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CHAPTER I 

INTRODUCTION 

A. BACKGROUND 

The year 2007 was the year the Great Recession began, the year in 

which the global financial crisis followed the subprime mortgage crisis and the 

stock market collapsed. The financial crisis has huge costs and has an impact on 

economic activity and triggers a recession. Previously there had been a more 

severe crisis, namely the financial crisis in Asia in 1997-98 which affected the 

Indonesian economy significantly and rocked the stability of the Indonesian 

economy at that time. Seen from a fiscal point of view, Laeven and Valencia 

(2013) say that the financial crisis, especially the banking crisis, can be very 

expensive, which is estimated to be 6.8 percent on average, but in the case of 

Indonesia more than 40 percent of GDP occurred in the 1990s (Claessens & Kose, 

2013). The Indonesian government has spent more than IDR 500 trillion on the 

rescue and rehabilitation of the banking sector, including Bank Indonesia liquidity 

assistance and banking recapitalization (Hadad, Santoso, & Arianto, 2003). 

However, in 2008 the global crisis did not significantly affect the Indonesian 

economy. Whereas in the United States it is different, rich people are destroyed 

and many wealthy people next to the house experience confiscation, so the biggest 

rescue is done by bailout for banks in the United States (Kiyosaki, 2016). 

The widespread impact of the global financial crisis underlined the 

importance of anticipating the consequences of previous crisis damage. Likewise, 
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in 2007-09 the global financial crisis became a painful and sad reminder for all 

countries. This crisis has hit many countries, both small and large countries and 

poor or rich countries. Besides that, this global financial crisis illustrates the 

relevance of systemic risk. 

Early research on systemic risk focused primarily on the problem of 

contagion and was, to a large extent, motivated by serial bank failures in emerging 

market during the 1990s. For example, Rochet and Tirole (1996) define it as 

essentially contagion or the risk of financial distress spreading from financial 

institution to institution. De Bandt & Hartmann (2000) define systemic risk as a 

systemic event that affects a large number of financial institutions or markets in a 

strong sense so that it damages the general functioning of financial systems that 

function well. A more succinct definition by Borio (2013) interprets systemic risk 

as an event or a process, by which an initial distress of a financial institution 

(endogenous event) or a macroeconomic shock (exogenous event) spread 

throughout the financial system via specific transmission channels that include 

balance sheet links and overreaction to bad news by individual institutions and 

investors. Moreover, according to Bank Indonesia (2018) systemic risk is defined 

as the potential for instability due to contagion in some or all financial systems 

because of interactions with size, complexity, linkages between institutions and / 

or markets finance (interconnectedness), as well as the tendency for excessive 

behavior from financial actors or institutions to follow the economic cycle 

(procyclicality).  
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One of the main drivers of systemic instability that arises in a crisis is 

the increasing level of pressure in large banks (Pais & Stork, 2013). According to 

Greenwood et al. (2012), financial pressures experienced by banks can 

contaminate other banks and roll into wider shocks on the financial system, this is 

what he calls systemic risk. After the Asian crisis, in addition to the significant 

scale of the phenomenon, systemic risk is more attention given to disruption in the 

functioning of the financial system that results in default and has a negative 

impact on the real economy (Smaga, 2014). 

A key element in defining systemic risk, De Bandt and Hartmann 

(2000) mentions shock and propagation or contagion as important elements in 

systemic risk. Contagion can occur through two main channel relationships 

between financial institutions namely first, contract dependence; second, fire-sale 

spillovers.
1
 This makes systemic risk easily occur in banks. The relationship 

between strength of the shock and the impact of the shock is illustrated by the 

following figure: 

 

 

 

 

 

 

 

                                                             
1
 See full in (Claessens & Kose, 2013) which includes more complete literature on contagion 
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Source: Smaga (2014) 

FIGURE 1.1 

 Systemic risk matrix 

Based on the figure above, it can be understood that the relationship 

between the strength of the shock and the impact given is positively correlated or 

in other words the stronger the shock that occurs, the greater the impact. Whatever 

the source of the shock, a high degree of systemic risk implies the potential for a 

cascade of distress or failure among financial institutions. In addition to shocks, 

there are other important elements related to systemic risk, namely contagion, 

typically used to describe how the crisis spread so virulently throughout the 

region. But it is another way of saying that these countries’ economies were 

highly interconnected. The effects of contagion can be understood as systemic risk 

through various channels. This is based on the assumption that contagion cannot 

occur if there are no initial shocks and both the scale and rate of transmission 

between institutions exceeds expectations in "normal" market conditions (Smaga, 

2014). 

The negative impact of banking failures on the entire financial system 

caused a chain reaction from further default. Problems that occur in each bank can 

spread quickly to the entire banking system such as a row of dominoes. The 
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domino effect is often identical with contagion so that it can be understood as an 

embodiment of systemic risk. This is because the banking system is more 

vulnerable to inherent contagion (Smaga, 2014). 

Blancher et al. (2013) mentioned systemic risk formed through 3 

phases, namely buildup phase, shock materialization phase, and amplification and 

propagation phases. This systemic risk is very vulnerable to bank-based financing. 

Bats & Houben (2017) found that bank-based financing produces systemic risk, 

which explains poor economic performance in times of financial instability, 

compared to market-based financing that helps reduce systemic risk in general. 

They also mentioned a number of reasons why banks could produce systemic risk. 

First, banks are strongly influenced by good or bad times when their asset values 

increase or fall. Second, large asset-liability mismatches make them vulnerable to 

liquidity and interest rate shocks, and extreme to bank runs. Third, banks trade 

through many markets, intermediaries and systems that create a long chain of 

intermediation, add complexity and make banks become very connected where 

connectivity is the main systemic driver. 

In a country that uses a financial system based on banks, such as 

Indonesia, Germany, Argentina and other developing countries, the role of banks 

is very influential in the economy of their country. As an illustration, the 

following is the proportion of assets of financial institutions in Indonesia as a 

country that includes bank-based financial systems. 
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Source: Bank Indonesia Financial Stability Review, 2018 

FIGURE 1.2 

Share of Financial Institution Assets 

Based on figure 1.2 above, the dominance of banking asset shares on 

June 2018 was recorded at 74.08% of the total assets of financial institutions in 

Indonesia. The dominance of banking assets is surpassed by conventional 

commercial banks by 70.06%, while Islamic banks and rural banks are 2.80% and 

1.22% of the total assets of financial institutions in Indonesia. Director of Islamic 

banking Research and Development of the Financial Services Authority (OJK), 

Deden Firmansyah, delivered Islamic banking assets in July 2018 of IDR 443.03 

trillion of the total assets of national banks with the current market share at 5.72%. 

It is small compared to conventional banks, but Islamic banking still dominates 

the large proportion of the assets of Islamic-based financial institutions.  
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Source: Islamic Financial Services Industry (IFSI) Stability Report (2018) 

FIGURE 1.3 

Islamic Banking Share in Total of Banking Assets by Jurisdiction 

According to the above figure Indonesian Islamic banking share of 

total of banking assets is in grey colored bar indicated the share of assets is below 

15% while Malaysia Islamic Banking share in total banking assets by jurisdiction 

had improvement from 23.8% in 2016 to 24.9% in 2017. Malaysia indicated in 

dark green colored bars which means it is satisfied the criterion of having a more 

than 15% than share of Islamic banking assets in its total domestic banking sector 

assets and, hence, are categorized as systemically important.  

The global Islamic banking industry also experienced the dominance 

assets of the component of the global IFSI as shown in the figure 1.4 below.  
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Source: IFSB Secretariat Workings, IFSB report (2018) 

FIGURE 1.4 

Sectoral Composition of the Global IFSI 2017 

   

The large proportion of banking asset propositions, especially the 

context of Indonesia and Malaysia, makes Islamic banking easily vulnerable to 

systemic risk. Based on the Banking Systemic Risk Index, (Bank Indonesia, 

2018), capturing 4 (four) main risks in the banking sector include credit, liquidity, 

exchange rates, securities and capital risk. Blancher et al. (2013) also consider 

credit risk, liquidity risk, market risk (interest rates, exchange rates, or price 

shocks) as the most relevant types of risks to be monitored and reduced during 

each phase of systemic risk. This was later confirmed in the findings of Peltonen, 

Rancan, & Sarlin (2015) through analysis of various types of risk exposures 

indicating that credit is an important source of vulnerability.  
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Assessing systemic risk has been a key part of financial supervision in 

the region ever since. There are various types of systemic risk assessments than 

can be conducted, the Banking Systemic Risk Index (IRSP) used by the 

Indonesian financial system to measure the level of systemic risk. It can describe 

the systemic impact caused by a bank as shown in the following figure: 

 

Source: Bank Indonesia, 2018 

FIGURE 1.5 

 Banking Systemic Risk Index  

 

Viewing from the index above, The Banking Systemic Risk Index 

(IRSP), Indonesian level of systemic risk is maintained in the normal zone at 1.77 

at June 2018. The stability of this condition is very important to maintain because 

the banking industry still has the biggest contribution in the financial system. But, 

in the case of Malaysia, the Financial Condition Index is used as to summarize the 

current state of overall financial condition which comprised of three broad 

components covering the banking system, capital market and foreign exchange 
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market (Figure 1.6). An increasingly positive index indicate easing in financial 

conditions while a decreasing index implies potential stress.  

Source: Badrudin & Abu Bakar (2017) 

FIGURE 1.6 

Financial Condition Index for Malaysia 

 

According to the figure FCI above, the banking system particularly 

indicates eased in condition at end-September 2017 and the assessment as the FCI 

index indicates improving financial conditions since 2016. Even though banking 

resilience is quite strong in the face of the current economic turmoil, the resilience 

of both conventional and Islamic banking is important to improve and maintain. 

This is because these two banks are vulnerable to financial shocks, this is contrary 

to the general belief that the Islamic financial system is protected from financial 

shocks due to its interest-free nature (Kassim & Shabri Abd. Majid, 2010). In the 

case of Indonesia and Malaysia, which apply the dual banking system, Islamic 

banking has the potential for vulnerable conditions in economic life. Al-Banna 

(2017) found that Islamic banking was no more stable than conventional banking 
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after the global financial crisis and was sensitive to interest rate shocks even 

though Islamic banking prohibited the practice of interest. 

      

Sources: Bank Indonesia (2014) 

  FIGURE 1.7 

The Identification and Assessment of Systemic Risk 

 

Conditions when Islamic banking is not resilience, there should be 

shocks that triggers an imbalance that will provide risk transmission in Islamic 

banking. As shown in the figure 1.7 above, exogenous shocks can propagate and 

amplify the vulnerability of Islamic banking in the financial system. These shocks 

gradually diminish the resilience of Islamic banking. Generally, external shocks 

are reflected by macroeconomic fundamentals, which explain many banking 
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distress events. According to Loser et al. (2010) argued that macroeconomic 

fundamentals indirectly affect the banking system through different triggers that, 

in turn, have an impact on the banks’ balance sheets.  

Macroeconomic vulnerability results downturns in business cycle 

which the triggers financial distress. Macroeconomic indicators are therefore as 

risk transmission channel through external shocks trigger systemic bank events, 

Therefore, identifying and selecting indicators that are able to provide credible 

information about the possible severity of systemic banking events as a result of 

macroeconomic imbalances that arise and are able to provide credible information 

on the probability of a change in the financial cycle over time as a result of 

banking vulnerability are critically needed to be done, which later this indicator 

referred to as leading indicators.  

In addition, the economic recession in 2008-2009 reinforced user 

requests for cyclical composite economic indicators within leading indicators 

which focus on the availability of a more homogenous, timely and comparable set 

of macroeconomic indicators, allowing for a real-time monitoring of the economic 

situation and cross-country comparisons. Therefore, this study entitled “Selecting 

the Leading Indicators for the Resilience of Islamic Banking in Indonesia and 

Malaysia” attempts to develop and achieve the resilience of Islamic banking by 

selecting the leading indicators.  

This research observes and examines two countries, Indonesia and 

Malaysia, within comparable set of macroeconomic indicators that will signals the 
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external shocks and adversely affect the resilient of Islamic banking. Because 

macroeconomic indicators do not automatically provide the means to estimate the 

impact of events that have the potential to destabilize the financial system, the 

analysis of macroeconomic data includes an understanding of the linkage between 

macroeconomic vulnerability and exposure that arises in banking. Furthermore, to 

understand this linkage, an examination is needed by setting tolerable limits of 

external shock which will then ensure the resilience level of Islamic banking is 

established and maintained amidst macroeconomic vulnerability. 

B. LIMITATION OF THE STUDY 

Since there are complexity phase related to systemic events, the 

research focuses only to following limitations: 

1. Focusing on Islamic Banking in Indonesia and Malaysia 

2. The study period is ranging from 2010 – June 2019, monthly 

C. PROBLEM STATEMENT OF THE STUDY 

Based on the background and limitation of the study, the problem 

statement needs to solve is: What are the macroeconomic indicators that will 

signal the emergence of external shock and adversely affect the resilience of 

Islamic banking in Indonesia and Malaysia? 

D. OBJECTIVES OF THE STUDY 

According to the problem statement above, the objectives of this 

research paper is to know the macroeconomic indicator that will signal the 

emergence of external shock and adversely affect the resilience of Islamic 

banking in Indonesia and Malaysia? 
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E. BENEFITS OF THE STUDY 

The study is expected to give benefits to many segments.  

1. For the societies, this research may provide new knowledge and 

insight in term of Islamic banking in Indonesia and Malaysia. 

2. For the government/ policy makers, this study will be useful to create 

new policy for better Islamic banking performances which can be 

preventive action to financial instability and crises damage in future.  

3. Academic society, this research can be reference material to develop 

resilience of financial system. 

4. Banking companies, the results may help banking companies to 

enhance their performances and make decision.  

 

 

 

 

 

 

 

 

 


