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ABSTRACT

As a financial intermediary the banking sector plays a critical role mobilizing funds
between the surplus and shortage units . However, the global financial market has
experienced a marked change as a result of the shift from financial repression to
financial liberalisation. Such a shift led to the flow of capital across borders and the
financial sector development. Competition and deregulation of interest rate are the two
mechanisms of financial liberalisation. The effect of financial liberalisation on
financial stability can be passed through or mediated by these two mechanisms. In
Islamic banks, the mediating effects may differ from those of conventional banks due
to the Shariah constraints. A liberalised banking sector prompted commercial banks to
intensify risk-taking activities, which ultimately could affect the financial stability
adversely vis-a-vis the survival of smaller banks. This study, therefore aimed to
analyse the mediating role of competition and interest rate in the relationship between
financial liberalisation and financial stability in Malaysian conventional and Islamic
banks. As the sample period of this study covered the periods of two financial crises,
namely the 1997 Asian Financial Crisis and 2008 Global Financial Crisis this study
further investigated such mediating relationships prior, during and after the said
financial crises. Using the PLS-SEM method, the empirical results showed that
financial liberalisation significantly affected financial stability of conventional and
Islamic banks. Likewise, competition and interest rate significantly mediated the link
between the financial liberalisation and financial stability. Meanwhile, competition
was the only significant mediator between financial liberalisation and financial
stability before and during the 2008 Global Financial Crisis. This research extended
the financial liberalisation theory, structure-conduct-performance theory, competition
fragility view and competition stability view in predicting financial stability by
investigating the mediating role of the two financial liberalisation mechanisms. This
study found that the competition fragility view holds conventional and Islamic banks
when competition mediates the relationship that will affect financial stability. The
government need to intervene to preserve the financial stability when there is a
competition . It also can be concluded that this study has an implication for policy
makers and the banking industry. As for Islamic banks, they need to preserve their
stability in the financial liberalisation setting with the mediation for both competition
and interest rate. Lastly, competition and interest rate needs to be set at the best
possible level so that financial stability can be well preserved especially for Islamic
banks that are abide by the Shariah. An area of novelty offered by the study lies in
examining the mediating variables of competition and interest rate between the
financial liberalisation and financial stability by comparing between the Islamic and
conventional banks.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Financial stability can be achieved when the process of financial intermediation
functions steadily and at the same time there is a confidence in the financial
institutions’ operations. The banking sector acts as the financial intermediary in
mobilizing the fund between the surplus and deficit units. Therefore, Banks act as the
financial intermediaries that will translate the monetary policy in the financial system
in order to promote financial stability. On the other hand, financial instability can have
a repercussion effect on the economic system. Financial instability can lead to a
financial crisis or spill over effect to the other parts of the economy. Hence, it is very
crucial to have a sound and stable financial system that supports efficient allocations
of resources and the dissemination of risk in the economic system. The financial
system plays a critical role in the economy. For the economic development and
growth, an efficient and stable financial system is vital. Therefore, a disturbance in the
financial market due to economic events, such as financial liberalisation , can trigger
financial instability.

The global financial system has seen dramatic changes as a result of the
shifting from financial repression to financial liberalisation that leads to a capital
flows across borders and the financial sector development. Therefore, the shifting
from financial repression to financial liberalisation , i.e., the deregulation or financial

reform of the domestic financial market will affect financial system’s stability due to



the reform in the banking policy. The pace of financial liberalisation needs to be in
alignment with the system’s ability and capacity in absorbing these changes without
the financial stability being undermined (BNM, 1999). Arteta, Eichengreen, and
Wyplosz (2001), and Fuchs-Schundeln and Funke (2001) argue that in the financial
liberalisation regime, the financial stability can be achieved through a financial
development, which facilitates the economic growth of the financial sector and
product innovation. On the other hand, financial liberalisation has also been identified
as a source of financial instability that leads to a financial crisis (Hamdaoui, 2017). As
a result of the global integrated system and pressure from the financial liberalisation
process, the financial system now plays a larger role in the pricing and management of
economic and financial risk. Financial stability factors such as increasing cross-border
integration and the establishment of international financial institutions make financial
crises more easily spread across countries. When international financial institutions
exist, risks are also transmitted globally, and the effects of competition brought on by
financial deregulation can lead to financial system instability. The instability will
result in insufficient or excessive competition between financial institutions and new
entrants. In a global environment, financial crises can happen quickly, with a speedier
spread of contagion. This is because a more integrated system due to financial
liberalisation not only will increase the rate of return, but will also increase the
systemic risk because such a system will affect the bank behaviour to take the risk by
giving more financing to the customers (Cubillas and Gonzalez, 2014). Eventually, a
financial crisis will erupt in the financial system.

The theory of financial liberalisation was originated by McKinnon’s (1973)
and Shaw’s (1973) the seminal works. These researchers contend that in developing

countries, financial repression undermines the economic growth. Hence, they propose



the utilization of the policies of financial liberalisation with the aims to promote
investments and savings as well as economic growth. Mckinnon (1973) and Shaw
(1973) found that financial liberalisation could exert a positive impact on growth rates
as interest rate levels raise their competitive market equilibrium, while resources are
efficiently allocated. Financial system need to be sound and stable to achieve the
economic growth. Therefore, the liberalisation of the financial system is done by the
deregulation of the interest rates, removal of the barriers on capital flows, and removal
of the barriers on competition among the financial institutions (Allegret, Courbis, and
Dulbecco, 2003).

Financial liberalisation will induce competition. The theories that can link
competition and financial stability are competition stability and competition fragility.
Under the competition fragility view proposed by Keeley (1990), the pressure of
competitive environment with a more pressure on profit cause banks to have higher
incentives to take more excessive risk. Banks tend to increase in their risk-taking
activities by financing riskier projects for higher returns. Therefore, when banks
increase their risk, it will reduce the value of the firm, i.e., the charter value. This will
result in higher fragility (Beck, 2008). The competition fragility predicts that banking
systems that are less competitive tend to be more stable. On the hand, a contrast view
posits that more competition will result on stability. Boyd and De Nicolo’s (2005)
competition stability view argues that with less competition, i.e., a more concentrated
market in the loan marker results in a higher cost of borrowing for consumers from the
monopoly bank. Therefore, the credit risk to the bank will increase because of a higher
interest cost.

Bank will make excessive risk taking especially on the asset side in order to

compete among themselves in the banking industry. Banks’ excessive risk-taking



behaviour is also due to the selling of financing products from the market to tradable
securities or securitization (Marques-Ibanez, Altunbas and Leuvensteijn, 2014). By
selling the financing products, the banks will receive cash through securitization and
more new transactions for their business can be generated. Banks can give more
financing and earning through new financing transaction because the banks need to
compete. For this reason, financial liberalisation is usually followed by a boom-bust
cycle (Ramirez, 2007) because it will stimulate economic activities supported by
lending activities. During this cycle, banks expand their credits by taking excessive
credit risk due to the increase in lending activities due to competition. This notion is
supported by Gruben, Koo, and Moore (2003), and Daniel and Jones (2007), of which
they deduce that in a liberalized regime, it is more likely for banks to face a failure
due to financial liberalisation .

Another mechanism of financial liberalisation is the deregulation of interest
rates. Based on the financial liberalisation theory (Mckinnon and Shaw, 1978), during
the financial liberalisation , the interest rate ceiling should be lifted up and the market
forces should be allowed to determine the interest rate. It is expected that there would
be a high rise of interest rates. In the theory, it is ideal for the interest rate to increase
to stimulate savings and investments that can boost the economic growth. However,
by deregulating the interest rate, it will have an exposure on the bank’s statement of
financial position. This is because banks need to adjust the lending and deposits rate
due to the deregulation in order to get the highest net interest margin. This exposure
occurs when there is a mismatch of asset and liabilities due to the duration of
financing with the adjustment of the interest rate. Therefore, the bank is in a

vulnerable position to become more fragile and exposed to a financial crisis.



The financial crisis has fundamentally altered the banking industry’s structure.
The relationship among financial liberalisation , competition, and interest rate on
financial stability has been frequently debated by academics and policy makers after
the financial crisis. The 1997 financial crisis in Asian has resulted in concerns on the
financial system stability of the Asian countries. The 1997 crisis has brought up the
issue of uncontrolled financial liberalisation and the repercussion for the economy
system as a whole (Wang, 2007). The 2008 global financial crisis, which is known as
a subprime crisis had led to the bank financial crisis and failures. This subprime crisis
was contagious to every part of the world. In the event of the subprime crisis, banks
were declared insolvent and some Asian countries were also affected by this financial
crisis. According to Lukas (2013), financial liberalisation may also induce an
excessive risk-taking behaviour and macroeconomic volatility, and thus leads to more
frequent crises. Hence, a financial crisis affects the banks when there is financial
liberalisation with a weak regulation and supervision during the financial crisis
(Angkinand, Sawangngoenyuang, and Wihlborg, 2010). Therefore, the effect of
financial liberalisation on financial crisis becomes the main issue that triggers the
financial crisis through banks’ excessive risk taking (Rokhim and Susanto, 2013;
Ionescu, 2013). According to Demirgiic-Kunt and Detragiache (1998), under the
pressure of an increased competition, financial liberalisation could trigger the
occurrence of crises in the condition that it induces an excessive risk-taking
behaviour.

The effect of financial liberalisation on Islamic banks’ financial stability versus
that of conventional banks is an issue to be further researched. The rulings in Shariah
and also the transparency of the contract make the operation of Islamic and

conventional banks different in terms of product offering and asset liability structure



(Ashraf, Rizwan, and L’Huillier, 2016). The assets liability structure of a bank will
determine the risk-taking behaviour of the bank (IMF, 2011). As an example, for
Islamic banks, the concepts of profit and loss sharing (PLS), and non-profit and loss
sharing are being used for their assets and liabilities activities. Under PLS the credit
risk from the banks can be shifted to the investment holders rather than to the debt
holders. According to Cihak and Hesse (2010), on the assets side, the negative shock
can be passed to investment depositors using the concept of PLS where the bank will
share the risk with the depositors. According to the classic theory, the current interest
rate is determined by the amount of money saved and invested. As a result, interest
rates are a significant role in determining people's saving habits (Abduh, Omar, &
Duasa, 2011). In practise, every change in interest rates in conventional banks affects
both conventional and Islamic bank deposits and loans (Erge¢ & Arslan, 2013). The
research conducted by Kasri and Kassim (2009) support this association that impacts
deposits and shariah savings loans, providing them with a high rate of return and low
interest rates. Therefore, the exposure will be on how the Islamic banks can offer a
competitive rate in order to compete in the dual banking environment since both the
deposit and financing activities rely on interest rate. According to Usmani (2002), that
the same benchmarking was applied by both conventional and Islamic institutions.
According to Khatat (2016), the interest rate is an important tool for both conventional
and Islamic banking systems since it facilitates the monetary transfer from the
conventional to the Islamic system through interest rate channels. Although some
studies claim that the profit-sharing structure has little effect on the number of
contract, Erge¢ and Arslan (2013) discovered that interest rates had an impact on the
products offered by Islamic and conventional banks. As a result, the profit-sharing

structure used by Islamic banks remains a key variable in the current study.



Thus, with these two parallel systems, it is important to compare between
conventional and Islamic banks because they operate within the same regulatory
environment, and thus it is vital to look at whether or not the exposure is the same for
both types of the banks. According to Ros, Abdul-Majid, and Nor (2011), relatively
new international Islamic banks require longer time to compete since they are
inefficient, while conventional banks with Islamic bank subsidiaries do not show any
improvement in efficiency during financial liberalisation. Therefore, by comparing
between conventional and Islamic banks, it could provide the insights into whether
with competition, it is favourable or unfavourable for the banks to operate in the dual
banking system. Moreover, by having the same benchmarking for the interest rate,
Islamic banks are most likely to be affected by the economic events with potential
systemic consequences similar to the conventional banks (Sundararajan and Errico,

2002).

1.2 FINANCIAL LIBERALISATION : AN OVERVIEW

As mentioned earlier, the theory of financial liberalisation came from the seminal
works of Shaw (1973) and Mckinnon (1973). Both researchers argue, for economic
growth, financial repression must be moved into financial liberalisation . The
objectives of financial repression are to sustain the stability of the financial system
through the provision of loans subsidies to particular sectors, regulation of the banking
sector, and controlling of the interest rates. Shaw (1973) and Mckinnon (1973)
contend that controlling the interest rates will affect the deposits in terms of negative
real interest rates, which discourages savings. Savings are discouraged by lower
interest rates. For developing countries, the primary source of investment is savings.

Therefore, lack of sufficient funds has distorted investment from private incentives. In





