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ABSTRACT

[slamic banking is now an established part of many nations’ banking system so much
so it is said to be operating in a dual system alongside conventional banking. This
duality is particularly emphasised in Malaysia and even recognised by the nation’s
central banking legislation. However this duality is not such an innocuous situation
and is suspected by the researcher to be a principal reason for many of the weaknesses
found in Islamic banking today. That Islamic banking is criticised for many
deficiencies is a widespread phenomenon these days. These includes it being a mirror
image of conventional banking, tenuous in terms of Shariah compliance; fails to meet
Magqasid Shariah, do not aid equitable distribution of wealth and manages risk like a
money lender. The reasons attributed include it being too focussed on debt financing,
weaknesses of Islamic bankers, and impiety of the ummah. No studies have sought to
identify the coexistence of conventional banking as a factor directly contributing to
these weaknesses of Islamic banking. No studies have examined the environment
[slamic banking is expected to be operating in as compared to the environment it
found itself in. No studies have examined whether the regulatory measures imposed
on conventional banking is correct when imposed on Islamic banking. This study aims
to fill that gap. This study articulates that conventional banking is negatively
impacting the performance of Islamic banking, in particular on Islamic banking’s
ability to uphold true compliance with Shariah. It is hoped that this study will trigger
similar studies to further prove its findings. It is the unashamed hope of the researcher
that one day Muslim nations can bury riba banking and build on its ashes a sole and
single Islamic banking system that upholds and embodies the true demands of the
Quran and Sunnah,
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CHAPTER 1

INTRODUCTION

1.0 INTRODUCTION

This chapter gives a brief summary of the dissertation. Section 1.1 provides a
description of the dual environment of [slamic banking today. Section 1.2 describes
the Problem Statement that there are criticisms in the performance of Islamic banking
today in particular with respect to strict compliance with Shariah. Section 1.3
describes the research objective and the main and the sub research questions. This
will then be followed by a brief discussion on the scope of study in section 1.4,
followed by significance of study in section 1.5 and limitations of the research in

section 1.6. The chapter ends with organisation of research in section 1.7.

1.1 BACKGROUND OF THE STUDY

According to the Islamic Banking Act of Malaysia 1983 an Islamic bank is defined as
“any company carrying on Islamic banking business, which is further defined as
banking business whose aims and operations do not involve any element which is not
approved by the religion of Islam”. Today there are over 300 Islamic Financial
Institutions operating in 75 countries with total assets exceeding USD750 billion and
growing at an average annual growth rate of 15% - 20% (Bank Negara Malaysia,
2011). Apart from two countries namely Iran and Sudan, all the Islamic banks in the
world today can be said to be operating side by side with conventional banking or in

other words in what is referred to as a dual system. In the group of countries

operating with the dual system Malaysia is said to be taking the lead with the world’s




first dedicated Islamic banking legislation called the Islamic Banking Act and also the
world’s first Central Banking Act to specifically acknowledge the existence of a dual
banking system, conventional and Islamic. Islamic banking has been in existence in
Malaysia since 1983. From basically one bank it grew to what is today. Today there
are 17 Islamic banks in Malaysia operating side by side with 25 conventional
Commercial banks and 15 Investment banks. Of the 17 Islamic banks, 5 are Islamic
banks owned by Islamic banking groups whilst 12 are [slamic banks owned by
conventional banking holding companies. At end 2006 I[slamic banking assets
represent 6.6% of total banking assets. This grew to 16.7% as of end April 2011. In
terms of financing it grew from 6.2% to 18.4% whilst for the same period deposits
grew from 7.19% to 18.6%. The average growth rate for the Islamic banking industry
is estimated at 18% - 20% p.a. (Bank Negara Malaysia, 2011, p.1.).

[slamic banking have made its mark in Malaysia and captured the hearts and
imagination of many. Borne of a desire for Muslims to have an alternative access to
banking that is not riba in nature, Islamic banking in Malaysia grew into an adolescent
ready to enter the adult world of banking. However, in spite of some progress
achieved by Islamic bankers and Islamic banking in Malaysia there is an undercurrent
of unhappiness with its achievements so far. There is unhappiness with the direction
it has taken, unhappiness with the areas it did not cover, unhappiness it took many
shortcuts in Shariah interpretations, and most of all unhappiness with the form it has
taken which many see as just a mirror image of its conventional counterpart (Wong,
1995; Samad, 1999; Saiful Azhar, 2003; Asyraf & Nurdianawati, 2006; Engku
Rabeah, 2006; Asyraf, 2008a & 2008b; Obiyatulla, 2008; Saiful Azhar, 2010). What

is important in Islamic banking is for it to achieve its role to replace riba transactions.

Many are reluctant to reconnect Islamic banking to its original source as a command




of Allah swt (Saiful Azhar, 2003, p.2, Asyrat, 2008a, 2). Being over circumspect in
this matter, has led Islamic banking to be a shallow manifestation of its true potential.
Without constant reminder to oneself and others who are the cogs in the Islamic
banking machine of the principal reason for doing Islamic banking, the fight is
detached and lacks commitment in resolve. Islamic banking should be the platform to
begin the removal of riba from our lives (Ahamed Kameel & Larbani, 2006). After
discussing the background of the study the next section will explain the Problem

Statement.

1.2 PROBLEM STATEMENT

Most studies revolved around the comparison of efficiencies between Islamic banks
and conventional banks and many conclude there are deficiencies in Islamic banking.
The deficiencies are attributed to various reasons including wrong choice of products
used, too much reliance on debt based products, and while complying with figh
rulings not complying with Magqasid Shariah. This study will attempt to analyse the
position of Islamic banking in a different perspective than normally done by previous
researchers such as Radiah (1995), Wong (1995, p.2), Samad (1999, p.2), Saiful
Azhar & Mohd Afandi (2003, p.2), Asyraf (2008a, 2 & 2008b), Hamim, Naziruddin
& Syed M (2008), Sudin & Wan Nursofiza (2008), Taufig, Shamser & Bader (2009)
and Hutapea and Kasri (2010). This study will look at [slamic banking from the point
of view of the negative impacts of riba banking on its performance in a dual system
like Malaysia. The definition of performance will not refer to the Islamic bank’s
profitability as such but more towards the Islamic bank not being able to be it’s true

self or to fully comply with Shariah because of the existence of conventional banking

in a dual system with Islamic banking. In other words situations where riba banking




prevents [slamic banking from being its true self or where riba banking forces Islamic
banks in order to survive to adopt strategies or actions which are arguable or tenuous
in terms of Shariah compliance. Shariah compliance here is defined as the Islamic
banks being able to stick to the basic rules of Shariah in their products and operations.
For example if in a Musharakah the basic rule says no partner should be given a
“ éabital guarantee against business losses then there should not be innovations that

allow this. Further if gabdh (possession) is to be achieved before a purchaser can sell
an asset bought this must be upheld strictly in all Bai Bithaman Ajil (BBA)
transactions. In a Musharakah where all external risks are lumped only on one partner
is also an example of non compliance with Shariah. In this study an act of the Islamic
bank or an aspect of its product which seems alien to a natural understanding of basic
Shariah principles is taken as breaching Shariah compliance.

The following is a list of the some of the major criticisms of Islamic banking
which could be attributable to the negative impacts of riba banking.

1) Replication of conventional banking.

2) More expensive than conventional banking.

3) Not interested in microfinance.

4) Give financing mainly to big corporates just like conventional banks.

5) Encouraging ummah to take on more debts.

6) Over focusing on debt financing rather than equity financing.

7) Adopt conventional banking practice of wholesale transfer of risks to

customers.
8) Islamic banks do not exercise restraint when customers in financial difficulty.

9) Financial engineering to turn equity products into debt.

10) Legal documents which enhance transfer of all risks to customers.




i1) Not a declared opjective 1o achieve Magasid Shariah.

The explanation of the above problem sets the platform to frame the Objective

of Study and the related Research Questions.

1.3 OBJECTIVE OF STUDY AND RESEARCH QUESTION

The main research objective is to examine to what extent riba banking system
negatively impacts on the performance of Islamic banking in a dual system like
Malaysia. Hence, the main research question is “What are the negative impacts
imposed by the riba banking system on the performance of Islamic banking in a dual
banking system like Malaysia”.

In order to identify the negative impact of riba banking on the performance of
Islamic banking the researcher has identified five sub- research questions where there
could be negative impact of riba banking on the performance of Islamic banking as
defined above. These five sub-research questions are as follows:

i) Isthe Islamic bank disadvantaged in the competition for deposits with riba

banks?

ii) Is the Islamic bank hindered by riba banking from extending Mudarabah

and Musharakah Financing?

iii) Is the Islamic bank hindered from extending highly ethical financing

products?

iv) In terms of risk, is the Islamic banking sector influenced by risks which

should be confined only to conventional banking?

v) Are sukuk structures engineered to deliver conventional demands?
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After discussing the Research Objective and outlining the Research Question

the next section will explain the Scope of Study.

1.4  SCOPE OF STUDY

The study is conducted in a dual banking system like Malaysia. This means although
the emphasis is on Malaysia, evidence will also be sought from other jurisdictions
operating as a dual system like Malaysia.

The Islamic banking system is taken to include Islamic commercial banking as
well as Islamic investment banking. Islamic investment banking will include Islamic
capital market activities such as issuance of Sukuk. In fact examples from all facets of
Islamic banking and finance which operates in a dual environment may be used iﬁ this
study. The study shall use the term Islamic banking, and Islamic banking and finance,
interchangeably, and shall also use the term riba banking and conventional banking,
interchangeably.

The researcher will begin the study by describing the characteristics of an
Islamic Economics system from available and established literature. Based on the
parameters set by Islamic Economics on what an Islamic Financial system should be,
such as no riba by legislation, and a girad driven economic system, the researcher will
suggest what a true Islamic Financial System will look like from the perspective of
[slamic Economics. Once this is done the researcher will then suggest what form the
Islamic banks and the Islamic banking system should be. The purpose of this
approach is to provide a perspective of the true environment the Islamic banking

system should be working in, Environment here is taken to mean whether it is

operating singly or alongside another system, whether the nature of the economy it




operates in is based on Islamic principles or otherwise and similarly whether the laws
of the nation it operates under is based on Islamic law or otherwise.

In addition the researcher will conduct an interview of peers and experts to see
whether they agree the five situations mentioned above represents situations of the
negative impacts of riba banking on the performance of Islamic banking. The
researcher has made a decision to confine the research to a qualitative one instead of a
quantitative due to the time constraint and the complexity and difficulty in
operationalizing the concepts and reducing them to numbers that lends itself to a full
quantitative study.

It will be apparent now that to answer such questions requires some
understanding of the inner workings of Islamic banking and finance. Therefore this
research could not open itself to the possibility of surveying the general public at
large. The research would require a focused interview of peers in Islamic banking and
finance and/or those who understand the workings of an Islamic bank i.e. existing and
former Islamic bankers especially pioneers who worked in full-fledged Islamic banks,
and academicians and scholars who have studied the subject well.

Although mindful of the fact that existing studies conducted so far do not
specifically target the negative impacts of riba banking on the performance of Islamic
banking the Researcher will also delve into such studies to find, if any indirect
evidences exist of the negative impacts of riba banking on Islamic banks.

The results of the studies will then be analysed to see whether they support the
proposition that riba banking is negatively impacting the performance of Islamic

banking. With the scope of the study addressed the next section will outline the

significance of the study.




1.5 SIGNIFICANCE OF THE STUDY

The study attempts to discover the negative impacts of riba banking on the
performance of Islamic banking in a dual system like Malaysia. In particular it seeks
| to .establish whether Riba banking prevents Islamic banking from fully complying
with Shariah in its products and operations.

The study will help identify to the regulators the current problems of Islamic
banking in a new perspective which will assist them in promoting Islamic banking
further. The Islamic bankers will hopefully find in this study a voice that brings to the
fore issues which they understand but was never articulated on their behalf before this.
The consumers may enjoy the true aspects of Islamic banking which have not been
offered to them through the Islamic Banks® preoccupation with competing with
conventional banks on uneven terms. The minds of the academicians will be refocused
to assist in finding permanent solutions for the woes of the Islamic banking industry
now that a new perspective to the environment I[slamic banking is wofking ‘in is

highlighted. The next section addresses the limitation of the research.

1.6 LIMITATION OF THE RESEARCH

This study is primarily a qualitative study analysing current literature for evidence
supporting the research question and conducting extensive interviews with peers and
experts on the subject. The group of peers and experts include some luminaries in
Islamic banking in Malaysia generally covering founder, past and present Islamic
bankers, experienced Shariah scholars, and well known academicians who write
extensively on Islamic banking and finance with works published in International

Journals. The researcher was unable to include regulators in the group due to the

limited time constraints in conducting the study. The duality of the system is of




course not the only factor negatively impacting the performance of Islamic banking in
particular its ability to fully comply with Shariah. It is beyond the scope of this study
to quantify the contribution of each factor. The study limits itself to establish whether
or not riba banking negatively affect Islamic banking in the manner described. The

next section addresses the organization of the Dissertation.

1.7 ORGANISATION OF DISSERTATION.

Chapter 2 is organized in three sections. Section 2.1 deals with the theoretical
framework based on current literature. In particular, it will describe the Halim Model
and the Chapra Model of Islamic banking. This is followed by the researcher’s
comparison of both models. Section 2.2 deals with other current literature and focus
on the other relevant writings on Islamic banking and finance. Within this section is a
brief discussion of the major criticisms of Islamic banking and finance today. Section
2.3 deals with the researcher’s own theoretical framework of Islamic banking and
finance. Chapter 3 is organized in 4 sections. Section 3.1 deals with the research
design explaining why the qualitative and interview method was chosen. Section 3.2
deals with development of the interview questions and outlines the research
methodology. Section 3.3 describes the data collection whilst section 3.4 outlines the
sample method followed by the chapter conclusion. Chapter 4 will begin with a
discussion of evidence from the current literature in respect of the research question in
” Seétion 4.1. Section 4.2 deals with interview of peers and experts of Islamic banking.
Section 4.2.1 describe the response rate of interviews. Section 4.2.2 tabulates the
results of the interview. Section 4.3 discuss the findings for each question posed to the

interviewees. Chapter 5 is divided into 4 sections. Section 5.0 discusses the summary

of the research. Section 5.1 deals with the importance of the research while Section




5.2 describes other important findings of the research. Section 5.3 outlines the

limitations of the research together with suggestions for future research.
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CHAPTER 2

LITERATURE REVIEW

2.0 INTRODUCTION

This Chapter is organized in three sections. Section 2.1 deals with the theoretical
framework based on current literature. In particular it will describe the Halim Model
and the Chapra Model of Islamic banking. This is followed by the researcher’s
comparison of both models. Section 2.2 deals with other current literature and focus
on the other relevant writings on Islamic banking and finance. Within this section is a
brief discussion of the major criticisms of Islamic banking and finance today. Section

2.3 deals with the researcher’s own theoretical framework of Islamic banking and

finance.

2.1 THEORETICAL FRAMEWORK BASED ON CURRENT LITERATURE
2.1.1 The Halim Model

I[slamic banking have to be located in the Islamic scheme of things in order to
determine the Shariah framework for Islamic banking and finance (Halim, 2008).
According to Halim, Islam is basically divided into three main branches, Agidah,
Shariah, and Akhlag. Agidah relates to all matters of faith in Allah swt, the Creator
Muslims worship, His characteristics, our fundamental faith in Him and our belief in
His commands. Akhlag deals with the higher behaviour of Muslims, his character as
required of him. Shariah are the rules Muslims live by coming from two principal
sources, the primary and secondary sources. The primary sources will be the textual

authority from the Quran and the Sunnah; whilst the secondary sources will be from
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ijma’, ijtihad and giyas. According to the rules of usu/ figh, ijtihad is further refined

. . . . . . .. .. ) ,e
into its various categories including, istihsan’, istishab’, sadddhara’i’, maslahah’, and

‘urf .

Chart 2.1: The Overall Halim Model

' Giving preferences to one of many conceivable solutions to a particular problem in the light of
considerations of equity and fairness (Saleem, 2009)

2 Presumption of continuity (Saleem, 2009)

3 Blocking the means to an unlawful act (Saleem,2009)

4 Public interest (Saleem, 2009)

* Customary (Saleem, 2009)
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