different efficiency estimation techniques, regional settings, and longitudinal data.

Conclusion

It has been concluded that financial efficiency is a very important factor for the long-term
financial success, sustainability, competitiveness, and resilience of Islamic banks. Prior
literature regarding the Islamic banks’ financial efficiency and its determinants is based on the
examination of the isolated impact of each determinant independently (i.e., bank-specific,
macroeconomic, and country governance, including Shariah governance). So, the present study
provides a new integrated, comprehensive conceptual framework by considering all three
categories of determinants of Islamic banks' efficiency in one study to avoid the fragmented
and inconsistent findings observed in prior literature. Collectively, these determinants influence
the ability of Islamic banks to allocate resources efficiently, respond to economic changes, and
achieve sustainable performance within an institutional setting of different regions. Therefore,
this integrated conceptual framework provides a more comprehensive explanation of why
financial efficiency varies across Islamic banking systems with respect to different countries
(GCC, ASEAN, etc.).

This study shows its theoretical and practical implications for researchers, academicians,
practitioners, regulators, bank managers, and other stakeholders. Present study has some
limitations and provides avenues for future research. At the end, this study is of the conclusion
that as Islamic banks continue to expand over countries or regions of different governance and
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economic environments, the adoption of a more comprehensive and integrated framework of
efficiency determinants may give better understanding of Islamic banks’ financial efficiency
by encouraging more effective regulatory policies, managerial practices, and future empirical

investigations.
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