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Abstract

The purpose of this research is to address the two important questions. Does bank size effect bank
stability? Does funding risk explain bank stability? For this purpose, we have obtained a balanced panel
data from the banking sector of Pakistan. The sample data consist over five Islamic and nineteen
conventional banks from 2007 to 2015. The results suggest that bank size has a negative effect on
stability under Z-score model, while a positive relationship was found when stability is measured through
risk-adjusted return on assets (RAROA) and risk-adjusted equity-to-asset ratio (RAEA). Moreover,
funding risk has a positive relationship with bank stability under all three stability models. The results
obtained from robustness check analysis confirm the strength of our findings, when inflation, financial
development and GDP were used as controlled variables. Additionally, the impact of inflation and GDP
on bank stability is negative, while a positive relationship is reported between bank stability and financial
development under all three models. Overall, present research is a first attempt to empirically analyse
the size—stability and funding risk—stability relationship in the banking sector of Pakistan.
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Introduction

The financial institutions have always been concerned with limiting the bank size in order to ensure
financial stability. But, after the recent financial crisis of 2007/2008, this issue has gained much more
importance in recent days and requires more explanations (Adusei, 2015). The possible reason could be
that empirical evidence accounted larger banks for the crisis, whereas these banks provide significant
damage to several countries across the globe. Since the economies has emerged from the financial crisis,
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