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Abstract
Purpose – The purpose of this study is to evaluate the Islamic Interbank Benchmark Rate (IIBR) and
investigate its relationship with conventional benchmark rates.
Design/methodology/approach – This study relies extensively on multivariate regression and Granger
causality analysis, using data culled for the IIBR, conventional interest-dependent benchmark rates and oil
prices. The data was collected daily over a period spanning fromNovember 2011 to June 2015.
Findings – Themain finding of this study is that there is a significant negative correlation between the IIBR
and London Interbank Offered Rate (LIBOR) and other conventional interbank benchmark rates. This
negative linear relationship is due to the IIBR representing a substitute investment for international investors
when traditional rates fall in relation to the IIBR.
Practical implications – This study seeks to bring research on the IIBR and Sharia finance into the
mainstream. It provides new insights into the IIBR as an independent interbank benchmark rate, exploring
and confirming its status as a Sharia complaint financial tool.
Originality/value – This study is a comprehensive investigation of the relationship between the IIBR and
conventional counterpart benchmark rates (LIBOR, Kuala Lumpur Interbank Offered Rate, effective federal
funds rate and conventional rates in the Gulf Cooperation Council countries). The study contributes to the
understanding of the IIBR’s framework principles and its value as a solution to current and future Sharia-
complaint short-term interbankmarket funding for the Islamic finance industry.
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Paper type Research paper

1. Introduction
Islamic finance has grown rapidly over the past few decades, and this is expected to
continue for the foreseeable future. The Islamic financial market has become increasingly
competitive with 1,143 Islamic financial institutions operating globally; thus, Islamic banks
need to innovate and develop their products beyond Sharia compliance to attract more
business and opportunities in the competitive financial environment (Salina and Turkhan,
2008; Zaraq, 1983; Khan, 1986; El-Gamal, 200; Tlemsani and Nuaimi, 2018). According to
Thomson Reuter’s projections, Islamic finance is expected to grow to US$3.2tn by 2020, with
Islamic banking constituting US$2.6tn of this figure (IFDI, 2015). From 2010 to 2014, liquid
wealth in the Gulf Cooperation Council (GCC) countries grew at an average of 17.5 per cent
per annum, doubling from US$1.1tn to US$2.2tn (Diemers and Khalil, 2015). This is
explained partly by high oil prices during that period. However, given the size of the market,
the Islamic finance industry has been lacking an interbank benchmark rate that can be
applied to transactions that are compliant with Sharia law and principles. The launch of the
IIBR has contributed to solving this issue.

The purpose of this study is to evaluate the Islamic Interbank Benchmark Rate (IIBR) as
a basis for the cost of borrowing between Islamic banks. The study also contrasts the
sensitivity of the IIBR to the London Interbank Offered Rate (LIBOR), the US Effective
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Federal Funds Rate (EFFR), the Kuala Lumpur Interbank Offered Rate (KLIBOR), oil prices
and conventional interbank rates in GCC countries. The IIBR indicates average expected
return on Sharia-compliant short-term interbank funding. We examine whether the IIBR is
distinct from conventional benchmark rates, and as such, whether it can hold its own
Islamic identity as an independent finance instrument that is not merely reversely
engineered from conventional instruments.

The IIBR was introduced by Thomson Reuters on November 22, 2011. All our data
regarding the IIBR has been provided by Thomson Reuters. In total, 16 Islamic banks (or
fully segregated Islamic banking windows), 15 from the GCC and one Malaysian, contribute
to the IIBR. When referring to the rate here, it is the average expected return on Sharia-
complaint short-term interbank market funding for the Islamic finance industry (Thomson
Reuters, 2011). This is calculated by removing the highest and lowest four rates from the 16
Islamic banks. The arithmetic mean (average) is taken to calculate the IIBR. The IIBR is
based on conventional cost of debt calculation. Critics could argue that the IIBR is not any
different, in terms of methodology and structure from other conventional benchmark rates
such as the LIBOR. The IIBR uses the US dollar for uniformity across contributors as four of
the six countries peg their local currencies to the US dollar.

The LIBOR is a reference rate that London-based banks use for unsecured loans that are
transacted across the globe and serves as a barometer for money markets and as a gauge of
market expectation for future central bank interest rates. It is estimated that around US
$370tn financial contracts are based on the LIBOR (Bloomberg, 2018). The Malaysian
Interbank Benchmark Rate (KLIBOR) applies to the instruments traded in the Malaysian
market by both conventional and Islamic financial institutions historically the KLIBOR has
not reflected the interest rate, instead the rate has been based on money tender rates over
three months.

Even though Islamic banking has attracted a great deal of interest and support, it has
also been subject to a number of criticisms. These are related to its inability to reach
standard performance expectations, the fallibility of its Islamic credentials, for depending on
conventional interbank benchmark rates or its inability to get away from the trappings of
conventional banking. The practical implication of this study is to provide a better
understanding of the IIBR as an alternative interbank benchmark rate to be used in the
Islamic financial system instead of LIBOR and its equivalents. It also serves as a potential
foundation to engineer a Sharia-compliant interbank benchmark rate instrument.

Existing literature looked at the similarities between the IIBR and conventional
interbank benchmark rates and concluded that Islamic banking tools are driven by the same
market settings as conventional banking tools. This study contributes to the literature by
examining the relationship and the co-movement between the IIBR and conventional
interbank rates. We stress the independency of the IIBR from other interbank benchmark
rates, as this subject is not adequately dealt with in the literature. This study bridges this
gap and can be used as a platform for further research to increase understanding and reduce
misconceptions of Islamic banking. The findings of this study can be used by conventional
and Islamic financial practitioners, policy makers, regulators and academics. Our findings
differs from research by Aloui et al. (2015), Ajmi et al. (2014) and Al-Khazali et al. (2014) and
with Azad et al. (2018), who suggest the IIBR exhibits a short- and long-term relationship
with LIBOR. One of this study’s main findings from analysis is that the LIBOR (all terms
except the overnight rate) is consistently negatively correlated with movements in all terms
of the IIBR.

This paper is structured as follows: Section 1 is a background to the subject and provides
the purpose of this study, why investigating the IIBR is important and its implications.
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Section 2 provides an overview of the Islamic finance literature. Section 3 outlines the
methodology in this study which relies extensively on multivariate regression and Granger
causality analysis, using data culled for the IIBR, traditional interest-dependent benchmark
rates and oil prices which were collected daily over a period spanning from November 2011
to June 2015. Section 4 describes analyses and compares the features of the IIBR as a
legitimate alternative for Islamic banks looking to operate in accordance with Sharia law.
Section 5 presents the result and critically evaluates the findings and the prospects for the
findings of this study. Section 6 contains the conclusions.

2. Literature review
Since Islamic finance has evolved into being part of the mainstream financial service
landscape, there is a need to develop an IIBR that is Sharia complaint and decoupled from
the existing conventional interbank benchmark rates, such as LIBOR (Khan, 2010).
However, current Islamic capital market literature propose strong correlations between
movements of Islamic and conventional financial indices (Alexakis et al., 2017; Fakhfekh
et al., 2016; Aloui et al., 2015; Al-Khazali et al., 2014; Ajmi et al., 2014; Takayasu, 2013;
Obiyathulla, 2008).

Studies on Islamic pricing and cost of capital are still relatively scarce. Shubber and
Alzafiri (2008) examined the cost of capital for Islamic banks; their findings indicated that
for Islamic banks, deposit accounts were not a liability, as these fell within the definition of
profit/loss sharing instruments. In fact, there was a high positive correlation coefficient
between an Islamic bank’s market value and the size of its deposits. Moreover, the market
value of Islamic banks was clearly dependent of its cost of capital. This implies that the risk
associated with deposit accounts needs to be looked at with a different perspective in the
case of Islamic banking institutions. Another finding was that the return provided to
shareholders was higher than for depositors.

Mirakhor (1996) explored the cost of capital and investment in a non-interest economy.
He proposed that cost of capital could be measured without resorting to a fixed and
predetermined interest rate. The benchmark could be created based on Tobin’s “Q” model.
Mirakhor posits that in the absence of a fixed and predetermined rate of interest, equity
financing becomes the only source of financial capital, and as such, the economy financial
sister becomes equity based and hence, the equity market would provide a measure of the
cost of capital.

Usmani (2001) postulated that a benchmark could be achieved by developing a common
pool which in turn invests in asset-backed Islamic financial instruments such as Musharaka
(partnership) and Ijara (leasing). If the majority of assets are in a tangible form, they can be
bought and sold on the basis of their net asset value, which is determined on a periodical
basis. Units may be negotiable and used for overnight financing. Banks with surplus
liquidity can purchase units and sell them when they need liquidity. This arrangement
would contribute to an interbank market with the value of units serving as an indicator for
determining profit.

Iqbal and Mirakhor (2011) discussed why two different benchmarks are needed when
compared to a conventional debt-based system where capital is rewarded on the basis of a
rate fixed ex ante, as the Islamic financial system rewards capital on the basis of ex post
return on capital. The Islamic financial system requires all financial products be free from
any fixed and predetermined interest rate, instead the system allows and promotes business,
equity participation and direct sharing of risk and rewards. By prohibiting interest rates, it
does not necessarily restrict lawful business nor profits, and thus, its prohibitions do not
imply that the opportunity cost of capital is zero. Iqbal claimed that in an Islamic finance
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framework the incentive to invest depends on the prospective profitability, where the
investor continues to invest until the marginal productivity of capital becomes equal to the
marginal cost of capital.

Azad et al. (2018) investigated the relationship between the IIBR and its conventional
counterpart, the LIBOR. They concluded that the IIBR and LIBOR are positively correlated
in the long and short term. They maintain that the IIBR is not decoupled from LIBOR
because they operate in a global financial market where the risk return on Islamic and
conventional products are similar, and thus, Islamic and conventional rates must converge
due to arbitrage principles. In our study, we have similarly focused on the degree of disjoint
between the IIBR and LIBOR; however, we have also considered in our investigation the
EFFR, KLIBOR, oil prices and conventional interbank rates in GCC countries. As such, this
study provides a more comprehensive evaluation on the IIBR as a benchmark rate.

Sukmana and Ibrahim (2017) found strong evidence supporting nonlinear reactions of
the Islamic investment rates to conventional rates. Their work suggests that Islamic bank
rates and pricing do not follow their counterpart conventional rates and move at different
speed upward and downward. This can be considered as an advantage for consumers based
on the consumer reaction hypothesis that is in line with Sharia principles. They, thus, imply
that referring to Islamic banks as interest based is unfounded.

Smaoui and Nechi (2018) attempted to scrutinize the correlation between IIBR and its
counterpart, the conventional interbank benchmark rate in KSA, UAE, Qatar, Bahrain and
Kuwait. Their findings are that a dynamic long-run equilibrium relationship exists between
the IIBR and conventional benchmark rate, and the IIBR is not independent, thus is driven
by the same market conditions as the conventional interbank benchmark rate in only KSA,
UAE and Bahrain; this could be explained by the fact that the IIBR has been launched in
Bahrain by Thomson Reuters and has a comparable structure to the conventional
benchmark rate (reverse engineering). Smaoui and Nechi confirmed that this causal
relationship between the IIBR and conventional rate does not apply to Qatar and Kuwait.
The findings of this research differ to the Smaoui and Nechi results concerning KSA, UAE
and Bahrain.

3. Research methodology
Themethodology used in this study is based on three tools:

(1) correlation analysis, which is a method of statistical evaluation used to study the
strength of a relationship between two, numerically measured, continuous
variables. This particular type of analysis is useful for our study to establish if
there are possible connections between the IIBR and other conventional
benchmark rates;

(2) Granger causality tests, which was first proposed by Granger (1969); we use this
statistical test for determining whether the LIBOR is useful in forecasting the IIBR
or whether the other conventional interbank rates in GCC countries and EFFR can
forecast the IIBR. Clive Granger argued that causality in real economics could be
tested for by measuring the ability to predict the future values of a time series
using prior values of another time series; and

(3) regression analysis is a powerful statistical method that allows examination of the
relationship between two or more variables of interest. This is useful here to
examine if there is an influence of the LIBOR and other conventional benchmark
rates on the IIBR; the dependent variable is the measure of the IIBR, while the
explanatory variables are the conventional benchmark rates. Multiple regression
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analysis was used to test the sensitivity of the IIBR against oil prices and
conventional interbank benchmark interest rates. The same procedure was used to
test the IIBR’s changes relative to fluctuations in the EFFR to find the extent to
which changes in the EFFR rate resulted in changes in the IIBR.

This study relies on data analysis that we extrapolated from trends observed during
the period of data collection (November 2011 to June 2015) to make educated guesses
about the relationship between the observed variables, the IIBR and conventional
rates, like the LIBOR, in the near and long-term future. Through regression analysis,
we are able to analyze how the metrics move in relation to each other during the
snapshot in time presented in our data set. This observation provides insight on how
these variables interacted during our time of record and how they will interact in the
future.

Hermeling (2008) explains that a sensitivity test is a tool for attributing changes in one
variable to an array of other, explanatory, variables in a way that shows each variables’
proportional contributions to the change. This study aims to show the extent to which
changes in conventional benchmark rates influence the IIBR within the limited context of its
data set. The implicit hypothesis of this study is that similar changes in conventional
benchmark rates have a smaller relative impact on mixed rates, like the KLIBOR, and an
even smaller impact on the profit sharing paradigm represented by the IIBR. Sensitivity
tests were run on other important conventional interbank benchmark rates against changes
in EFFR to determine the relation of the supposedly riba-independent IIBR in comparison to
more traditional conventional interbank benchmark rates.

Dutta (2001) explains that Granger causality is a result of analyzing time-series data on
two variables intended for close study. The expected explanatory variable is added to an
autoregressive model to determine the extent that this variable “Granger causes” the
response variable. Granger causality is a stronger relation than mere correlation, which is
the usual metric measured in the course of a standard regression analysis. For this study,
the ability to find Granger causality is greatly enhanced by the large data set (sample from
November 22, 2011 to June 30, 2015 and 692 observations) of this study analysis. The
Granger causality test has been adopted in this study for these reasons. The bivariate
regressions used are as below:

yt ¼ a0 þ a1yt�1 þ � � � þ alyt�l þ b1xt�1 þ . . .þ blx�l þ e t
xt¼a0 þ a1xt�1 þ � � � þ alxt�l þ b 1yt�1 þ . . .þ b l y�l þ m t

for all possible pairs of (x, y) series in the group. In this study, xt and yt represent the IIBR
and the conventional benchmark rates. Regarding the joint hypothesis, in our study, the
reported F-statistics are the Wald statistics: b1 = b2 = � � � bi = 0 for each equation. The null
hypothesis being x(x) does not Granger-cause (y) in the first regression and vice versa in the
second regression (Eviews, 2018). This study is an attempt to explore whether there is a
Granger causal rapport in the middle of the LIBOR and IIBR as well as whether
conventional interbank rates in GCC countries and EFFRGrange-cause the IIBR.

Gardner (1985) notes that much of previous time-series research was focused on finding
correlations within data that represented a “stationary” time series. This is precisely the
kind of time series that is modeled upon in this study. The time series represented in this
study is a stationary “snapshot” of the co-movement of conventional and Islamic benchmark
rates in response to changes in the EFFR, and also a measure of the relative correlation
amongst different conventional rates.
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Data was collected in a time series across all the conventional and Islamic benchmark rates
and oil prices to create a cross-sectional snapshot of the behavior of the variables during a
common period. The time in which data was culled begins on November 22, 2011 until June 30,
2015. Daily data was collected for each of the EFFR, IIBR, LIBOR, KILBOR in the GCC
countries, Jordan andMalaysia. Each of these measures was regressed against the IIBR in hope
of achieving ameasure of their variability with respect to the benchmark interest rates.

3.1 Definitions/notations
� IIBR: We only consider the overnight (IIBRON), one week (IIBR1W), one month

(IIBR1M), three months (IIBR3M) and one year (IIBR1Y);
� LIBOR: We consider only the overnight (LIBORON), 1Week (LIBOR1W), one month

(LIBOR1M), three months (LIBOR3M) and one year (LIBOR1Y);
� US EFFR;
� Islamic countries: These are the conventional interbank rates of one month maturity

in Bahrain (BHIBOR1M), Qatar (QIBOR1M), Kuwait (KWIBOR1M), Saudi Arabia
(KSAIBOR1M), the UAE (EIBOR1M) and Jordan (JRIBOR1M);

� KLIBOR: Kuala Lumpur Interbank Offered Rate (KLIBORON). We only consider the
overnight (KLIBORON), one Week (KLIBOR1W), one month (KLIBOR1M), three
months (KLIBOR3M) and one year (KLIBOR1Y); and

� Oil price: crude oil prices: west Texas intermediate (WTI) – dollars per barrel.

4. Results and discussion
4.1 Correlations analysis
From Table I below, we can understand that IIBRON is weakly correlated to the oil price.
This is a surprising finding because Islamic banks are mostly located in countries where a
large portion of revenue comes from oil, and we would expect shocks to oil prices to directly
affect banks’ liquidity in these countries which in turn would affect the IIBR.

In Table II below, we display the correlation of the IIBR of one-month maturity with
conventional interbank rates in selected countries where Islamic banks are operating.
IIBR1M has a high correlation with interbank rates in Bahrain and UAE, but is negatively
correlated with interbank rates in Malaysia and Kuwait.

4.2 Pairwise Granger causality tests
Sample: November 22,2011 to June 30, 2015 – Lags: 2 –Number of observations: 692

Table III below displays the results of causality tests between all maturities of the IIBR
and LIBOR. The results show that the LIBOR “Granger-cause” the IIBR only at the longest
maturity (one-year maturity). In other words, the past values of the LIBOR contain
information to predict the IIBR only for the maturity of one year. Short maturities such as

Table I.
Correlation matrix
IIBR, LIBOR, EFFR
and oil price

IIBR ON LIBOR ON Oil Price EFFR

IIBR ON 1
LIBOR ON 0.351008 1
Oil price 0.122295 �0.01343 1
EFFR 0.475368 0.762931 –0.25981 1

IMEFM
13,2

254



overnight, one week, one month and three months, however, cannot be predicted using past
values of the LIBOR counterparts. This is an interesting finding that confirms that the IIBR
is independent from the LIBOR at least for short maturities (less than a year).

According to Table IV below, only the conventional interbank rate in Bahrain “Granger-
cause” the IIBR. This could be explained by the fact that according to Ernst and Young
(2016), 80 per cent of the Islamic banking shares are concentrated in Qatar, Indonesia, Saudi
Arabia, Malaysia, the UAE and Turkey but not Bahrain.

Interesting findings emerge from Table V below that although conventional interbank
rates in selected countries do not Granger-cause the IIBR, past values of the IIBR seem to be
helpful in predicting these conventional interbank benchmark rates. In fact, out of the seven
selected countries studied, the IIBR “Granger-cause” four interbank rates. The conventional
interbank rates that can be predicted using past values of the IIBR are the Malaysian, Saudi,
Emirates and Jordanian interbank benchmark rates. One possible explanation is that Islamic
banks in these countries have a big market share that can influence monetary policy. For the
other countries (Kuwait, Qatar and Bahrain) where the IIBR does not “Granger-cause” the
conventional interbank rates, Islamic banks may not be large enough to influence monetary
policy in general and the interbank benchmark rates in particular.

Table II.
Correlation matrix

IIBR vs conventional
interbank rates

(onemonth)

1 Month IIBR LIBOR KLIBOR QIBOR KSAIBO KWIBOR EIBOR BHIBOR JRIBOR

IIBR 1.0000
LIBOR 0.5331 1.0000
KLIBOR –0.5850 –0.5279 1.0000
QIBOR 0.2351 –0.2330 –0.3895 1.0000
KSAIBOR 0.2039 –0.5206 –0.2550 0.5334 1.0000
KWIBOR –0.6261 –0.4519 0.7205 –0.3726 –0.2759 1.0000
EIBOR 0.6409 0.9306 –0.6833 –0.1335 –0.2758 –0.5167 1.0000
BHIBOR 0.6573 0.8711 –0.6783 0.1030 –0.2420 –0.5707 0.8997 1.0000
JRIBOR 0.4262 –0.1326 –0.5594 0.4765 0.7881 –0.6823 0.0568 0.0686 1.0000

Table III.
Does LIBOR

Granger-cause IIBR

F-statistic p-value Test conclusion

LIBORON does not Granger-cause IIBRON 0.42 0.6565 Do not reject H0
LIBOR1W does not Granger-cause IIBR1W 0.22 0.8056 Do not reject H0
LIBOR1M does not Granger-cause IIBR1M 1.89 0.1525 Do not reject H0
LIBOR3M does not Granger-cause IIBR3M 1.16 0.3159 Do not reject H0
LIBOR1Y does not Granger-cause IIBR1Y 4.50 0.0118 RejectH0

Table IV.
Do conventional

interbank rates in
selected countries

granger cause IIBR
(one month)

Null Hypothesis H0/one month F-statistic p-value Test conclusion

KLIBOR does not Granger-cause IIBR 1.24 0.2898 Do not reject H0
KWIBOR does not Granger-cause IIBR 0.91 0.4044 Do not reject H0
KSAIBOR does not Granger-cause IIBR 1.29 0.2769 Do not reject H0
QIBOR does not Granger-cause IIBR 0.69 0.5002 Do not reject H0
EIBOR does not Granger-cause IIBR 1.85 0.1583 Do not reject H0
JRIBOR does not Granger-cause IIBR 0.50 0.6089 Do not reject H0
BHIBOR does not Granger-cause IIBR 2.94 0.0546 RejectH0
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4.3 Regressions analysis
This section is an attempt to explain the different maturities of the IIBR using linear
regressions. We consider different models to capture the variability of the data. Firstly,
simple linear regression investigates the relationship between the overnight rates for the
IIBR and the LIBOR. Model 1 in Table VI below displays the results of this analysis. We find
that although the overnight maturity of the LIBOR is statistically significant R2 = 0.123, nt
at the 1 per cent level, this does not explain the variation of the overnight rate of the IIBR.
The explanatory power of the model we consider has an additional independent variable of
the EFFR. The results of this experiment are shown in Model 2 in Table VI. As shown,
adding the EFFR improves the explanatory power of the model slightly as R2 = 0.226. The
EFFR is statistically significant at the 1 per cent level and has a bigger effect than
the LIBORON on the IIBRON. Model 3 in Table accounts for the effect of the oil prices on the
IIBRON. The results show that although the oil price is significant, its effect is minimal and
the explanatory power of the model is almost the same with R2 = 0.300. In summary,
although statistically significant, the LIBOR overnight, EFFR and oil price fail to explain the
variability in the overnight maturity of the IIBR.

In Table VI below, we repeat the same regressions analysis but for one-week, one-month,
three-month and one-year maturities. An examination of the results shows that as the
maturity of the rates gets longer, the explanatory power of the model improves significantly,
reaching to a maximum of 80 per cent for the one-year maturity.

Table VII below is based on the results of the “Granger causality” tests and the
correlation matrix, because “Granger causality” tests show that among the conventional
interbank rates in selected countries, only Bahrain’s rate “Granger-cause” the IIBR; we first
investigate the effect of BHIBOR on the IIBR (Model 1). Next, we consider the KLIBOR only
as an explanatory variable because of Malaysia’s reputation as the hub of Islamic finance
(Model 2). Model 3 joins Bahraini and Malaysian rates, Model 5 displays the results of
regression of the IIBR on the conventional interbank rates of GCC countries and Jordan,
while Model 6 considers all conventional rates of all countries considered in this study (GCC,
Jordan and Malaysia). The results of all regressions show that all rates are statistically
significant either at 1 or 5 per cent. For the Malaysian rate, it has a negative effect on the
IIBR in Models 2 and 3. This result is consistent with the correlation coefficient discussed
above. In Model 6, only the rate of Kuwait has a negative effect on the IIBR. The
conventional rates in the all countries considered where Islamic Banks operate with a
significant market share explain two-thirds of the variation in the IIBR (R2 = 0.656).

The results of regression analysis confirm most movements of the various LIBOR rates are
significantly negatively correlated with the tested IIBR movements. It was noted how LIBOR
rates represent more traditional investment prices that depend largely on the world market for
loanable funds, and as a key international benchmark rate, it helps determine the comparative

Table V.
Does IIBR Granger-
cause conventional
interbank rates in
selected countries
(one month)

Null Hypothesis H0/(one month) F-statistic p-value Test conclusion

IIBR does not Granger-cause KLIBOR 2.27 0.1046 RejectH0
IIBR does not Granger-cause KWIBOR 0.68 0.5065 Do not reject H0
IIBR does not Granger-cause KSAIBOR 2.89 0.0574 RejectH0
IIBR does not Granger-cause QIBOR 0.38 0.6848 Do not reject H0
IIBR does not Granger-cause EIBOR 3.05 0.0490 RejectH0
IIBR does not Granger-cause JRIBOR 2.80 0.0624 RejectH0
IIBR does not Granger-cause BHIBOR 0.48 0.6203 Do not reject H0
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rates of return on other commercial interest rates and other asset classes. The findings from
regression analysis do not rule out the notion that the IIBR moves independently from
traditional interest-bearing assets and benchmarks; as the IIBR is independent of conventional
interbank rates, this achieves its goal as a Sharia-compliant instrument andmeans the IIBR can
be used as an alternative interbank benchmark rate to LIBOR and its equivalents.

A further notable feature of the analysis is that the LIBOR (all terms except the overnight
rate) is consistently negatively correlated with movements in all terms of the IIBR. This is not
in line with the findings of Aloui et al. (2015), Ajmi et al. (2014) and Al-Khazali et al. (2014) and
with Azad et al. (2018), who suggests the IIBR exhibits a short- and long-term relationship with
LIBOR. In addition, our finding of the one-month maturity correlation average for GCC
countries (0.2351, 0.2039, 0.6261, 0.6409 and 0.6573), Jordan (0.4262) and Malaysia (0.5850) is
0.4820, which is much lower than the Azad et al. (2018) finding of an average one-month
maturity of 0.8950. This negative correlation squares well with the above explanation of the
IIBR as a kind of perfect substitute investment that attracts investors when its rate opposes a
corresponding fall in interest-based interbank benchmark rates and assets. This also suggests

Table VI.
Dependent variable
IIBR (on, one week,

one month, three
months and one year)

Variables Model 1 Model 2 Model 3

IIBR ON
LIBORON 0.383*** (0.0344) –0.0304 (0.0679) –0.173*** (0.0667)
EFFR 0.467*** (0.0610) 0.632*** (0.0635)
Oil price 0.000497*** (5.13e–05)
Constant 0.125*** (0.00364) 0.124*** (0.00348) 0.0789*** (0.00660)
R2 0.123 0.226 0.300

IIBR 1W
LIBORON 0.736*** (0.0490) 0.486*** (0.0551) 0.239*** (0.0478)
EFFR 0.379*** (0.0465) 0.638*** (0.0457)
Oil price 0.000829*** (5.39e – 05)
Constant 0.121*** (0.00685) 0.117*** (0.00599) 0.0522*** (0.00796)
R2 0.334 0.398 0.518

IIBR1M
LIBORON 0.982*** (0.0898) 0.574*** (0.0615) 0.343*** (0.0514)
EFFR 1.127*** (0.0626) 1.443*** (0.0607)
Oil price 0.00137*** (9.08e – 05)
Constant 0.171*** (0.0159) 0.122*** (0.0105) 0.00897 (0.0145)
R2 0.284 0.501 0.602

IIBR 3M
LIBORON 0.655*** (0.0556) 0.412*** (0.0321) 0.244*** (0.0293)
EFFR 2.359*** (0.0926) 2.990*** (0.0850)
Oil price 0.00313*** (0.000148)
Constant 0.343*** (0.0157) 0.151*** (0.0126) –0.147*** (0.0204)
R2 0.259 0.553 0.706

IIBR 1Y
LIBORON 0.836*** (0.0297) 0.634*** (0.0258) 0.505*** (0.0231)
EFFR 2.374*** (0.145) 3.394*** (0.125)
Oil price 0.00407*** (0.000195)
Constant 0.418*** (0.0201) 0.302*** (0.0166) –0.0803*** (0.0270)
R2 0.615 0.705 0.802

Notes: Robust standard errors in parentheses ***p< 0.01, **p< 0.05, *p< 0.1
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that the IIBR may find life as a legitimate alternative investment, and banks that utilize the
IIBR could possibly find themselves dependent on prevailing interest rates, at least for
patronage from investors who are indifferent between Sharia- and non-Sharia-compliant modes
of lending. Additional result of the regression data analysis is the fact that the movements in
the KLIBOR feature a consistently negative beta with respect to the IIBR. The KLIBOR is a
popular alternative for investors who would like to remain compliant with Sharia, though the
KLIBOR is a rate that blends market interest rate movements with the IIBR-style profit sharing
that is thought to bemore Sharia-compliant.

Another important aspect of the results is that the LIBOR overnight rate was significantly
correlated with each of the IIBR maturities. This diverges from the trend mentioned above
where the LIBOR and IIBR maturities exhibited strong negative correlations. One possible
explanation for this difference is that the variability and magnitude of the LIBOR overnight
rate is generally smaller than other LIBOR maturities. Like the LIBOR overnight rate, the IIBR
maturities ought to be quite stable with low variability, as they are based on profit-sharing
principles, which are relatively stable in comparison to market interest mechanisms. This
likeness between LIBOR overnight and the IIBR is magnified when examining the graph that
compares overnight rates between bothmeasures.

The likeness between the LIBOR and the IIBR overnight rates is mirrored in the
relationship between movements in the EFFR and the IIBR overnight rate. Representing one
of the lowest possible borrowing costs for financial institutions, the EFFR maintained a
significantly lower magnitude in comparison to the IIBR overnight rate. Yet, this
relationship does demonstrate that the rate charged for overnight loans between Sharia-
compliant banks that utilize the IIBR is based very closely on the benchmark EFER.

4.4 Findings
This study finds that the IIBR shows far more short-term variability than the LIBOR over the
duration of the data set. Although the fluctuations in the IIBR seem to oscillate within a narrow
band, this dramatic feature is perhaps a result of more stabilized market expectations and a
mature apparatus of delivering such expectations to the public in the form of central bank
reports and the like, whereas the Sharia council and the IIBR staff at Thomson Reuters are
mostly responsible for setting the benchmark rates for the IIBR. This gulf in communication
between the two rates is one possible reason for the volatility of the IIBR against the LIBOR.
Fischer (1980) emphasizes the role that rational expectations have on the behavior of market
participants, for example, a sudden and unexpected drop in the IIBR would result in a flood of
capital to Islamic banks, whereas decreases in the EFFR are announced in advance and are the
result of a usually well-articulated monetary policy, the tenors of which are typically shared
across similar central banks and reflect their responses to global macroeconomic and fiscal
trends. This short-term IIBR variability is further emphasized by the difference in volatility
between the one-yearmaturities of the IIBR and LIBOR.

The main finding of this study is that there is a significant negative correlation between
the IIBR and LIBOR (except the overnight rate); this negative linear relationship is due to the
IIBR representing a substitute investment for international investors when traditional rates
fall in relation to the IIBR. One may not necessarily assume a strong negative correlation
between IIBR and LIBOR movements due to the hypothesis that the IIBR is set at some
constant rate above important benchmark rates such as the EFFR, while the LIBOR is
determined by its status as an investment vehicle and as a price for investments engineered
to maximize the interest income, given the market conditions. The portfolio theory perhaps
informs the negative correlation between the two key rates, as an international capital
market can respond quickly to unfavorable movements in the LIBOR by moving capital into
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IIBR priced lending assets. Testing for Granger causality between key rates reveals that
both the IIBR and LIBOR overnight maturities are closely tied to movements in the EFFR.
Most significantly, the IIBR one year maintains this relationship with the EFFR, while the
LOBOR one year diverges. This represents significant evidence that IIBR is using the EFFR
as a baseline upon which a constant rate of income is added. The corollary is that the IIBR
seems to return to lenders a fixed rate of income, while the LIBOR affords interest income
that is free floating and, presumably, significantly reliant on market trends and thus also
capable of extracting a rate of profit exceeding that represented by the IIBR.

5. Conclusion
This study revealed that there is a negative correlation between the standard LIBOR and IIBR
rates at all levels, except for the LIBOR overnight rate, which is correlated positively with the
IIBR. This simply implies that an interest-free lending benchmark is not directly affected by the
changes in the interest rate of the conventional interbank benchmark, and this is in line with
Burne (2011) where he concluded that “market circumstances may dictate that banks using the
IIBR as a benchmark may experience a flood of liquidity when that rate is below the
corresponding LIBOR rate”.

The mission of the IIBR is to offer a reliable and realistic interbank benchmark
lending rates to Islamic banks which is consistent with Sharia law. The IIBR
facilitates lending that earns income based on the change in the value of underlying
assets rather than income based on the level of charged interest. If there is more
liquidity pouring into the banks from investors because of the disparity between the
LIBOR and IIBR, then it can be said that a causal relationship exists between the two
metrics. Furthermore, the negative correlation supports the hypothesis that within
the context of the world financials, they constitute substitutes, and this suggests that
the IIBR has a substantial distinction in the finance world as an important counter-
cyclical investment vehicle.

From inception, the study recognized that the Islamic pricing benchmark should be
based on the risk profiles of the real economic ventures. Sharia encourages the
seeking of profits but does not allow for the taking of riba (usury). Profit-making,
which is synonymous to risk-taking, is tied to real economic activity; thus, the Islamic
benchmark should, therefore, be based on profit rates that emanate from the real
economic sector. Consequently, it must be tied to the real economy and based on
productivity and profitability of assets, i.e. it must be endogenously determined,
unlike market interest rates that are exogenously determined and unrelated to legal
right of assets. With the prominence of the Islamic pricing benchmark, it is hoped that
today’s Islamic finance can be freed from using conventional benchmarks such as the
KLIBOR or LIBOR.

A major constraint of this study is that the panel of contributing banks is not
representative of all countries of the core markets of Islamic finance, as most of
contributing banks are in GCC countries. Even though, GCC countries are important
markets for Islamic assets where Islamic banks have significant market share, other
countries that are part of the core markets for Islamic finance do not have banks in the
panel of contributing banks. An on boarding of the banks from Indonesia, Iran,
Turkey, Iraq, Algeria, Morocco, Tunisia, Egypt, Sudan and Jordan as participating
institutions would make the panel of contributing banks more balanced and
representative of the markets for the Islamic finance industry.
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