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CHAPTER II 

THEORETICAL AND LITERATURE REVIEW 

 

Maintaining financial system stability is a goal carried out jointly 

between several authorities. The first critical line of defense in the resilience of 

financial institutions was designed in such a way through a number of reforms. As 

a standard setting body (SBBs), the Financial Stability Board works with national 

authorities to build and strengthen more resilient financial institutions. Each 

authority has its own authority but works together to achieve interests in achieving 

financial system stability. Various policy implementations and interactions 

between policies and authorities were mostly carried out as a response to the 

events of the 2008 and Asian global financial crisis 1998. Indonesia had first 

begun to take steps to implement macroprudential policies as one of the 

preventive steps in response to the 1998 financial crisis. The next step is to build 

and strengthen banking resilience as one of the institutions with the greatest 

influence in the financial system, including Islamic banking, focusing on the study 

of policy makers and academics including this research. This chapter will explore 

several theories that have links to the resilience of Islamic banking in order to 

have good resistance in resisting shocks. 
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A. THEORETICAL REVIEW 

 

1.1 Resilience Theory   

The word “resilience” seems to appear in much attention after 

global financial crisis occurs. This word has entered for the buzzword of 

the moment. Building and strengthening the resilience in banking sector 

frequently has been lauded at events as the focus for all especially the 

central bank in designing the prudential regulation. However, the standard 

definition itself still not in conclusive that will most likely end in 

confusion and competing definitions. The resilience theory, commonly 

defined as the system’s capacity to absorb the disturbance and shocks, the 

adaptive capacity and re-organize while undergoing change so as to still 

retain essentially the same function, structure, identity, and feedbacks. The 

term of banking resilience, Rose et al. (2009) defined the resilience as the 

ability to absorb interference without changing its state. In the other 

words, it is defined as the capacity of banking sector to adapt in response 

to short- and long-term shock economic condition while retaining in 

serving the real economy as its functions.  

Theoretically, the definition of resilience in banking sector argued 

by Christine Berry (2015) as the condition where individual bank is able to 

restrain from various shocks either external or internal shocks, and 

individual bank can adjust and absorb or respond immediately to every 

possible risk appear. Thus, banks can anticipate various potential risks that 

can affect the bank’s stability.  
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In addition, Berry et al. (2015) identify the three concept of 

resilience: 1) a single equilibrium or steady state” that related to the 

system ability to return to its origin condition following a shock; 2) a 

multiple equilibrium state that related to the ability of system to return to 

multiple different equilibria following a shock; 3) an evolutionary or CAS 

level of resilience that related to where resilience concept of describing a 

capacity to adapt rather than just a state. According to Crossen et al. 

(2014), bank can be considered to be resilience if they meet several terms:  

a. Able to absorb shocks without any government intervention 

b. Have ability to run its function in serving the real economy 

continuously, especially In running its function as an intermediary that 

provides loans, deposits from people, financial transaction and 

payment.   

Essentially when discussing about resilience, the stability comes 

arise as the closest understanding. In banking sector, the financial system 

stability refers to the stability of all financial institutions included non-

financial institution, financial market and infrastructure which involved in 

financial system. The financial system stability in banking sector 

considered has high level vulnerable due to its complexity and the role in 

economy.  

In fact, most definitions of financial stability and the 

“macroprudential approach” to financial supervision advocated by many 

financial stability bodies few years ago, such as the G20 and the Financial 
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Stability Board, emphasize the macroeconomic consequences of 

disruptions to the functioning of the financial system. Therefore, the 

resilience of Islamic banking to maintain financial stability is crucial as 

well to avoid the financial crisis happen.  

1.2 Shocks Theory 

A country which is an open economy highly integrated within the 

global economy resulting the higher sensitivity. Consequently, the more a 

country is opened, the more external shock extert an influence on domestic 

economy. Ngulube (2018) in case of Zambia found that the enhanced 

integration into the global financial system has made a country vulnerable 

to external financial shocks. The events that can alter direction with great 

speed leading to uncertainty about where the economy is heading by an 

unexpected or unpredictable event are called as shocks. 

Technically, a shock diversifies into external shock and internal 

shock which particularly may affected by exogenous and endogenous 

economic variables and idiosyncratic (unsystematic) and systematic risks. 

Thus, external shock can be defined as an unexpected change in an 

economic variable which takes place outside the economy. Exposure to 

external shock can make instability in macroeconomic.  

In the context of macroeconomics, shocks are found in vary 

widely. It depends on the causes as trigger in forming. A monetary shock 

happens when a central bank departs, without advance warning, from its 

pattern of interest rate or money supply control. A fiscal shock happens 
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when an unexpected change in government spending or taxations level 

happens. An inflationary shock occurs when prices of commodities 

increase abruptly while not all salaries are adjusted immediately or the 

production cost fall behind corporate revenues for the same set of reasons. 

A demand shock is due to a sudden change in patterns of private 

expenditure especially consumption spending or investment spending 

while if the shock is caused by the constrained supply, it is namely as 

supply shock which resulting the increase in price for particular product in 

common case or it can be produced when accidents or disasters occur.  

According to Allegret and Benkhodja (2011), UNDP (2014), 

Mimir and Sunel, (2015), Shousha (2016) reveals that the degree and 

extent to which external shocks are transmitted to the domestic economy 

depend on a number of characteristics. Some of characteristic which 

enhance the transmission of external shock include: 

a) Lack of flexibility of the exchange rate 

b) A strong concentration of exports, especially with a bias to 

commodities 

c) The level of integration in the global economy 

d) Limited productive capacities 

e) Lack of export competitiveness 

f) Overdependence on aid 

g) Inadequate foreign reserves 

h) Openness of the capital account 
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The impact of the external shock depends on its potential exposure 

through different stages of transmission mechanism: first, the extend of 

international integration of the country via trade and financial channels 

(including remittances); second, the structure and health of sectoral 

balance sheets such as in term of external financing requirement, currency, 

and maturity mismatches; third, the ability of policy makers to mitigate the 

impact of the shock through the policy stance in term of monetary policy, 

exchange rate flexibility, and linked to the strength of public sector, 

balance sheets, the current fiscal stance and the ability to use fiscal policy 

measures to absorb the impact of the global shocks (World Bank, 2009).  

1.3 Transmission Theory 

In assessing financial stability, the understanding the transmission 

channels that exist between the financial and real sectors of the economy is 

critically important. Besides in assessing the timing and effect of policy in 

economy also requires an understanding of which source and which 

transmission mechanism is responsible and affect the economy. Different 

transmission mechanism may require different actions to stabilize the 

economy. Many studies have tried to disentangle the contribution of 

sources and to identify the channels of transmission. According to Canova 

(2005), the financial channel plays a crucial role in the transmission.  

The Basel Committee on Banking Supervision’s result study on the 

transmission channels between the financial and real sectors, published in 

Bank for International Settlements working paper (2011), elaborated the 
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theory of three channels to exists between real and financial transmission: 

the borrower balance sheet channel, the bank balance sheet channel, and 

the liquidity channel.  

a. The borrower balance sheet channel, stems from the lenders’ 

inability to (i) assess fully borrowers’ risks and solvency, (ii) 

monitor fully their investments, and/or (iii) enforce fully 

repayment of debt. In this channel, there are two mechanisms. 

First, the borrower faces an "external finance premium", which 

refers to the costs of raised fund both externally and internally. 

This is typically inversely on borrowers’ creditworthiness 

which in turn to tie to net worth or equity of borrowers. Any 

shocks that affect the borrowers' net worth will affect their 

financing costs, which in turn will affect the volume of 

expenditure that the borrowers ultimately desire to undertake 

and thereby demand aggregately. For example, fluctuations in 

asset prices - a financial shocks - also affect the borrower net 

worth, which means that external finance premium also 

transmit financial shocks to the real economy. Second, the 

lenders unable to enforce repayment fully of debt that will lead 

to have collateral for borrowing then turning lowers production 

and spending and depresses asset prices farther due to any 

financial shock leading to a fall in the value of borrowers’ 

assets which are used as collateral.  



22 
 

 
 

b. The bank balance sheet channel, adverse shock to financial 

institutions’ balance sheet resulting the magnified effects on 

economic activity due to sharp contraction in credit. That 

magnified effects are originated from the inability of banks to 

fully insulate their supply of lending in response to such shocks 

and borrowers to be highly dependent on banks for credit. 

Sometimes, balance sheet channel divided into two separate 

components: 

a) The traditional bank lending channel, where shocks 

affect the cost and availability of credit which go 

beyond the traditional effect through interest rates.  

b) The bank capital channel, where a capital reduction in 

banks increases the cost of funds faced by banks and, in 

turn, the cost of funds faced by borrower. Bank capital 

is proved to have effect on lending even when the 

regulatory constraint is not momentarily binding, which 

implies that shocks to bank profits, such as loan 

defaults, can have a persistent impact on lending.  

c. The liquidity channels, as determinant of banks’ ability to 

extend credit and in turn to affect real economic variables. In 

some cases, it merely influences the strength of existing real 

and financial sector transmission channels.  
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Moreover, Mishkin (2010) elaborated the transmission channels 

differently through monetary policy affects aggregate demand. There are 

three channels mentioned in his study: the traditional interest-rate channel, 

other asset-price channels, and credit-view channels.  

d. The traditional interest-rate channel, discovered when the 

expansion of monetary policy occurs which stimulate the 

economy by affecting spending. When the price level increase, 

it turns the expected inflation, then it will decrease the real 

interest rate and stimulate the investment that will result an 

increase in the aggregate output (Y).  

e. The other asset-price channels, consist of the exchange rate’s 

effect on net exports, Tobin’s q theory (through the valuation 

of stocks or stock prices) , and wealth effect.   

f. The credit-view channel related to the impact of monetary 

policy on durable assets due to the asymmetric information in 

financial market. This information operates through the effect 

on bank lending, firms’ and households’ balance sheets.  

Transmission mechanism showed the process of which of the 

shocks can be transmitted into banking system. In relation to the resilience 

in banking sector, the understanding of this transmission can help to 

prevent and mitigate any risks to enhance and preserving the resilience of 

a banking system. 
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(i) Shock Transmission though the Rate of Inflation (Built –up 

Shock and Materialized Shock Periods) 

Source: Bank Indonesia (2014) 

FIGURE 2.1 

Shock Transmission through the Rate of Inflation 

 

 

(ii) Shock Transmission of the Nominal Exchange Rate Variable 

(Built-up shock and Materialized shocks periods. 
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Source: Bank Indonesia (2014) 

FIGURE 2.2 

Shock Transmission through the Exchange Rate 

 

1.4 Business Cycle Theory 

Macroeconomists have been concerned with the structure of 

business cycle fluctuations and their sources at least 50 years. Business 

cycle research in macroeconomics has been facing new challenges 

following the 2007-2009 Global financial crisis2.  

Business cycles are recurrent sequences of altering phases of 

expansion and contraction in economic activity. The name 

'business cycle' has some ambiguity, since it can refer to 

conceptually different economic fluctuation. Whenever the context 

does not eliminate ambiguity, the following qualifiers are used to 

distinguish the different concepts. The 'classical cycle' refers to 

                                                             
2
 See Linde, Smets and Wouters (2016) and Ramey (2016) for broad discussions.  



26 
 

 
 

fluctuations in the level of the economic activity (eg. measured by 

GDP in volume terms), the 'growth cycle' refers to fluctuations in 

the economic activity around the long-run potential level, or 

fluctuations in the output-gap (eg. measured by the de-trended 

GDP) and finally the 'growth rate cycle' refers to fluctuations of the 

growth rate of economic activity (eg. GDP growth rate). 

....(Organisation for Economic Co-operation and Development 

[OECD], 2001) 

Theoretically business cycle can explain fluctuations in some 

macroeconomic variables. Christina D. Romer (n.d.) simply defined the 

business cycle as the combination of expansions and recessions, the ebb 

and flow of economic activity. One of Romer’s key insights was business 

cycle do occur because disturbances to the economy of one sort or another 

push the economy above or below full employment and another possible 

cause of recessions and booms is monetary policy.  

In general, there are two highlight aspects in business cycle theory, 

the nature of shocks and the propagation process. The shocks follow the 

business cycle, the boom-and-bust mechanism becomes important to the 

shocks incoming to an economy. While, in term of propagation, it reflects 

the phases of evolution of systemic risk, including accumulation and 

subsequent potential risk materialization. 

Business cycles as we know them today were codified and 

analyzed by American economists Arthur Burns and Wesley Mitchell in 
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their 1946 book Measuring Business Cycles identified there are four 

primary phases of the business cycle or these also make up what is known 

as the “boom-and-bust” cycles, include:  

a. Expansion, a speedup in the pace of economic activity defined 

by hight growth, low unemployment, and increasing prices. 

The period marked from trough to peak. 

b. Peak, the upper turning point of a business cycle and the point 

at which expansion turns into contraction.  

c. Contraction, a slowdown in the pace of economic activity 

defined by low or stagnant growth, high unemployment, and 

declining prices. It is the period from peak to trough.  

d. Trough, the lowest turning point of a business cycle in which a 

contraction turns into an expansion. This turning point is also 

called Recovery.  

Here below is the figure of business cycle phases that can be useful 

as a tool for analyzing the performance of economy. 
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Source: corporatefinanceinstitute.com 

 

FIGURE 2.3 

Business Cycle Phases 

 

Fluctuations of the main macroeconomics variables can be 

described and explained by three business-cycle theories. They include the 

real business-cycle theory (RBC), the new Keynesian (NK) theory and the 

monetary business cycle (MBC). 

a) The Real Business-cycle (RBC) Theory   

In this theory, fluctuation is considered as a change in the level of 

natural output or balance while maintaining the classical model as a 

reference, even in the short term. Assuming complete price flexibility, this 

theory adheres to the classical dichotomy where nominal variables such as 

money movements and price levels do not affect real variables such as 

output and unemployment (Mankiw, 2000). 

This theory states that movements in the real sector are caused by 

natural factors in the sector itself that originated mainly from exogeneous 

shocks to the economy’s technology. Like the technological shock that 
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makes productivity increase which then ends in an increasingly increasing 

economy. In other words, all fluctuations in the real sector such as 

economic growth, unemployment, consumption and investment are the 

responses of economic agents to exogeneous real shocks. According to 

Tanjung (2012) mentioned that in this theory assumed that markets are 

perfectly competitive, no externalities or market failures exist, and 

individuals are fully rational. The competitive equilibrium of the market 

economy achieves resource allocation that maximizes the representative 

household’s expected utility given the constraints on resources (Kiyosaki, 

2011) 

In addition, another assumption that is also important in this theory 

is the neutrality of money in the economy. This also applies to the short 

term, where monetary policy will not affect real variables, such as output 

and employment opportunities. In RBC theory, there are two elements that 

is able to explain the economic fluctuations, namely the impulse 

mechanism which incorporates some trigger factors such as a 

technological shock, and changes in preferences, tax rates and monetary 

policy and the propagation mechanism, which some trigger factors are 

capital accumulation and the intertemporal substitution of leisure that will 

affect the investment process and wage rates, in turn to output fluctuations.  

b) The New Keynesian (NK) Theory 

New Keynesian view business cycle are the result of nominal 

rigidities. This theory emphasized the importance of unstable aggregate 
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demand in macroeconomic fluctuations. It combines elements of supply 

side and monetarist theories. Because this theory is built on the traditional 

aggregate demand and aggregate supply model, in this theory it is said that 

the change in price from the slightest cost will have a large 

macroeconomic impact due to the externality of aggregate demand. This 

theory has included supply side shocks, monetary instability with shocks 

to money demand in the model (Mankiw, 2000).  In ability to induce then 

aggregate supply shifts both in the short or long run, shocks to the supply 

side of the economy are essential due to marginal cost-curve shifts besides 

there is monetary instability and shocks to money demand as important 

sources of macroeconomic fluctuations. 

TABLE 2.1 

The Comparison of RBC and NK theory 

 

Indicator Real Business Cycle Keynesian Business 

Cycle 

Market Perfect competition Market failure 

Pricing Flexible Rigid 

Wage determination Flexible Rigid 

Future Rational Expectation Future uncertainty 

Variable Real variable Monetary variable 

affects real variable 

Money Money is neutral Money is not neutral 

Source: Romadhon, 2017 
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c) The Monetary Business Cycle (MBC) Theory 

Monetary business cycle theory emphasizes the importance of 

demand shocks, especially to economic fluctuations, but only in the short 

term. In monetary and Keynesian business cycles, money affects output 

while the real business cycle theory states that output affects money. This 

theory observes that the monetary transactions are used as intermediate 

service to enhance aggregate production. The aggregate production 

increases as productivity rises, in turn to increase the demand for financial 

services.  

In relation to resilience, the business cycle helps as a tool for 

analyzing the performance of economy or to explain the response of 

banking system to external adverse shocks, gives the mechanism through 

which shocks propagate from macroeconomic imbalances to a banking 

system especially in banking sector by explaining the evolution of both 

shocks and vulnerability that affect its resilience.  

B. CONCEPTUAL REVIEW 

2.1 Islamic banking 

Islamic banking and conventional banking differ based on their 

principles and practices. Islamic banking activities are regulated 

completely based on Sharia principles or macro and micro values (Bank 

Indonesia, 2014). Antonio (2005) defined a Sharia bank as a bank that 
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operates in accordance with Sharia principles and whose operations refer 

to the provisions of the Qur'an and Al-Hadith. 

According to Bank Indonesia (2014), the macro values referred to 

in the form of justice, maslahah, zakat system, interest free (usury), free 

from speculative activities (maysir), free from things that cause doubts 

(gharar), and use money as a medium of exchange. Then, the micro values 

meant in the practice of Islamic banking which include shiddiq, amanah, 

tabligh, and fathonah. In addition, indicators that can support the success 

of Islamic banking include the success of the world and the hereafter (long 

term oriented) which is very concerned about the source, the correctness of 

the process, and the benefits of the results. 

The basis for the operation of Bank Muamalat Indonesia as the first 

forerunner of Islamic banking in Indonesia is the legal basis that is built 

based on the existence of Law No. 7 of 1992 which was later revised into 

Law No. 10 of 1998 and Law No. 21 of 2008 concerning Islamic banking. 

While Islamic Banking governance in Malaysia is referring to Islamic 

Banking Act 1983, where at the time the Bank Islam Malaysia Berhad is 

established as the first Islamic Bank in Malaysia, and Islamic Financial 

Services Act 2013. Meanwhile, in the Al-Qur’an also mentioned the basic 

foundations of Islamic banking law. As, it is mentioned in Surah an-Nisa 

verse 29 and this verse become one of Islamic law foundation about 

Islamic banking. 
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 َوََل تَْقتُلُىا ۚ    َعْه تََزاٍض ِمْىكُمْ  يَا أَيَُّها الَِّذيَه آَمىُىا ََل تَأُْكلُىا أَْمَىالَُكْم بَْيىَُكْم بِاْلبَاِطِل إَِلَّ أَْن تَُكىَن تَِجاَرة  

ا  َ َكاَن بُِكْم َرِحيم   .أَْوفَُسُكْم   إِنَّ َّللاَّ

O you who have believed, do not consume one another's wealth 

unjustly but only [in lawful] business by mutual consent. And do not kill 

yourselves [or one another]. Indeed, Allah is to you ever Merciful. 

a.  Determination of Indicators in Islamic Banking Crisis Monitoring 

Identifying the emergence of build-up conditions from systemic 

risk, the Reserve bank of New Zealand proposes several indicator criteria 

(Wolken, 2013): 

1. Relevance 

Indicators must be able to explain the relationship between economic 

conditions and the financial system. 

2. Collectable 

Data from an indicator can be collected and used continuously for the long 

term 

3. Comprehensive & dynamic 

Indicators must be comprehensive in the financial system and can change 

over time 

4. Forward looking 

Indicators can be used to carry out predictions of future economic 

conditions so that they can anticipate various potential risks. 

5. Accurate 
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The indicator has good accuracy with the smallest error rate in giving a 

signal. In measuring the smallness of the error can use the noise to signal 

ratio (NSR). 

According to Bank Indonesia (2016) the discussion of indicators in 

monitoring systemic risk is as follows: 

a) Indicator monitoring based on: 

1) Procyclical indicators 

This indicator has a one-way movement with the business cycle 

2) Countercyclical indicators 

This indicator has a movement that is not one-way with the 

conditions of the business cycle (business cycle). 

3) Acyclical indicators 

This indicator has no clear relationship with the conditions of the 

business cycle 

b) Monitoring indicator based on time 

1) Leading indicators 

This indicator has the nature of movement earlier than the 

movement of the aggregate economy. This condition causes 

leading indicators to be used to predict economic conditions. 
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2) Coincident indicators 

Movement in indicators that are coincidental is coincided with the 

business cycle. With this indicator, we can find out the current 

economic conditions. 

3) Lagging indicators 

Movement in this indicator occurs after the business cycle. 

c) Monitoring indicators based on forming components 

1) Single indicators 

This indicator is prepared using only a few data and this indicator 

can be used to capture a single movement or condition in the 

financial system. One example of a single indicator in Islamic 

banking is the non-performing financing (NPF) ratio as one of the 

risk indicators in Islamic banking financing. 

2) Composite indicators 

This indicator is compiled based on a combination of more than a 

few indicators in the economy. One example of composite 

indicators is the financial system stability index (ISSK) used by BI 

to assess the condition of financial system stability in 

macroprudential supervision. 

In addition, in monitoring cyclical movements and signaling peaks 

and troughs in business cycle, composite economic indicators have 
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traditionally related. The type of composite economic indicators, as 

illustrated in figure below, can be divided into two main categories: 

cyclical and structural indicators. The reason why composite economic 

indicators constructed is the need for early warning signals. 

 

 Source: Economic Commission for Europe, Interim Report (2018) 

 FIGURE 2.4  

Types of composite economic indicators 

 

b. Macroeconomic variables (Leading Indicators for Islamic Banking) 

1. Gross Domestic Product (GDP) 

GDP is only one measure of the health of the economy and 

become widely used as a reference point either for the health of 

national or global economies. According to International Monetary 

Fund (2018), GDP measures the monetary value of final goods and 

services produced in a country in a given period of time quarterly or 
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annually. However, not all productive activity is included in GDP, for 

example unpaid work and black-market activities due to the difficulties 

in measuring value accurately. GDP also does not reveal the overall 

standard of living or well-being of a country. Theoretically, GDP can 

be viewed in three different ways: The production approach, the 

expenditure approach, and the income approach.  

GDP is important because it gives information about the 

size of the economy and how an economy if performing. The growth 

rate of real GDP commonly used as an indicator of the general health 

of the economy. In relation to resilience in banking, Islamic banking, 

GDP as leading indicator is capable to be macroeconomic indicator 

that will signals the adverse shocks and the resilience of Islamic 

banking.   

2. Inflation 

Inflation is the rate of increase in prices over a given period 

of time. Inflation represents how much more expensive the relevant set 

of goods and/or services has become over a certain period, most 

commonly a year (IMF, n.d.). The most widely measure of inflation is 

consumer price inflation, the percentage change in the consumer price 

index (CPI) over a certain period. Low, stable and predictable inflation 

is good for an economy because it is easier to capture it in price-

adjustment contracts and interest rates, reducing its distortionary 

impact. Moreover, knowing that prices gives consumer an incentive to 
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make purchases sooner, which boosts economic activity. Inflation 

targeting has been made by many central bankers as primary policy 

objective in maintaining low and stable inflation. In relation to 

resilience, banking closes to economic activity and it will directly and 

indirectly affect the banking.  

3. Exchange Rate 

Nominal exchange rate is the price of one currency in terms 

of another. While Real Exchange Rate (RER), measures the value of a 

country’s goods against those of another country, a group of countries, 

or the rest of the world at the prevailing nominal exchange rate. But, 

for the most part, economists and policymakers are more interested in 

the real effective exchange rate (REER) when measuring a currency’s 

overall alignment. The REER is an average of the bilateral RERs 

between the country and each of its trading partners, weighted by the 

respective trade shares of each partner. Because it is an average, a 

country’s REER may be in “equilibrium” (display no overall 

misalignment) when its currency is overvalued relative to that of one 

or more trading partners so long as it is undervalued relative to 

others…. Even though they are imperfect, large variations in REERs 

have signaled large exchange rate overvaluations that have helped 

predict many financial crises and that explain many trade imbalances 

between countries…(IMF, n.d.). 
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C. PREVIOUS RESEARCH 

 
There is a close link between macroeconomic developments and the stance 

of banking sector (Blank & Dovern, 2010). According to Jahangard and 

Abdolshah (2018) in their study about the effect of macroeconomic variables on 

banking industry stability, they found that inflation and GDP has a significant and 

negative effect on the stability of the banks. While the interest rate variable has a 

significant and positive impact on the stability. The negative effect is because of 

the negative correlation between GDP growth rate and the profits of banks. In 

another literature not only GDP and inflation will affect the stability of banking 

sector, so monetary sector does. In Blank and Dovern’s (2010) investigation about 

what macroeconomic shocks affect the German Banking system, found that 

monetary policy shocks are the most influential shocks for distress in banking 

sector. The other literatures related to Islamic banking is summarized in the Table 

2.2 below: 

TABLE 2.2 

The Relationships between Macroeconomic Variables and Bank/ Financial 

Stability 

Authors (Year) Macroeconomic Variables Findings 

Yoghi Citra Pratama 

(2018); “Macroeconomic 

Variable and Its Influence 

on Performance of 

Indonesian Islamic 

Banking” 

SBI interest rate, exchange 

rate, inflation rate 

IRF analysis shows that 

the performance of Islamic 

banking having short-term 

shocks to fluctuations in 

macroeconomic variables 

but stable in the long-term, 

and based on the variance 

decomposition, shocks of 

macroeconomic variables 
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only gives little effect on 

performance of Islamic 

banking 

Ahmet Faruk Aysan, 

Mustafa Disli, Adam Ng, 

Huseyin Ozturk (2016); 

“Macroeconomic shock 

and Islamic bank behavior 

in Turkey” 

GDP, Overnight money 

market rate, VIX index 

Positive GDP shocks 

negatively affect 

conventional bank 

deposits, Islamic banks 

tend to attract more 

deposits.  

Nur Afiyah Nazib, Mansur 

Masih (2017); ”The 

Response of Monetary 

Policy Shocks on Islamic 

Bank Deposits: Evidence 

From Malaysia Based on 

ARDL Approach” 

Overnight Policy Rate, 

Money Supply, GDP, CPI 

The monetary policy 

shocks still have an 

influence on the Islamic 

banking deposit in 

Malaysia. Additionally, 

the Islamic banking 

deposits a real so highly 

influenced by the level of 

inflation which comes out 

to be the most exogenous 

variable among all. 

Sudarso Kader Wiyoro, 

Kharisna Ayu Effendi 

(2018); ”Islamic Bank 

Credit Risk: 

Macroeconomic and Bank 

Spesific Factors” 

GDP, inflation GDP and inflation which 

have been proven to 

influence negatively and 

significantly the credit risk 

Tita Nursyamsiah (2017); 

”Macroeconomic 

Determinants of Islamic 

Banking Financing” 

CPI, interest rate, real 

output, trade 

Islamic banking financing 

is relatively sensitive to 

the shock of price level, 

real output and interest 

rate.  

Zuriyati Ahmad, 

Noorazlina Ahmad, Nurul 

GDP, inflation, financial 

crisis 

Shock event which is 

represented by financial 
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Syuhada Baharuddin 

(2019); ”Bank Risks, 

Shock Event and 

Profitability in Islamic 

Banks: Adoption of Panel 

Data Approach” 

crisis is found to be 

following the expected 

magnitude but has 

insignificant influences on 

the changes of Islamic 

bank profitability 

Kharisya Ayu Effendi, 

Rozmita Dewi Yuniarti 

(2018); ”Credit Risk and 

Macroeconomics of 

Islamic Banking in 

Indonesia” 

GDP, inflation, 

unemployment rate 

GDP and unemployment 

rate have a significant 

effect on credit risk of 

Islamic banking in 

Indonesia. While the 

inflation has a negative but 

insignificant effect on 

credit risk in Islamic 

banking of Indonesia 

Imane Yousfi (2016); 

”The Impact of 

Macroeconomic, 

Structural Variables and 

Banks’ Characteristics on 

Islamic Banks 

Performance: Panel 

Evidence from Jordanian 

Banks (2000-2014)” 

GDP, inflation GDP and inflation have a 

significant impact on 

Islamic banking 

performance.  

Duygu Zirek, Fusun 

Celebi, M. Kabir Hassan 

(2016); ”The Islamic 

Banking and Economic 

Growth Nexus: A Panel 

VAR Analysis for 

Organization of Islamic 

Cooperation (OIC) 

Countries” 

Economic growth, capital 

stock, unemployment, 

inflation, government 

expenditure 

A positive and significant 

relationship between 

Islamic finance and 

economic growth. This 

relationship is robust with 

regards to several 

macroeconomic control 

variable. In the long run, 

economic growth responds 
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positively to shocks in 

Islamic instruments.  

Rizky Yudaruddin (2016); 

“Dampak Faktor Makro 

Ekonomi Terhadap 

Stabilitas Bank 

Pembangunan Daerah Di 

Indonesia” 

GDP, Inflation, interest rate Inflation positively 

influence insignificant to 

banking stability while 

GDP positively influence 

significant to banking 

stability 

Hasan Al-Banna (2017); 

“Vulnerability in Islamic 

Banking: Case of 

Indonesia” 

GDP, inflation, interest 

rates, exchange rate 

The stability of Islamic 

banks mostly contributed 

by its own stability then 

followed by GDP, interest 

rate, exchange rate and 

inflation. 

 

D. RESEARCH FRAMEWORK 

Islamic banking in Indonesia and Malaysia plays critical role in providing 

essential economic function and service to the entire financial system and the 

overall economy. They also show a good movement and development which is 

indicated by the increase in assets, numbers of products, awareness and 

understanding, and regulatory framework. However, there should be shocks that 

triggers an imbalance that will provide risk transmission in Islamic banking. 

Exogenous shocks can propagate and amplify the vulnerability of Islamic banking 

in the financial system. These external shocks gradually diminish the resilience of 

Islamic banking and worsen the vulnerability. Therefore, the magnitude of these 

shocks has made Islamic banking require special supervision to get resilience.  

Generally, external shocks are reflected by macroeconomic fundamentals, 

which explain many banking distress events, as argued by Loser et al. (2010) that 
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macroeconomic fundamentals indirectly affect the banking system through 

different triggers that, in turn, have an impact on the banks’ balance sheets. The 

macroeconomic indicators in this research study are inflation, exchange rate, and 

GDP. This research identifies and selects the 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, which later this indicator referred to as leading 

indicators.  

 

FIGURE 2.5 

CONCEPTUAL FRAMEWORK 
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E. RESEARCH GAP AND HYPOTHESIS 

Resilience researchers often focus on cataloging risks and fixing problems. 

This is, of course, understandable because vulnerable and shock banking require 

attention and researcher wants to address the deleterious factors that may 

contribute to poor outcome for banking. This research will focus on finding the 

certain leading indicators that may address and signal the external shocks and 

adversely the resilience of Islamic banking. In this theme issues of early warning 

system, for example, building the index of resilience in Islamic banking sector in 

need of attention. These kinds of studies are necessary and useful, but there are 

problem-focused reference points that often focus on the internal problems on the 

banking and less comprehensive to build the resilience as a whole banking distress 

through index. Several of the papers in this theme issue on banking resilience are 

found closer to banking performance focus in financing and deposit, although not 

intentionally applying a resiliency approach, include attention to leading factors. 

Thus, in filling the gap, this research will focus to find the macroeconomic 

indicator that will signals the emergence of external shock and adversely the 

resilience of Islamic banking.  

 Based on the theoretical review, the conceptual review, and the previous 

research, the researcher adduces hypothesis: 

H1: GDP, Inflation, and Exchange rate are the best macroeconomic indicators that 

will signals the emergence of external shocks and adversely affect the resilience 

of Islamic banking. 


