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ABSTRACT 

The 2008-2009 Global Financial Crisis (GFC) had redirected the focus on the 

relationship between Islamic banking and financial stability particularly, the resilience 

of the Islamic banking industry during a crisis. Effective macroprudential policy are 

necessary and desirable in Islamic banking to mitigate systemic risks. The objectives of 

applying this policy on Islamic banking activities are to pursue and maintain financial 

stability by ensuring the safety and stability of banks, thereby preventing the systemic 

effects of emerging problems. There are three key elements of an effective 

macroprudential policy framework namely a system of early warning indicators that 

signal increased vulnerabilities to financial stability, a set of policy instruments that can 

help contain risks, address the increased vulnerabilities at an early stage, as well as help 

build buffers and an effective institutional framework. Therefore, this study is 

conducted to extend the investigation on how macroprudential policies may affect the 

Islamic banking system. The objectives of this study are to analyze the trend of main 

macroprudential policy indicators in Islamic banks, to investigate the influence of 

macroeconomic factors and macroprudential policy elements on the main 

macroprudential policy indicators in Islamic banks in order to strengthen the links 

between the different financial components of the financial system and the 

macroeconomic environment and finally to study the impact of macroprudential policy 

indicators on Islamic banks’stability. This study employed the two- stage least square 

estimator and Hausman Taylor estimator to establish the second research objective and 

panel data analysis for the third research objective. The annual data was collected from 

Islamic banks in twenty (20) selected countries during the post crisis period from 2008 

to 2017. The empirical result proved that, GDP growth rate, the balance of payment, 

money supply, domestic credit growth, unemployment rate, loan-to-value ratio, debt-

to-income ratio, reserve requirement, mandate and transparency have a significant 

influence on the macroprudential policy indicators in Islamic banks. Meanwhile, these 

macroprudential policy indicators have a strong relationship with Islamic banks’ 

stability. Therefore, the result provides significant contributions to the existing body of 

knowledge on the macroprudential policy framework. The results of this study can help 

policy-makers especially those in countries that practice the Islamic banking system in 

strengthening their macroprudential policy toolkit and clarifying the mandate for 

financial stability, developing a more formal institutional framework of 

macroprudential policy and expanding the range of macroprudential instruments. 



v 

ACKNOWLEDGEMENT 

All praise is due to Allah SWT, the Entirely Merciful, and the Especially Merciful. 

This thesis would not have been possible without the guidance and help from Allah 

SWT and several individuals who have contributed and extended their valuable 

assistance. First and foremost, I offer my endless appreciation and gratitude to my main 

supervisor, Associate Professor Dr Masturah Ma’in for her continuous support, 

encouragement and advice from the beginning until the end of my doctoral journey, 

with her patience and knowledge whilst allowing me the room to work in my own pace 

and way. 

Subsequently, I owe my deepest gratitude to my co-supervisors Dr Siti Ayu Jalil and 

Professor Dr Abdul Ghafar Ismail for their guidance and advice. It also gives me a great 

pleasure in acknowledging the financial support awarded by the Malaysian Ministry of 

Higher Education and Universiti Teknologi MARA for the entire duration of my study. 

I am also indebted and thankful to the Dean, Faculty of Business and Management, 

Universiti Teknologi MARA, the Dean of the Institute of Graduate Studies, Universiti 

Teknologi MARA, Shah Alam, and the coordinators and administration staff at the 

Department of Postgraduate and Professional Studies (DPPS), Faculty of Business and 

Management, Universiti Teknologi MARA, Cawangan Selangor. The special thanks 

and appreciation also goes to the Faculty Coordinators and Head of Faculty in Universiti 

Teknologi MARA Cawangan Kedah and Cawangan Negeri Sembilan for their 

continuous support during my doctoral studies, both as a full time and part time student. 

In addition, eternal gratitude and love are dedicated to my husband, Abdul Rashid 

Abdullah for his endless support, encouragement and prayers. This thesis is also 

dedicated to my beloved children, Nur Qaleesya, Nur Batrisya, Nur Danisya, 

Muhammad Zahin Amsyar and Nur Raisya. Without their constant support, thoughtful 

patience and encouragement, this thesis would have remained a dream. Last but not 

least; eternal appreciation also goes to my beloved parents, Junos bin Ahmad and 

Hafsah binti Endut. Finally, my special salutation goes to my beloved relatives, friends 

and colleagues for their moral support.  

Thank you for everything. May Allah S.W.T bless all of us. 



vi 

TABLE OF CONTENTS 

 Page 

CONFIRMATION BY PANEL OF EXAMINERS ii 

AUTHOR’S DECLARATION iii 

ABSTRACT iv 

ACKNOWLEDGEMENT v 

TABLE OF CONTENTS vi 

LIST OF TABLES xi 

LIST OF FIGURES xv 

LIST OF SYMBOLS xvii 

LIST OF ABBREVIATIONS xix 

 

CHAPTER ONE:  INTRODUCTION 1 

1.1 Introduction 1 

1.2 Background and Rationale of the Study 4 

1.2.1 The Global Financial Crisis and Islamic Banking 12 

1.2.2 Excessive Credit Growth , Systemic Risk and the Implementation 

of Macroprudential Policy 15 

1.3 Problem Statement 28 

1.4 Research Questions 29 

1.5 Research Objectives 30 

1.6 Scope of the Study 30 

1.7 Significant Contribution of the Study 31 

1.8 Research Boundary and Limitation 32 

1.9 Research Organization 33 

CHAPTER TWO:  LITERATURE REVIEW 34 

2.1 Introduction 34 

2.2 The Overview of Islamic Banking 34 

2.3 Islamic Banking Concept and Practice 35 



1 

CHAPTER ONE 

INTRODUCTION 

1.1 Introduction 

Starting in the United States (U.S.) and later spread around the world, the Global 

Financial Crisis (GFC) of 2008 to 2009 had left a huge impact on the world economy. 

It led to an asset bubble caused by a wide array of financial derivatives that led to the 

sub prime mortgage boom, exploding into housing and banking crisis with a cascading 

effect on consumer and investment demand (Zainal Abidin & Rasiah, 2009). Krugman 

(2009) stated that from a housing crisis, it quickly grew into a global banking crisis with 

investment and merchant banks first absorbing the impact before it spread to 

commercial banks. Islamic banks were also affected by the 2008 global financial crisis 

in a different way (Hasan & Dridi, 2010). In other words, this crisis played a significant 

role in the collapse of financial institutions, failure of key businesses, decline in 

consumer wealth and downturn in economic activities not only in the U S. but also in 

almost every country worldwide.  

According to Arvai, Prasad and Katayama (2014), the global financial crisis did 

not only trigger major changes in the approach  taken by countries in financial 

regulation, but also led to the recognition of financial stability for achieving 

macroeconomic stability. The main lesson from this crisis is the revelation of the 

importance of mitigating systemic risks and the need to strengthen the macroprudential 

approach towards supervision and regulation which can identify risks throughout the 

system and enable appropriate actions to maintain financial stability (Kawai & Morgan, 

2012). 

Financial stability can be defined as “a condition in which the financial system 

comprising of financial intermediaries, markets, and market infrastructures is capable 

of withstanding shocks, thereby reducing the probability of disruptions in the financial 

intermediation process which are severe enough to significantly impair the allocation 

of savings to profitable investment opportunities" (ECB, 2012). As financial 

intermediaries, banks are important suppliers of funds and their stability represent a 

central and relevant concern for the financial system. This crisis has proven that a sound 

banking system is a necessity for some fundamental aspects of the economy and for its 




