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ABSTRACT
This paper aims to measure whether the efficieiapanetary policy transmission
for Islamic banks is affected in the light of systeally more important Islamic
financial system in the Malaysia. Focus will betceth on the pace and magnitude of
the transmission via profit rate channel for Islanianks against interest rates
channel of conventional banks. The paper reliesthen Vector Auto Regression
(VAR) methodology, focusing on the period frafanuary 2000 to December 2012.
The results show that the pass-through impact seéitchannel of Islamic banks is
still high and sizable. However, deteriorating sigran be sensed as Islamic banks
become more systematically important in the finainsiystem. Result of this study
could justify new approach and strategy for monetpolicy formulation and
implementation in Malaysia. There were already mlmer of studies being done to
measure the monetary policy transmission for Istab@nks in Malaysia and these
studies in general proved that Islamic banks agdrtiportant conduit for channelling
the monetary policy impacts. In contrast, this gtsgeks to measure how more
systematically important Islamic banks could po#traat to the overall efficiency of
monetary policy transmission, hence justifying maanetary policy approach.

Keywords: Monetary Policy Transmission; Islamic Banks; VARrofit Rate
Channel; Pass through Impact.

INTRODUCTION

Islamic finance offers an alternative form of fic&l intermediation that provides a range of
high quality financial products and services. Silas# decades, it has grown to be an establishéd an
a comprehensive financial system, and proves ttatmyely unscathed even under the challenging
environment presented by the recent internationahtial crisis. World Bank in an article declared
Islamic finance as a priority arealhe article further cited that it is a reflectiof a remarkable
growth in terms of assets, albeit from a small bagilly, reaching about fifteen percent per anmu
during the last decade and currently estimated & tillion with the potential to grow to $4 i’
over the next few years.

In Malaysia, the growth has been more phenomer@. dountry is much regarded as the
leader in the international Islamic finance. Islafanking system in Malaysia currently accounts for

! The views or opinions expressed in this manusarigtthose of the author(s) and do not necessafibct the
position, views or opinions of the editor(s), tiiterial board or the publisher.
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3 Article by Mushtak Parker and featured in the malversion of Arab News dated 16 May 2011

* Assumption quoted from KFH Research Ltd study tsfatnic Finance Industry in Malaysia” dated 29 Apri
2011
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20 percent of the banking system with the sukukketaaccounts for more than 50 percent of the
bond market (Kadir, 2011). The domestic growthsbérhic finance is also complemented by further
liberalisation measures opens for more foreignitintginal presence and substantial foreign
participation in Malaysia's Islamic financial systeln international front, Malaysia also ranks hygh
in various global indices relating to Islamic fiman being the largest sukuk market in the worldhwit
65% share (at USD96 billion in 2010) and amongtteinvestment destinations for Islamic funds
(BNM, 2011).

FIGURE 1
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Contributed by the fact that Malaysia is currentig more advanced country in developing
Islamic finance, the country’s Islamic finance systhas pioneered shift from merely becoming
viable alternative to conventional system to praoigicinique product and services that is peculiar to
the Islamic finance system itself, serving the seafdcustomers as well as the real economy. Inrorde
to do this, the whole aspects of Islamic financerapon must reflect and carry the very true essenc
of Shariah principles with a particular emphasisaarose link between financial transactions aiadl re
economic activity. This has roughly been achievechost areas, with the exception for the county’s
approach towards monetary policy. As it is nove, 8hariah compliant monetary policy rate does not
exist yet and as a matter of fact, Islamic bankglataysia are largely guided and influenced by Bank
Negara Malaysia’s Overnight Policy Rate (OPR)determining their cost of funds. Although ORR i
fundamentally an interest based policy rate andrétizally, it may not sound right for Islamic bank
to be influenced by the OPR, given the inexisten€eShariah compliant monetary policy and
relatively smaller size of market capitalisatiarhas always been the case thus far.

For now, such approach has proven to be efficiemh fthe pass-through point of view with
empirical studies suggesting that pass-through @npemaining high and sizable from the OPR to
Islamic money market rates (Ooi, 2006). Studiesedoy Sukmana and Kassim (2010), Kassim and
Majid (2009a0, and Hasin and Majida a92010) algpett the idea that there is a strong link between
Islamic banks and monetary policy, with Islamic ke&rfunctioning as conduit to channel the
monetary policy impacts to the real economy. Howéveecame apparent that Shariah scholars share
conflicting views on the existing approach. Certsofolars approve it with the condition that other
Shariah requirements of Shariah for a valid contaae properly fulfilled. Others disapproved itiais

® OPR is an overnight interest rate set by BNM usednonetary policy direction. It is the targetedor the
day-to-day liquidity operations of the BNM. OPR used when as a source of pricing when a depository
institution lends immediately available funds (lmelas within the central bank) to another depositostitution
overnight.
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resembles dependency upon conventional interese{ veltich does not contribute to the sosio-
economic justice in the economy.

This paper thus seeks to examine the effectiveradssnonetary policy transmission
mechanism process for Islamic banks in Malaysi& aitention given to the profit rate channel of the
transmission process. This would involve re-ingzding the existing state of monetary policy
transmission mechanism by applying the Vector ARtgression (VAR) model. Due to potential
arbitrage opportunity in the Malaysia’s dual bamkisystem model, the pass through impact is
expected to remain high and sizable. Nonethelesslslamic banks in Malaysia become more
systematically important than ever, the magnitutl @ace of the transmission process could possibly
be affected to certain extend.

This paper is divided into six parts. Followingshntroduction, section two presents the
current state of development and monetary poliepgmission mechanism via Islamic banks in
Malaysia. Section three reviews briefly the pregiaiudies on the monetary policy transmission
mechanism. Section four meanwhile proceeds withntkéhodology and data used to carry out the
transmission mechanism analysis. Section five exesiithe empirical findings and section six
concludes the paper.

THE CURRENT STATE OF DEVELOPMENT AND MONETARY POLICY
TRANSMISSION MECHANISM VIA ISLAMIC BANKSIN MALAYSIA

Development of Idamic Banks

In Malaysia, a comprehensive Islamic financial egstwhich operates in parallel with the
conventional financial system started way back 983Lwhen the Pilgrims Management and Fund
Board (better known as Tabung Haji) was establidgmedhe government to provide a systematic
approach of funds mobilisation to assist people wiaats to perform pilgrimage in Makkah. Since
then, the Islamic financial system in Malaysia daseloped from infancy to maturity stage in just a
couple of decades. This exemplifies acceptanceappdeciation towards Islamic finance industry in
particular Islamic banking industry as an essertah of financial intermediation that provides a
range of high quality financial products and segsic

The strategy applied in developing the industrigyiggradually or progressively educates and
creates awareness regarding Islamic finance to psgc. One of the most imperative steps is the
establishment of Bank Islam in 1983. 10 years dftat in 1993, the introduction of Bank Muamalat
as the second Islamic bank in the country was amsexi Subsequently, conventional banks were
allowed to set-up an Islamic window within theiganisation. Between the periods of 1983 to 2000,
the Islamic finance industry flourished with offegs of products and services that match the
offerings by its conventional counterparts. In 208ank Negara Malaysia (BNM) announced the
granting of Islamic banking licenses to foreigraialc banks namely Kuwait Finance House, Al Rajhi
Bank and Asian Finance Bank. Since then, the lapmstas changed with Islamic banks gradually
offer equity based products and services. Islaraitkb also started to venture directly into property
market and other asset classes, undertaking tteepsinip role as opposed to the traditional financi
role. In August 2006, the Malaysia Internationdhnsic Financial Centre (MIFC) initiative was
launched to promote Malaysia as a major hub fogrirgtional Islamic finance. Under the MIFC
initiative, domestic and international financiasiutions are welcomed to use Malaysia as a platfo
for their Islamic finance activities, leveraging dhe comprehensive system and conducive
environment for Islamic finance business availabl®alaysia. Various incentives are accessible to
financial institutions participating in MIFC includy new licenses for conducting foreign currency
businesses, attractive tax incentives and fadi@atimmigration policies. In 2009, further
liberalization measures were announced. Thesedactbe granting of two licenses to new mega
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Islamic banks to foreign players with a minimumdap capital of USD1billion to enhance global
inter-linkages and to leverage on global develogmen Islamic finance. In the same year, the
importance of Islamic finance in Malaysia has bé&ather enshrined in the Central Banking Act
2009, with recognition to the dual banking modaréby giving significance and due prominence to
Islamic banking system.

Figure 2 below briefly described the evolution sfamic finance in the country and how
Islamic finance players have gradually became gmystly more important in the context of
Malaysian financial system.

FIGURE 2
Structure of Malaysian Financial System
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With all these developments, Islamic banking systervalaysia is set to move to the next
level of growth in the next few decades. By theényiil no longer be seen as a mere alternativésto i
conventional peers. Instead, there is a possibifigt the system will become a system which is
superior to its conventional peers especially giisnresiliency as exemplified during the recent
global financial turmoil. In addition, BNM itselfsathe regulatory authority has forecasted that the
share of Islamic finance in the financial systentdach 40% of total market share by 2021 (BNM,
2011).

FIGURE 3
Forecasted Share of Islamic Finance of Total Doimé&stancing

Share of Islamic finance of total domestic financing to grow further
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Given such influence, which effectively means thglamic banks would become more
systemically important than ever, the efficiency mbnetary policy transmission mechanism of

47



Journal of Contemporary Issues in Business Research Volume 2, Issue No. 2, 2013

Islamic banks could be affected, particularly lamic banks were to introduce more unique features
such as equity based transactions that is diffdrent debt or interest based transactions praciiced
the conventional financial system. This view is puped by a study made by (Ooi, 2008), which
concluded that the changes in the economic strietod financial system including the emergence of
an increasingly influential Islamic financial systen Malaysia, have had an important influence in
shaping the increasing complexity of the relatigméietween monetary policy and the real economy.

The Current State of Monetary Policy Transmission via lslamic Banks

Conventionally, the monetary policy transmissionchramism is a process through which
monetary policy decisions are transmitted into gesnin income and inflation (Taylor, 1995).
Changes in monetary policy rate thus transformsatag customers obtain financing and park their
savings from and into banks. Changes in monetahgypalso alter the spread of banks’ financial
products, which in turn may lead to different sestof the economy being impacted, eventually
affecting income and inflation. However, before ti@nges in income and inflation take place, the
transmission process will flow within certain chatmin the economy. The main two channels that
are often mentioned in the literature are the “mnyoaleannel” (also known as interest/ profit rate
channel) and “credit channel” (Kassim and Majid020 In the Malaysian financial market, the
relevant channéeldor monetary policy transmission are briefly déses below:

FIGURE 4
Monetary Policy Transmission Mechanism in Malaysia
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In the above figure, one important observationdtens the two conduits for monetary policy
transmission in Malaysia are Islamic and convemdidranking systems, operating side by side. It is
clearly illustrated in the above graph that undher practice of dual banking system, Islamic banks i
Malaysia are largely guided and influenced by BNI@BR for their pricing benchmark. OPR being
an interest rate instrument theoretically may retappropriate to be used for Islamic banks. However
this is allowable from Shariah point of view givéimat it is merely used as pricing indicator or
benchmark. This is also make sense from practwiak pf view as currently the underlying structure
for Islamic banking transactions especially on #isset side are mostly based and driven by debt.
Hence, in most cases, Islamic financial instruments identical to the conventional instruments
particularly with respect to profit or return oféer to the investors and depositors. In this respect

® The author purposely excluded expectation andangé rate channels as these channels are comnhamids
by conventional and Islamic financial markets.
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(Cevik and Charap, 2011) proves that the relatipnbbtween returns on one-year term deposits in
conventional and retail Islamic banks in Malaysknikits a long-run equilibrium. The empirical
analysis shows that returns generated from prioditisg investment account (PSIA) and conventional
bank fixed-deposit rates exhibit co-integrationrathee long run: conventional bank interest ratesd an
the returns from PSIA move together. The resultshef study also indicate that the time-varying
volatility of PSIA returns and conventional bankefil-deposit rates is correlated and is statisticall
significant. Moreover, the pairwise and multivagi@ausality tests show that changes in PSIA returns
are determined by changes in conventional banksierades.

Notwithstanding that, the implication is, thoughaieic banks are supposed to operate on
interest free principles, the economic environmana dual banking system exposes them to the
problems of conventional banks; particularly thieiast rate risk (Bacha, 2004). Study by (Kadir and
Leong, 2009) also share similar conclusion that uBes of interest based system as benchmark
expose Islamic bank financing in the dual systenmterest rate risks despite operating on interest
free principles. In another paper (Bacha, 2008) alsmmented that given such relationship of the
two markets, the central bank’'s actions in the nfgta market must reflect its actions in the
conventional market. Failing which, profitable amite against the central bank or a carry trade
between the markets would both be feasible. Hamzepatter how supportive a central bank is of the
Islamic financial sector, it cannot possibly maintdual rates or cause changes in one market and not
in the other.

For the purpose of this study, focus will be giterthe specific interest/ profit rate channel.
This is largely due to the fact that these chanaedsarguably more sensitive towards policy rate
movement. Hence, it is logical to examine whethaseé channels can explain the facts about
monetary policy transmission before looking atraléives.

LITERATURE REVIEW

The Evolution on the Thinking of Monetary Policy

Bindseil (2004) gave a broad overview of the evolutof academic thinking on monetary
policy where he revealed that the overall stratefgynonetary policy changed fundamentally in the
course of the twentieth century. This implies thaten relevant factors, the changes of overall
strategy for monetary policy is inevitable. Boivikiley, and Mishkin (2010) also seconded such
view. In their paper they argued that there haaenldarge changes in the regulatory structureen th
United States and other countries post financiadissr and these changes have had important
implications for the transmission of monetary pplactions to residential investment. In Malaysia,
Ooi (2008) claimed that given the growing importnof the Islamic financial system, the
implications for monetary policy deserved caretuly.

The Transmission M echanism of Monetary Policy

There were some detailed descriptive studies on rfwnetary policy transmission
mechanism. These studies in general identifiedouarichannels of monetary transmission and
measured how effectively changes in policy rateemeansmitted to the real economy. Mishkin
(1996) provided an overview of the transmission ma@isms of monetary policy, starting with
interest rate channels, and going on to channedsatipg through other asset prices. Bernanke and
Gertler (1995) meanwhile described in great detailbroader credit channel, the balance sheet
channel, where financial market imperfections gl a key role. Using VAR, the result of their
study supports the existence of credit channelnasad the important channels for monetary policy
transmission. More recently, studies by Bank ofolmesia (2008) and Bank of England (undated)
discussed beyond the conventional channels for tapngansmission mechanism when both central
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banks included discussion about the existence pédation channel. As acknowledged by these
studies, the expectation channel influences thedtion of expected inflation, which in turn affedi

the behaviour of economic agents. Overall, all cletsy mentioned by these empirical studies are
relevant and important from monetary policy trargsitin’s perspective. Changes from policy rate
also were proven to be transmitted into variousoseaen the economy via these channels.

On the other hand in Malaysia, several studiesdingldo monetary policy transmission were
conducted. These studies basically tried to estaltie importance of a particular channel relatve
the others. Ghazali and Rahman (2005) for exampjged that credit channel is more important than
money. Thus understanding the credit market andhét@vior of banking firms in achieving their
decisions is critical in the analysis of the trarssion mechanism of monetary policy. Of interest
Kassim and Majid (2009) work attempted to determihe importance of the banking sector
(irrespective of conventional or Islamic instituig) in the monetary transmission process in a
developing economy. Applying the auto-regressigtrithuted lag model for the long-run relationship
among the variables and the impulse response &unsctnd variance decomposition analysis for the
short-run relationship among the variables, theidimghows that both bank deposits and loans play
crucial roles in the monetary transmission prodeske economy, suggesting evidence for the money
endogeneity theory of post-Keynesian economists.

The Efficiency of Monetary Policy Transmission for |damic Banks

There were limited literatures that discussed aliet efficiency of monetary policy
transmission mechanism for Islamic banks. Thisuly @xpected as market share of Islamic finance
in most part of the world is relatively small anddoes not have the capacity to distress the dveral
transmission process yet. Jasser and Banafe (2008xample acknowledged that there has been a
noticeable increase in the number of Islamic fi@mén Saudi Arabia. However, to the extent that
they are priced against conventional loans, theyaffected by the interest rate environment, and so
far they have not provided any policy challengertipalarly with respect to monetary policy
transmission process. Even in Malaysia, a countmchvis much regarded as the leader in the
international Islamic finance, the efficiency of matary policy transmission process at the moment is
not affected amidst the substantial presence afigl banks in the financial system. Ooi (2008) in
this instance argued that at the moment, the ingfadifferent structure and returns under the Istam
financial system has not had any discernible impadhe effectiveness of the monetary transmission,
with pass-through remaining high from policy ratedslamic money market rates. Hasin and Majid
(2010) meanwhile examined the importance of Islarbanks in the monetary transmission
mechanism in Malaysia. The study concluded thaddrigning monetary policy, the central bank
should consider Islamic financing as an alternatt@nnel for monetary transmission since this
channel is just as active as conventional lendimgnoel. This conclusion however is arguably not
reflecting the existing practice of monetary traission. Under existing dual banking practice, as
proven by Ooi (2008) the monetary policy shocklieady distributed/ channeled via conventional
and Islamic banks amidst at different pace. Evem Iglamic banks, the impacts were already
channeled through credit or financing link. In thase, there is no need for central bank to resegni
Islamic financing as an alternative sector for ntanetransmission.

The Emergence of New Challengesfor Monetary Policy Transmission

As demonstrated in the previous paragraph, theativerategy for monetary policy should
change over time, given relevant factors. In Makyhe increasing market share of Islamic finance
as well as the emergence of unique equity structardd affect the efficiency of monetary policy
transmission for Islamic banks. There have alsm lpggsistent concerns from Shariah point of view
on the practice of using interest rate as benchméaykib (2007) for example highlighted that
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although using conventional benchmark is permieditdm Shariah point of view as a tool and basis
for pricing of goods and their usufructs, a benctikmaflective of fictitious assets, as is the casthe
conventional framework, will not be helpful in risithg the socio-economic objectives of Islamic
banking and finance. In response to this, recemntysby Omar, Md Noor and Meera (2010) proposed
Arbitrage Pricing Theory (APT) as a viable Islarpiicing benchmark rate. The APT is argued to be
Shariah compliant, being based on profitability ais#f profiles, and also found to be more stable
than interest rates. The study however does naeasidhow this can be effectively implemented, in
particular under the dual banking context.

DATA AND EMPIRICAL FRAMEWORK

Data
To examine the effectiveness of monetary policpgnaission mechanism process for Islamic banks
in Malaysia via profit rate channel, 3 main varesbhs listed below are used:

* Overnight Policy Rate (OPR)

» Conventional Interbank Rates (CIR)

* Islamic Interbank Rates (lIR)

OPR is selected as it represents the monetaryypstimce of BNM. CIR and IR meanwhile
are expected to track the OPR closely and how disse two variables track the OPR should
represent the efficiency of monetary transmissiooc@ss. Both CIR and IIR are daily average of
interbank deposit rates at the Interbank Money Miaikk Kuala Lumpur for conventional and Islamic
market respectively, with individual rates beinggiwed accordingly by the volume of transactions at
those rates. In terms of data frequency, the samdgloys daily data series for the period from June
2004 to December 2012. The starting period of tta dearly coincides with the introduction date for
OPR. All data are sourced from rates and statistiti@@@vailable in the BNM’s official website.

M ethodology

The impact of the policy rate movement towardsitiberbank rates in Malaysia (represented
by CIR and IIR) is analysed by the Vector Autoragree (VAR). VAR models were popularised in
econometrics by Sims (1980) as a natural genetialisaf univariate autoregressive models. A VAR
is a systems regression model (i.e. there is ninaie dne dependent variable) that can be considered
kind of hybrid between the univariate time seriesdels and the simultaneous equations models
developed (Brooks, 2008). VAR is a simple methoerehthe econometrician has no concern as to
which variable is endogenous and which is not. valiables in the model are endogenous. Each
equation can be estimated with the OLS method aggar Forecasts obtained from VAR models are
in most cases better than those obtained fromahenbre complex simultaneous equation models
(Asteriou and Hall, 2007).

In order to investigate the relationships betwéenvariables employed in the study using the
Impulse-Response Function (IRF) and Variance Deowitipn analyses (VDA) within the VAR
method, the status of stationary in respect tovtlve@bles included in the model should be idertdifie
first via unit root tests. Javed (2012), Rehmanl@pSapra (2012), and Bhunia (2012) documented
that unit root test is most appropriate test td@epthe unit root within the time series data.

If the variables are identified as stationary ie tavel, standard VAR analysis is applicable
with the level data; however, if the variables fmend out to be I(1), there is a need to searchafor

" OPR was introduced on @3April 2004. More than 1 month lag from the dateimtfoduction of OPR is
needed to ensure data “stability”.
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cointegrating relationship between these varialifdhe variables are I(1) and are not cointegraged
VAR analysis is run with the first differences (Eensl, 2004).

EMPIRICAL FINDINGS

Unit Root Test

As a requirement for the time series analysis itécessary to examine the property of time
series, i.e., the stationary properties. This i1y wgitical to avoiding the spurious regression thrs
study, we employ augmented Dickey-Fuller (ADF) univt test which was developed by Dickey and
Fuller (1979). This test has also been used irouarempirical studies (Naser, Nuseibeh & Al-Hadeya
(2013); Mehmood, 2012a; Mehmood, 2012b; Naz, 20Ed:. ADF test, the lags are chosen
automatically on the basis of Schwartz Informat@niterion (SIC) with maximum lag 14. Table 1
represents the results of the unit root testsdchevariable.

TABLE 1
Results of Unit Root Tests for each Variable

Variable Augmented Dickey-Fuller
Level 1T Difference
Intercept Trend & Intercept Trend &
Intercept Intercept
OPR -1.249279 -1.282103 -55.84921 -55.84092
CIR -1.437078 -1.473207 -45.19317 -45.18634
lIR -1.523348 -1.544148 -58.31609 -58.30681

Note. Lag lengths are based on Schwarz Info Criterid@)®ith maximum lag of 14.

I mpulse Response Function (IRF)

The impulse responses are used to investigateythendc effects of interest rate shocks on
the average overnight interbank rates of conveatiand Islamic banks. According to Brooks (2008),
the impulse responses trace out the responsivehéss dependent variables in the VAR to shocks to

each of the variables. Figure 5 shows impulse-respéunctions based on VAR analysis.
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CONCLUSION

This paper examines the effectiveness of monetaligyptransmission mechanism process
for Islamic banks in Malaysia with attention givém the profit rate channel of the transmission
process. Due to potential arbitrage opportunitthin Malaysia’s dual banking system model, the pass
through impact is expected to remain high and $&zab
The findings show that any change in the OPR affact only the average conventional interbank
rates but also the average Islamic interbank rdteis. is fairly consistent with previous findingg b
Kassim et al. (2009), Sukmana and Kassim (2010)Eagd]and Arslan (2011).

Notwithstanding that this study also recognisesféut that other than the OPR movement,
the average interbank rates are also highly inftedrby other factors such as the conduct of BNM’s
monetary operation. A fine example would be theidgip situation during the day for OPR
announcement where higher reliance on overnighteyonarket tender at BNM would push the
average interbank rates for both conventional atairlic banks to be significantly lower than usual.
This situation, although normally lasted overnigtd,give some impacts to the monetary transmission
process.
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