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ABSTRACT

The upsurge of Islamic banking has always been seen from the perspective of growth
of assets and market share which somehow depict the profit oriented nature of a
business entity. “Riba free banking” seems to be the only factor that differentiates
Islamic banking from its conventional counterpart. As a result, the true objective of
Islamic banking which is the fulfillment of “Magasid al-Shari’ah” (Objective of
Islamic law) have not been formally addressed. Currently, Islamic banks are being
evaluated using the same conventional standards of other banks which mainly focus
on financial measures. Hence, a paradigm shift is required in the Islamic banking
industry where the framework of Maqasid al- Shari’ah is used for performance
evaluation. The objective of this study is to develop a Maqgasid al-Shari’ah based
index by operationalising the Magasid framework that combines the Magasid theories
of Imam al Ghazali and Abu Zaharah. At first, semi-structured interviews of 12
experts on Islamic banking and finance (IBF) were conducted to select the variables
for indexing. Afterwards, a focus group discussion was arranged consisting five
experts in IBF to validate the selected variables. Then, an analytic hierarchy process
(AHP) is employed to determine the relative importance and weight of each Magasid
item and sub-items. The respondents in this case are industry experts, Shari’ah
scholars, Shari’ah committee members and academics. Based upon this, an index is
developed. Afterwards, the index is tested on 11 selected sample banks in Malaysia
and Bangladesh. The result reveals that RHB Islamic bank rank top among the
selected Islamic banks. This study contributes to the theory of Maqasid al-Shari’ah
with respect to banking performance evaluation by identifying the necessary variables
to operationalize Magasid items. The Magasid-based index is expected to assist
stakeholders to measure how far the performance of Islamic banks are in line with the
Magasid al-Shari’ah.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

A country’s economic and financial development largely depend on the performance
of its financial institutions. Banks are historically one of the most important financial
institutions in any economy. The banks, especially the conventional banks are based on
intermediation model where they generate profit by the return earned from lending to
businesses and individuals minus return paid to different types of depositors. They are
instrumental for a country’s economic stability. Banks as financial intermediaries,
channel money from surplus unit to deficit unit to keep the economy moving. Any
form of disturbance in the process may lead to enormous economic crisis.

The primary function of a financial system is resource allocation (Merton,
1995). To allocate resources effectively, the financial system first establishes a
payment system to clear and settle payment in order to facilitate trade and commerce.
Second, to finance large and small scale projects, they aggregate and also
disaggregate wealth and flow of funds. Third, the system transfers economic
resources over time, space and industries. Fourth, the system helps in accumulating,
processing and disseminating the information for better decision making. Fifth, it
provides direction for uncertainty and risk management. Finally, it shows ways in
dealing with incentive and problems raised through asymmetric information.
According to Merton (1995), financial institutions may change, but these six core

functions remain relatively same.



