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Effectiveness of monetary policy in the presence of Islamic banks
(the case of Saudi Arabia)

By: Ayman Abkar Hassan Bakhaash

(PhD, Economics, College of Islamic Economic Sciences, Umm Al-Qura University / Makkah Al-

Mukarramah, Kingdom of Saudi Arabia)
Abstract

The Kingdom of Saudi Arabia is considered one of the countries in which the banking system is
characterized by the presence of Islamic banks that operate alongside conventional banks (a dual
monetary system), and this feature affects the effectiveness of monetary policy. In that way, a
research adopted to examine the reality of monetary policy in KSA and its characteristics, in
addition to econometric study which aimed to assess the effectiveness of the credit channel under
the dual financial system. The study relies on quarterly time series data during the period (2008Q:-
2019Q:) by using the Structural Vector Autoregression model (SVAR) to estimate the econometric
models.

Moreover, the study is distinguished by the fact that it will focus on more than one monetary policy
tool (interest rate and monetary base) and more than one economic objective (economic growth

and price stability) to study the channels of influence of monetary policy,
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which helps in reaching more accurate conclusions about the role of Islamic banks in transmitting
the effects of monetary policy in KSA. This would contribute to developing clear and accurate
recommendations for decision-makers aiming and to increase the efficiency of monetary policy in

light of a dual monetary system.

The study also concluded that the monetary policy in KSA transmits its effects to the economy
through the banking credit channel, and there is no fundamental difference between the Islamic
finance channel and the conventional loan channel in transmitting these effects. The reason for this
is that Saudi Islamic banks, especially Al-Rajhi Bank, follow the model of retail banks (or deposit

banks), and focus on quasi-debt instruments (Murabahah, ljaraa ...) in financing the economy.

In addition, the results showed that there is a positive correlation between Islamic banking finance
and conventional bank credit (loans), as changing one of them leads to a change in the other. The
reason for this is due to the intense competition between Saudi banks and the convergence between
the interest rate on loans and the method of determining the profit margin known in the placement
contracts. This interaction between the Islamic and conventional variables in the Saudi banking
system could lead to a larger variable that takes the following illustration (Is + Cv =IC). This
interaction of "union™ is considered a positive factor for monetary policy in a dual monetary system
because it increased the strength and effectiveness of the credit channel in influencing economic

variables?.

Keywords: Monetary policy, Dual monetary system, Islamic banks, Conventional banks,

monetary policy channels.
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2 In chemistry, a combination reaction (also known as a synthesis reaction) is a reaction where two or more
elements or compounds (reactants) combine to form a single compound (product).
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Y21=( MPI, CBC, CBI, NONGDP) ; Y22=( MPI, CBC, CBI, ACPI)
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Y=( SAIBOR, CBI, NONGDP); Y = (SAIBOR, CBC, NONGDP)
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