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ABSTRACT

A study on the bank selection criteria has been done empirically by several studies in
the Islamic and non-Islamic countries. The Islamic bank is relatively new in Thailand,
a non-Muslim country. The Islamic banking in Thailand has started since 2002’s and
it is the first Islamic bank called the Islamic Bank of Thailand (ISBT). Since the
Islamic bank in Thailand is newly established, no empirical study has been done on it.
Moreover, five years have passed since the ISBT was established, and so far, there has
been no study done on its financial performance evaluation. Therefore, this study
attempts to capture the perceptions of the Thai (Muslim and non-Muslim) customers
towards the objectives and characteristics of the Islamic bank and also to determine
the bank selection criteria used by them. In addition, this study also evaluates the
financial performance of the ISBT during the period of 2003-2007. The study surveys
a sample of 462 respondents. The results show that the Thai customers know that the
characteristics of the Islamic bank is interest prohibition and they desire the Islamic
bank to achieve the social objectives more than the commercial objectives. In
addition, the empirical findings of the bank selection criteria indicate that there are
differences between the Thai Muslim and non-Muslim customers in the ranking of the
various bank selection criteria. The Muslims highly consider the interest-free saving,
while the non-Muslims are concerned more on its reputation and image,
knowledgeable and competent personnel. Besides, the study evaluates the financial
performance during the period of 2003-2007. In general, the performance evaluation
of the ISBT during these periods indicated that the bank had no profits, less liquidity,
high risky and less efficiency during 2003-2007.
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND OF THE STUDY
Since the establishment of the Islamic bank in the early 1960s, it has continued to play
an important role as a financial intermediary until today. It has received wide
acceptance not only in the Muslim countries but also in the non-Muslim countries as
well (Igbal and Molyneux, 2005; Abdelhamid, 2005). Generally, the Islamic banks
perform the same functions as other conventional banks, except that the Islamic banks
have to comply with the Shari’ah rules in all their financial activities, transactions and
to uphold the crucial principles of the profit and loss sharing and the prohibition of the
application of interest or Riba (Igbal and Mirakhor, 2007). Additionally, the main
objective of the Islamic bank is not only to achieve profit maximization, but also to
provide fair, equitable and just financial instruments as well as a social welfare entity.
As one of the most important players in the banking service industry today, the
Islamic bank is no longer regarded as a business entity striving only to fulfil the
religious obligations of the Muslim community, but more significantly, as a business
entity that is unavoidably in need of winning over new customers whilst retaining the
regular ones as well (Wilson, 1995). This necessitates the Islamic banks to understand
the perceptions of their customers towards the Islamic banks in terms of their
characteristics, objectives and also towards the bank selection criteria (Haron et al.,
1994; Garrard and Cunningham, 1997; Metawa and Almossawi, 1999; Dusuki, 2005).
Furthermore, an understanding of the behaviour of different customer groups (Muslim

and non-Muslim) may provide some useful information to the Islamic banks in terms



of market segmentation, so that different products and services can be provided for
different groups of customers (Kader, 1995).

There is a significant amount of studies that have investigated the criteria for
bank selection by customers for both the conventional and the Islamic banks. In the
context of the Islamic bank, studies by Erol and El-Bdour (1989), Nasser et al. (1999),
Metawa and Almossawi (1998), Otman and Owen (2001), Haron et al. (1994), Ahmad
and Haron (2002) and Zainuddin et al. (2004) had focussed on the customer in
Muslim countries, while Garrard and Cunningham (1997) had focussed on non-
Muslim countries. These studies indicated that customers selected the Islamic banks
not merely because of the religious factor, but also because of the bank’s reputation,
confidentiality, friends and family influences and provision of quality service factors.
As a matter of fact, many studies (Erol and El-Bdour, 1989; Haron et al., 1994;
Garrard and Cunningham, 1997; Nasser et al., 1999; Metawa and Almossawi, 1998)
indicated that the profitability factor (high return on saving) is also considered as one
of the important factors for the customers in selecting the Islamic banks.

However, in Thailand, a non-Muslim country, the Islamic bank is relatively
new. The Islamic banking system in Thailand had started since 2002 with the first
Islamic bank called the Islamic Bank of Thailand (ISBT). The establishment of the
ISBT is to improve the quality of life of the Muslim community, by providing
financial services according to the Islamic financial principles one of which is the
prohibition of interest (Riba). Moreover, it is also expected to provide the Shari’ah
compliance banking products and services not only to the Muslims but also to the non-
Muslim customers as well (Haron and Yamirudeng, 2003). Since its establishment in
2002, the ISBT has expanded its business over the years. Its deposits have increased

from THB 511.68 million to THB 12,962.73 million in 2007. In addition, its total



loans have also increased from THB 5.41 million to THB 650.31 million in 2007 with
the number of branches increasing to 27 in 2007.

As it is newly established, it is important for the ISBT to evaluate its
past performance in order to improve its activities and performance and analyze its
shortcoming in a realistic, pragmatic and practical term. At the same time, it also
provides certain signals to the depositors or the investors whether to invest or
withdraw funds from the bank. Similarly, it also provides options and targets to bank
managers whether to improve its deposit services or financing services or both.
Moreover, financial regulators are also interested to know the bank’s performance in
terms of adherence to banking regulation (Samad and Hassan, 2000; Kader and
Asarpota, 2005).

Since the Islamic bank in Thailand is relatively new, a study on the customers’
perceptions towards the Islamic bank in terms of characteristics, objectives and the
customers’ selection, particularly in Thailand, is almost nonexistent. Furthermore,
five years have passed since the ISBT was established, and there has been no study on
its performance evaluation so far. Therefore, this study is an attempt to fill this gap in

the literature.

1.2 MOTIVATION OF THE STUDY

Studies indicate that in order to increase the customers’ base and to secure the
customers’ loyalty, it is important, particularly for the Islamic banks, to understand the
customers’ perception towards the different characteristics and objectives of the
Islamic bank, and the customers’ selection (Haron et al.,, 1994; Garrard and
Cunningham, 1997; Metawa and Almossawi, 1999; Dusuki, 2005). Therefore, this

study attempts to study the understanding of the characteristics and objectives of the



Islamic bank, and the customers’ selection from their point of view of the Islamic
bank in Thailand.

Further, studies on the Islamic bank selection criteria indicate that an
understanding of the different groups of the bank customers, the Muslims and the non-
Muslims, would help the bankers to develop more accurate marketing strategies and
policies (Haron et al., 1994; Garrard and Cunningham, 1997). Thus, different
products and services can be targeted for different groups of the bank customers
(Kader, 1995). However, there are very few studies undertaken to compare the
Muslim and the non-Muslim customers’ perception in selecting the Islamic banks.
Haron et al. (1994) and Garrard and Cunningham (1997) have compared the Muslim
and the non-Muslim customers’ perception in selecting the Islamic banks in Malaysia
and Singapore, respectively. These studies show that the Muslims and the non-
Muslims have different perceptions in selecting their Islamic banks. Therefore, this
study was performed to find out the opinions and perceptions of the Thai Muslims and
non-Muslims in their selection of the Islamic bank.

Moreover, to make the Islamic bank more competent in the banking sector, it is
important to evaluate the growth of the Islamic bank. Therefore, this study also
attempts to fill the gap in the existing literature by evaluating the ISBT’s performance
in liquidity, profitability, risk and solvency, and efficiency during the period of 2003-

2007.

1.3 RESEARCH OBJECTIVES AND RESEARCH QUESTIONS
Due to the aforementioned gap in the literature, this study aims to explore the Thai
customers’ perceptions on the Islamic banking characteristics, objectives and bank

selection criteria. The main objectives of this study are as follows:



4.

To elicit the perception of the ISBT’s customers towards the
characteristics of the Islamic bank.

To elicit the perception of the ISBT’s customers towards the objectives of
the Islamic bank.

To identify the bank selection criteria of the ISBT’s Muslim and non-
Muslim customers.

To evaluate the performance of the ISBT during the 2003 to 2007 period.

In order to achieve these objectives, the following questions guided the

research:

1.

What are the Islamic banking characteristics that customers need the
Islamic bank to possess?

Do customers of the ISBT show equal degree of importance to the
commercial and social objectives of the Islamic bank?

Are there any differences between the Muslim and the non-Muslim
customers in the ranking of various bank selection criteria?

How does the Islamic bank of Thailand (ISBT) perform in profitability,
liquidity, risk and solvency, and efficiency during the period of 2003-

20077

1.4 ORGANIZATION OF THE STUDY

The content of this study is organized into five chapters: Chapter one provides a brief

discussion on the background of the study, motivation, and research objectives and

research questions of the study.

Chapter two provides the literature review on the Islamic banking. It provides

a brief discussion on the definitions of the Islamic banking and the philosophy of the



Islamic banks which, incidentally, consists of the characteristics and objectives of the
Islamic banks. It also outlines the historical background of the Islamic banks in
general and the Islamic bank in Thailand, in particular with the performance of the of
the Islamic bank being discussed. Finally, this chapter provides a discussion on the
bank selection criteria, the conventional and the Islamic banks.

Chapter three presents the hypothesis development and the research
methodology. It discusses the hypothesis development and the research instruments
used for this study. The pilot test, sample selection and data collection procedures are
presented in detail. In addition, tools for the analysis are also presented in this
chapter.

Chapter four presents the analysis and findings. First, the response rate is
presented and followed by the descriptive analysis involving the profiles of the
respondent, normality analysis and the Islamic banking characteristics. Subsequently,
results obtained from paired sample t-test examined the perception of customers on
the commercial and the social objectives of the Islamic bank and the bank selection
criteria are presented. In addition, the chapter also presents the results of the factor
analysis and performance evaluation of the Islamic bank.

Chapter five concludes the study by discussing the major findings and their
implications. The limitations of the study and suggestions for future research are also

discussed in this chapter.



CHAPTER 2

LITERATURE REVIEW

2.0 INTRODUCTION

This chapter reviews the literature related to the Islamic banking. The literature
indicates that the Islamic banking sector has grown significantly since the last four
decades and operating in Muslim and non-Muslim countries worldwide. It has
attracted large funds through investment banks and other financial intermediaries with
many business links with the Muslim world (Lum, 2006). The main focus of this
chapter is to review the literature on how customers approach the Islamic banking.
The existing literature suggests the reasons for selecting the Islamic bank are not
solely based on religion, but a combination of religious and economic factors.

This chapter is organized as follows: Section 2.1 reviews the Islamic banking
system. Section 2.2 reviews the philosophy of the Islamic banking system which
includes its characteristics and objectives. The historical background of the Islamic
banking system in general and in Thailand, in particular, is reviewed in section 2.3.
Section 2.4 reviews the literature on the performance of the Islamic banking system.
Section 2.5 reviews the literature on the bank selection criteria which includes the
bank selection criteria of a conventional bank and of the Islamic bank. Finally,

section 2.6 concludes the chapter.



2.1 ISLAMIC BANKING

The Islamic banking, like any other banking system, is not a religious institution; they

are profit-seeking institutions (Igbal and Molyneux, 2005). The Islamic banking
refers to a system of banking which is consistent with the Shar’iah (Islamic law),
guided by the Islamic economics. The Shari’ah does not allow the paying and
receiving of interest (Riba) and promotes a greater level of fairness and equity in the
conduct of the banking business (Al-Quran; 2:275). Thus, instead of using the rate of
interest to mobilize savings, the Islamic banks mobilize funds on the basis of profit-
sharing with the depositors. These funds are then passed on to corporations and other
customers using sale-based or asset-based contracts. The contracts do not only fulfil
the religious requirements of the Muslim customers, but also provide a wider set of
products for all customers.

Theoretical research has established that the contracts based on the profit-
sharing have several diverse economic advantages for the society. For instance, they
improve the allocation of resources, ensure justice and fairness among the contracting
parties, lead to a more stable financial system and have a favorable impact on the
economic growth (Igbal and Molyneux, 2005).

Among the contracts which are commonly applied by the Islamic banks are:
Mudarabah is a contract of sharing profit and loss. It is a mode of financing through
which the bank (the owner) provides capital finance for a specific venture indicated by
the customer (the entrepreneur). This contract is responsible for the management of
the business and provides professional, managerial and technical expertise for opening
and operating the business enterprise or project. Profit is shared according to a pre-

agreed ratio, while loss (if any) is borne by the capital provider (the bank).



Musharakah (Joint venture) is a form of a partnership where two or more
people join together either through capital, labour or credit-worthiness with an aim to
share the profit and the loss. In doing so, the parties enjoy similar rights and involve
similar liabilities.

Murabahah (Cost-Plus Profit/Sale on Credit) is the sale of goods at a price
covering the purchase price plus the profit margin agreed by both parties concerned,
which transforms a traditional lending activity into a sale and purchase agreement,
under which the bank buys the goods desired by the customer and resell it to the
customer at a higher price agreed to by both parties.

ljara (Leasing). The bank purchases the asset required by the customer and
then leases the asset to the customer for a given period, the lease rental and other
terms and conditions have been agreed to by both parties.

Wakalah (Agency) is a legal contract between one who appoints (Muwakil)
with the appointed person (Wakil), where Al-Muwakil gives the right to Wakil to
perform a duty on behalf of him or her, for a specified remuneration.

In order to understand the Islamic bank, it is important to know the philosophy

of the Islamic banks which is discussed in the subsequent section.

2.2 PHILOSOPHY OF THE ISLAMIC BANKS

As a Shari’ah-oriented business entity, the Islamic bank is strongly expected to be
guided by the Islamic business philosophy. The philosophy of the Islamic banking
system can be fully understood in the context of the overall Islamic economic system.
This section will review the philosophy of the Islamic banks, as well as the

characteristics and the objectives of the Islamic banks.



2.2.1 Characteristics of the Islamic banks

The Islamic banking system operates under the Shari’ah that prescribes specific
patterns of economic behaviour for individuals and society as a whole (Khan and
Mirakhor, 1987). Hence, the Islamic banking system is not only about prohibiting
interests and conforming to the Shari’ah requirements on offering the Islamic
financial products, but it is also a system which aims at contributing to the fulfilment
of the socio-economic objectives of the society (Ali, 1994; Siddiqi, 2001; Haron and
Hisham, 2003). Many Islamic philosophers have stated that the Islamic banks
perform mostly the same functions as the conventional banks, but the Islamic banks
do this in distinctly different ways (Ali, 1994; Ahmad, 2000; Hason, 2005; Igbal and
Molyneux, 2005).

Firstly, the Islamic banking stands for a system of equity-sharing, risk-sharing
and stake-sharing. Under these principles, the investor and the entrepreneur will be
sharing the result of the project, be it profit or loss in an equitable way (Ahmad, 2000;
Igbal and Molyneux, 2005). For instance, in the case of profits, both of them would
share this in pre-agreed proportions. On the other hand, in the case of losses, all
financial loss is borne by the capital provider and the entrepreneur loses his labour
(Igbal and Molyneux, 2005). As a result, this provides a just distribution between the
parties.

Secondly, the Islamic banking system is based on the Islamic law (Shariah)
that is the Islamic banks have to work within the ethical and moral frameworks of the
Shari’ah. Under this framework, the Islamic banks are prohibited from dealing with
activities that are considered unlawful (haram) in Islam. For instance, the Islamic
banks cannot finance a wine factory, a pig farm, a casino, a night club and other

activities that are harmful to the society or considered haram (Ahmad, 2000; Igbal and

10



Molyneux, 2005). The Islamic banks should be involved in lawful (Halal) activities
that benefit the society. Further, the Islamic banks are supervised by a Shari’ah
Supervisory Board that will confirm all the banking activities are under the Shari’ah
framework (Ali, 1994) whereby the Islamic banks have to comply with the Islamic
accounting standards since the conventional accounting standard is not suitable to
them and not compliant with the spirit of the Shari’ah.  All information is made
transparent to the customers showing that the bank complies with the Shari’ah
principle (Ali, 1994). Transparency is important, as it encourages the customer to
come to the bank as stated by Zubair (2005) that;

“Greater transparency in transactions, encouragement for participatory

financing, opening up for more specialized banks and customer

services, increasing indulgence in the long run finance, and promotion

of co-operative organizations are some of the suggestions to revamp,

and reorganize Islamic finance. Things are moving in that direction

even as the pace is slow” (p.17).

Thirdly, the Islamic banking system seeks a just and fair society. Thus, it
prohibits interest, gambling and all activities that are harmful to the society. This is to
protect the interests and benefits of all parties involved in the projects as well as to
promote a social welfare (Igbal and Molyneux, 2005).

There are some empirical studies that have observed the customers’ perception
of the characteristics of the Islamic banks (executive summary, 2004' and Ahmad and
Haron, 2002). A study in Indonesia, focussed on 1,047 respondents to determine the
perception of the community towards the financial features of the Islamic bank.
Findings reported that half of the respondents viewed that the main feature of the

Islamic bank is profit distribution. In addition, many of them viewed that the Islamic

bank is operated according to the Islamic principles (executive summary, 2004).

' Collaboration between Islamic Banking Directorate - Bank Indonesia with BogorAgricultural

University, 2004.
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In addition, Ahmad and Haron (2002) and Dusuki (2005) examined the
perception of the corporate customers towards the Islamic banking system in Malaysia
by focussing on a different sample size. Ahmad and Haron (2002) focussed on 45
corporate customers, while Dusuki (2005) based his study on a larger sample, that is,
1,500 respondents. Both studies reported that the majority of the respondents agreed
that the Islamic banking system was introduced because the Muslims are prohibited
from associating themselves with the element of interest practiced by the conventional
banking system. In addition, many respondents agreed with the view that profit and
loss sharing is the only principle representing a true spirit of the Islamic banking
system. Both studies have found that most of the respondents disagreed that the
Islamic banking products available in Malaysia are similar to the products of the
conventional banks except that the banks use different names for those products.
Further, Dusuki (2005) revealed that most of them agreed that entrepreneurs by
associating themselves with the Islamic banks will become more ethical in conducting
their business and the Islamic banking is not about competing in price, but rather in

stressing the unique quality of products and services.

2.2.2 Objectives of the Islamic Banks

The system of the Islamic bank moves from a debt-based financial intermediary of the
conventional system to an equity based and risk-sharing arrangement (primarily
Mudarabah and Musharakah contracts, Dusuki, 2005). In other words, an ideal
Islamic banking system model is based on the profit and loss sharing (PLS), where
both the bank and the depositor share the risks and the rewards of financing a business
venture (Scheele, 2002). Apart from that, there are two different emphasis (Siddiqi

model and Chapra model) in outlining the overall functions and objectives of the
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Islamic banking system. Siddiqi’s model advocates that the purpose of interest-free
loans is to meet basic needs and it is the duty of the community and the state to cater
for those needs. In addition, Siddiqi asserts that the primary objective of the Islamic
bank, like that of any other business unit, is profit maximization, but the role of the
Islamic banks is not only to restrict but also to prohibit interest.

On the other hand, Chapra’s model asserts that the nature of the Islamic
banking system (outlook and operations) could be clearly differentiated from those of
the conventional ones. Besides the prohibition of interest or Riba, the Islamic banking
system should serve the public interest rather than the individual or group interests.
The Islamic banking system should generate adequate savings and productive
mobilizations and be properly equipped to be able to meet the genuine, non-
inflationary needs of both the public and the private sectors. In other words, Chapra’s
model asserts that the Islamic banks hold socio-economic purposes that not only have
a profit-maximizing role but also seek to promote the Islamic norms and values as
well as protecting the needs of the society as a whole. He considered the Islamic bank
as a cross-breed of the commercial and the merchant banks, the investment trusts and
the investment-management institutions, that would offer a wider spectrum of services
to their customers. Unlike the conventional banks which depend heavily on the
“crutches of collateral and of non-participation in risk” (p. 155), the Islamic banks
would have to rely heavily on project evaluation, especially for equity-oriented
financing.

Similarly, Ziauddin’s model stresses that the Islamic banking system is more
than just prohibiting the application of interest, but it also should help in achieving the

socio-economic objectives of an Islamic society, such as alleviating poverty, ensuring
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