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ABSTRACT

In recent years, Islamic Banking and Finance has become the fastest growing sector in
the global finance and banking industry. This industry in Malaysia has witnessed a
tremendous growth in terms of demand, acceptance and development since it was first
introduced in 1963. At present, Malaysian government has plans to make Malaysia as
an International Islamic banking hub in the region by further liberalizing the industry
by offering licenses to qualified foreign Islamic banks to operate in Malaysia. This
research is principally a study of the survival of the foreign Islamic banks in
Malaysia. Although, Islamic banking industry in Malaysia has survived well despite
the obstacles and constraints of dual system, they continue to face challenges and
foresee better prospects as well. Accordingly the study has focused on the
establishment and performance of Saudi-based Al Rajhi Bank in Malaysia. A
thorough study is undertaken of the bank and first hand interviews were conducted
with all those concerned personnel of Al Rajhi Bank Investment Corporation Berhad
and selected individual regulators. The researcher identifies the challenges and the
strategies which have been adopted by the bank to further expand its horizon in
Malaysia. The challenges that were pertinent to the foreign Islamic banks include the
issue of being a strict Shari ‘ah player, regulatory concerns, tax issues and the shortage
of talented experts in the country. Meanwhile the growth prospects for Islamic
banking industry in Malaysia look promising, particularly given the fact that the
region is expected to be a major driver of economic growth. This study is concluded
with several recommendations to address these challenges for better economic
integration and partnership so as to attain the status of a comprehensive bank that

integrates and mergers with other Islamic banks in the country.

XV



CHAPTER ONE

INTRODUCTION

1.1 Background of Study

One of the significant developments in the Muslim world during the last two
decade and a half is the emergence of Islamic banking, which has appeared as a
powerful movement. Although some attempts to reorganize banking activities along

Islamic lines go back to the early sixties, the concept of Islamic banking is even older.

Islamic banking theory and practice ideally draw upon central tenets of Islam.
The basics thus dates back to the Noble Prophet Muhammad (Peace be upon him and
his descendants) who emphatically taught his followers to keep economic
considerations subordinated to moral consideration. Islam lays great emphasis on
maintaining a balance between the conflicting interest of individuals and the different
sections of society. Islamic banking is therefore differentiated from much narrower
concept of interest-free banking, which essentially deals with instruments, services and

operations devoid of interest (Hussain, 2005).

Islamic banking refers to a system of banking, which is consistent with Shari‘ah
(Law), and guided by Islamic economics. Islamic law prohibits the payment and
collection of riba (interest or usury). The main argument against interest is that money
is not used as a commodity with which to make more money but that it should be

earned on goods and services only. Features of Islamic banking are based on ethical



principles. SharT‘ah allows all economic activities in the framework of protecting
public interest and safeguarding it. Further, in Surah al-Baqarah, Allah (swt.) says:
“O you who believe! When you deal with each other in transactions
involving future obligations in a fixed period of time, reduce them to
writing. Let him who incurs the liability dictate, but let him fear his
Lord God, and not diminish aught of what he owes” (2:282)

Further the main objective of the Shari‘ah framework is to ensure a society that
is free from all traces of injustice (zu/m), in order to achieve socio-economic justice.
As such, the Shari‘ah explicitly prohibits transactions involving ribd (usury),
uncertainty (gharar), price manipulations, hoarding, market interference, exploitation
and fraud. In addition, the obligation of zakar from the social perspective is

considered as an important tool to alleviate poverty by making the rich alive to the

social responsibilities.

Islamic Banking and Finance industry has emerged on the international financial
landscape in a relatively short time. The same was echoed by Dr. Asutay (2008) in his
article “The ways ahead in Islamic Investment Banking” wherein he observes that the
phenomenal growth of the Islamic banking and finance industry has been remarkable

since it came into existence just over thirty years ago.

From the humble beginning in 1970s when the first commercial Islamic Bank
was established in Dubai followed by Jeddah-based set up of multilateral
development institution, the Islamic Development Bank (IDB), in 1975.Since then the
Islamic financial industry has enjoyed consistently high growth and continues to grow
rapidly around the globe. Islamic banking and finance has undergone rapid

transformation and growth from an industry striving to satisfy the Muslim community



needs, to a multibillion dollar industry upholding Islamic principles. At present there
are more than 300 Islamic Banking institutions in over 65 countries and according to
some conservative estimates the total assets classified as Islamic exceeds over
US$600 billion (Askari, Igbal and Mirakhor, 2009). Islamic banking and finance
industry is now in its fourth decade and has developed rapidly. According to Dr. Zeti
Akhtar Aziz', the Islamic banking and finance is ascending to greater prominence in
the global financial system and has fast extended beyond the traditional

predominantly Muslim economies to major industrial economies.

However with the rapidly changing international Islamic financial landscape,
Islamic banking in Malaysia is now becoming increasingly integrated to the
international financial system (Zeti, 2008). Islamic banking in Malaysia differs from
Islamic banking in the Gulf and the rest of the world (Samad, Gardner, and Cook,
2005). The country’s first Islamic bank, Bank Islam Malaysia Berhad (BIMB), was
established in July 1983. A decade later, the government introduced the Interest Free
Banking Scheme, which made Malaysia among the first to have a full-fledged Islamic
banking system operating side-by side with the conventional banking system. With
Malaysia pioneering in the Islamic Banking industry globally and being the main
driver for drawing up the framework for setting up of the Islamic Development Bank.
The country is leading its way to become the international hub for Islamic banking

and finance.

Over the decade cumulative government policies, action and initiatives have

resulted in Malaysia being at the forefront of the Islamic finance as well as having one

' Current Governor of Bank Negara Malaysia



of the largest Islamic finance markets in the world. The Malaysian government has
taken several key initiatives to position Malaysia as an Islamic banking and finance
gateway. between the Middle East and Asia Pacific. Among Malaysia’s key Islamic
financial initiatives are the issuances of new licenses to foreign Islamic banking
institutions and 7Takaful operators. Bank Negara Malaysia has issued three new
Islamic banking licences to major Gulf Islamic banking institution such as Saudi-
based Al Rajhi Bank Saudi (herein after referred to as ARBS), Kuwait Finance House
and Gulf based Asian Finance Bank. Besides participating in the local market, the
foreign banks have the opportunity to use Malaysia as the platform to expand the

operations to the rest of Asia.

Islamic banking industry in Malaysia is currently facing serious competition as
foreign Islamic banks have moved into establishing their branches in this fast
developing country. This research will be focusing on Al Rajhi Banking and
Investment Corporation (Malaysia) Berhad (herein after referred to as ARBM) to
understand the challenges it has undergone in setting up its operation in Malaysia as

the first foreign Muslim-owned Islamic Bank and its future prospects in Malaysia.

1.2 Research Objectives

The aim of this research is to find out the main challenges and the prospects for

the future development of ARBM. The specific objectives of the study are as follows:

a. To evaluate the present status of ARBM in the Malaysian Islamic Banking
industry and identify the factors that influenced ARBS to set its branch in

Malaysia.



b. To critically discuss the barriers or limitations faced by ARBM in setting its
foothold in Malaysia and the future development of foreign Islamic Banks in

Malaysia.

c. To explore and study the strategies that ARBM has adopted to expand its

operations in Malaysia.

1.3 Research Problems

Islamic Banking and Finance today exist in all parts of the world, and are looked
upon as a viable alternative system which has many solutions to offer. This system
initially was introduced to fulfill the needs of Muslims, and at present it has been
transformed into a multibillion dollar industry upholding Islamic principles. This
paper aims to study the challenges ARBM has undergone in setting up its operation in
the foreign soil and future prospects of the bank. The following research questions

will help towards a thorough analysis of the bank:

(i) How does ARBM position itself in the Malaysian Islamic Banking Industry?
(i) What were the factors that persuaded ARBM to setup its branch in
Malaysia?
(iii) How ARBM dealt with the challenge of meeting the needs and wants of
Malaysian market?
a. Regulatory aspect
b. Market Penetration, Segmentation and Positioning?
(iv) How does ARBM view the future development of foreign Islamic Banks in

Malaysia?



(v) What are the barriers faced by ARBM to gain the competitive advantage in

terms of expanding their operations?

Answers to these questions would help us to achieve the objectives of this

research.

1.4 Significance of Study

This research has some significance to several parties:

1.

Malaysian Government: The research will provide references for the
Malaysian Government to assess its long term planning in supporting the
Islamic Banking industry and making the industry more conducive for

attracting the foreign players into the country.

Foreign Islamic Banking players: The research can provide an insight into the
existing and potential foreign players who are planning to enter the Malaysian

Islamic Banking industry as to the challenges and prospects ahead.

Academician/Researchers: The research can be wused by prospective

researchers in the academic field as a reference for future research.

Public: Public both the employees and students in the field of Islamic
Banking can use this research to understand the prospects of the Islamic
Banking industry in the near future in Malaysia and how attractive it is for

foreign players to enter the industry.



1.5 Organization of the Study

This research paper is organised into six chapters, where each chapter has its own
distinctive objective and the sequences of the chapters are based on the logical flow of
the research process. The following is a brief explanation of each chapter that would

serve as a road map through this research process.

Chapter One: Introduction

This introductory chapter provides a brief discussion on the background to the
study, an outline of the objectives of the study, a significant issue of the study and the
limitation of the study throughout the completion of the research and a guide to the

remaining chapters of the thesis.

Chapter Two: Literature Review

The theoretical bases for the research are established by studying previous works
and researches related to Islamic banking industry. Moreover, the study looks into the
backgrounds of the non-Muslim Islamic Banks offering Islamic banking products and
the historical evolution of Islamic banks. For comparison purposes a study on the
challenges and prospects of Islamic banking institutions in various countries around
the globe will be presented prior to concluding this chapter. The main aim of this
chapter is to find areas that are not addressed by previous studies. A detailed
background study of ARBM bank will also be presented, giving an insight about the

background of the interviewees. Furthermore, chapter gives an insight into the



establishment of ARBM and its development in Malaysia. In addition, a

comprehensive SWOT analysis was carried out.

Chapter Three: Research Design and Methodology

This chapter will look into explanation of the research type. approach, sampling
and data collection methods used for this study. The method used to meet the
objectives of the study includes interviews and thorough study of the secondary

information. The interviews are divided into two sections:

a- Interviews focusing on the challenges and prospects experienced by ARBM
in Malaysia.
b- Interviews targeted at personnel from BNM and SC to learn about the future

policies formulated to develop this industry as a whole.

The Research instruments are semi-structured personal, email and telephone
interviews to be conducted with the ARBM unit’s managers and personnel under

study.

Chapter Four: Data Analysis and Finding

This Chapter synthesizes all the data collection methods and presents a summary
of the data and information. Subsequently, the data analysis will be carried out using
various themes to get a clearer picture of what the ARBM has experienced in

Malaysia and the future prospects of the bank.




Chapter Five: Conclusions and Recommendations

The researcher provides the final conclusion on the whole paper and the
necessary recommendation. This chapter also looks in a summary of the limitations of
the research and the future direction for the relevant research is proposed as a

supplement to this paper.





