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ABSTRACT 

The main objective of this research is to understand how the Malaysian Islamic 

commercial banking system (MICBS) has been developing.  There are two main 

concerns of MICBS that this research addresses.  The first is the declining performance 

of the MICBS.  The second concern is how the MICBS has developed according to 

conventional standards despite constant criticism of its reliance on short-term, debt-

based modes of finance.  The main argument of this thesis is that both these problems 

arise because of the restricted scope of economic methodology.  To remedy this 

problem, this research uses Systems Theory to broaden the analysis of MICBS.  

Applying this economic systems methodology to the MICBS reveals that the 

development of the MICBS depends on the interaction between the internal incentives 

(the corporate governance framework) and external incentives (the Shariah governance 

framework) within the MICBS.  Ultimately, the internal incentives overpower the 

external ones, which leads to the MICBS emulating the conventional banking system.  

The systems methodology is also used to identify non-mainstream conventional 

banking models that may serve as an alternative guide that would bring MICBS closer 

to its original founding values.  Specifically, this research proposes that the German 

Banking System (GBS) would allow the MICBS to develop according to some its 

original values, especially in terms of real sector contribution and development.  

However, future research should investigate other alternative banking systems in terms 

of their ability to aid MICBS-development.  Overall, this research reveals the 

importance of methodology in the development of the MICBS.  The systems level 

analysis of the MICBS proves that there are other alternative models that can help 

MICBS develop in a way that is more consistent with its values.   
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 خلاصة البحث
ABSTRACT IN ARABIC 

يزيا، ة في مالإن الباعث لإجراء هذا البحث يكمن في مسار التطور الجاري للبنوك الإسلامية التجاري

و انحدار هفهذا البحث يركز على محورين أساسيين في هذا السياق: المحور الاول والملاحظ حديثا 

يير التقييم في مستوى الأداء لتلك البنوك، والمحور الثاني هو كيفية تطور تلك البنوك بناء على معا

يتركز  ة الاجل،الدين قصيررغم الانتقاد المستمر لاعتمادها في التمويل على أدوات  البنوك التقليدية

بيعة النقاش في هذه الأطروحة لإثبات إن السبب في كلتا المشكلتين مصدره محدودية نطاق وط

والتصدي   استعمال نظرية الأنظمة لتوسيع نطاق التحليلمناهج البحث في الاقتصاد، ويطرح البحث 

ور البنوك سياق تط قتصادية( فيلهذه المشكلة، حيث تقوم منهجية هذه النظرية )نظرية الأنظمة الا

شركات( الإسلامية التجارية في ماليزيا على التفاعل بين المحفزات الداخلية )إطار حوكمة ال

حفزات والمحفزات الخارجية )إطار الحوكمة الشرعية(، حيث تتغلب المحفزات الداخلية على الم

لمنهجية أيضا دية، هذه االخارجية مما يؤدي إلى مجاراة ومحاكاة البنوك الإسلامية لنظيرتها التقلي

 لقيادة تم استعمالها للتعرف على أنظمة أخرى للبنوك التقليدية من حيث صلاحيتها لتكون بديلا

الباحث النظام  البنوك الإسلامية التجارية في ماليزيا نحو القيم الأصيلة التي بنيت عليها، ويقترح

صيلة خصوصا تجارية بناء على قيمها الأالمصرفي الألماني كبديل يسمح بتطور البنوك الإسلامية ال

ام بدراسات فيما يتعلق بارتباطها بالقطاع الاقتصادي الحقيقي والتنمية، كما يوصي الباحث بالقي

جارية في الإسلامية الت وكتسهم في تطور البنأخرى في المستقبل للبحث عن أنظمة مصرفية بديلة 

ة التجارية هجية في دراسة تطور البنوك الإسلاميماليزيا، وبشكل عام يكشف هذا البحث أهمية المن

نيت عليها  بوإمكانية إيجاد بدائل لنماذج يمكن أن تخدمها في تطور يتسق مع القيم الأصيلة التي   
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CHAPTER ONE 

INTRODUCTION 

 MALAYSIAN ISLAMIC COMMERCIAL BANKING SYSTEM (MICBS) 

The earliest Islamic commercial banks (ICBs) can be traced back to the early 1950s in 

Pakistan, and 1960s in Malaysia’s Tabung Haji initiative and Egypt’s rural Mith Ghamr 

project in 1963.  Each of these pioneering initiatives were founded on Islamic edicts 

such as interest prohibition and values such as mutually beneficial (profit or risk-

sharing) contracts.  After a half-century worth of growth and development, 

contemporary Islamic banking has matured into a $1.8 trillion1 global industry, and 

even spans countries with Muslim minority populations such as the UK, France and the 

US.  It is clear that Islamic commercial banks (ICBs) are a permanent fixture of modern, 

contemporary, Islamic financial systems.   

However, the nature and quality of this unprecedented growth is equally 

important.  Since its inception, there have also been concerns regarding the development 

of the Malaysian Islamic Commercial Banking System (MICBS).  These concerns 

originate from the founding goals of Malaysian Islamic commercial banks (MICBs).  In 

the context of this research, a concern in the MICBS is defined as trepidation that results 

from the MICBS falling short of any of its key aims.  This research identifies two such 

aims that the author considers central to the concerns arising within the MICBS.  The 

first is the aim that the MICBS becomes the global hub for Islamic banking.  The 

importance of this particular goal is reflected by its inclusion in the Financial Sector 

Master Plan (FSMP).  The FSMP is a blueprint designed by the Malaysian federal 

                                                 
1 Global Islamic Financial Report 2012,  
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monetary authority, Bank Negara (BNM), of the Malaysian financial sector.  The 

concern arises out of recent performance data, which indicates that the MICBS may be 

falling short of its goal to corner the global Islamic financial market.  Domestic 

statistics, according to EY’s well known annual publication, the World Islamic Banking 

Competitiveness Report (Ernst and Young, 2016); show that the growth rate of the 

MICBS fell from 1.6% in 2011 to 0.6% in 2014.  The report refers to the decline as a 

possible stabilizing point of the MICBS2, which clearly does not reflect its global 

mandate.   

The same report states the median asset-growth rate (or CAGR) as 7% (for the 

four years up to 2014).  However, this rate has been declining since 2011.  Whereas the 

growth rate was above the 20% mark in that year, it had constantly declined to its lowest 

point (4%) by the end of the study-period (2014).  These statistics clearly hint at some 

form of slowdown or saturation.  The report concludes that the MICBS “… needs to 

diversify its sources of income by substantially enhancing its low risk, fee-based income 

streams to address its under-performance in terms of its ROE” (Ernst and Young, 

2016:50).  The phrase “low risk, fee-based income streams” refers to the MICBS’ main 

source of revenue, and it calls for these sources to be substantially enhanced.  Phrases 

such as these along with “under-performance” connotes the idea that the MICBS will 

not move forward in its present form, but should alter its practices in some way to carry 

on progressing.  The publication also reports the market share at 21.3%, whereas Saudi 

Arabia has breached the 50% milestone.  It is clear why these trends are a cause for 

concern.   

                                                 
2 Stabilization is suggested in the context of the current market penetration strategies of the MICBS 
(which may change in future) 
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The second major concern regarding the development of the MICBS relates to 

its focus and reliance on debt-based financial activities.  As previously stated, each 

concern takes root in a founding ideal.  In this case, the original concept of ICB was 

envisioned to be a financial system that would not only be interest-free, but would also 

maintain close ties to the real sector by emphasizing risk-sharing mechanisms (equity-

based transactions) and avoiding risk-transfer activities (debt-financing).  This way, 

ICB would be able to differentiate itself from conventional practices, and offer 

alternative services that are just to both parties of a financial contract.  Reality has 

painted a different picture unfortunately.  According to BNM’s latest health-report on 

the Malaysian Banking sector, the Financial Stability and Payment Systems Report 

2016 (Bank Negara Malaysia, 2017) maintains equity financing at 12.2% of total ICB 

deposits.  As such, equity financing has never gained the prominence it was expected 

to over the forty-plus years of MICBS development.   

Its reliance on retail financing has raised another related concern: that the 

MICBS has not only abandoned its founding objective, but has done so in order to 

follow the conventional banking sector.  This has been mentioned by the prominent 

voices of the academia and research such as Ariff (2014) and Mirakhor (2010).  There 

are other more long term, systemic, social costs of facilitating and extending the debt-

base of a country, such as, exposing future generations to financial vulnerability through 

debt-contracts.   

The fact that the MICBS has not achieved either of these cornerstone objectives 

over the last forty years indicates towards the possibility of a deeper, underlying 

problem within its developmental framework.  Notwithstanding the issue of MICBS’ 

growth and its fixation on retail financing, it may still be argued that these issues do not 
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warrant an inquiry into the developmental nature of MICBS.  However, there are other 

important justifications for this research, such as, the corporate social responsibility 

(CSR) of banks.  This is an important criterion since economic institutions, in 

accordance with the Islamic value system, are required to contribute positively towards 

society.  Unfortunately, research indicates that though CSR is viewed as a necessary 

component of MICBS by practitioners (Wan Jusoh and Ibrahim, 2017) as well as other 

stakeholders (Dusuki, 2005), the MICBS is still found to be wanting in terms of its 

social contribution (Nor and Hashim, 2015).  In fact, Nor and Hashim (2015) also find 

that practitioners themselves believe that a formal CSR framework is necessary for 

effective disbursement of social duties—but is also found to be non-existent.  Thus, 

MICBS does not fulfill its social responsibilities and nor has it been able to structurally 

./develop a framework over the last four decades of its existence.  This also points 

towards a possible structural developmental problem within MICBS.   

The main purpose of this introductory chapter is to investigate these 

developmental concerns so that a workable hypothesis about the developmental 

problem/s of the MICBS, can be determined.  In other words, the aim of this 

introductory chapter is to attempt to answer the question: What is the root cause of ICB 

not being able to achieve its developmental goals or aims? 

 

 A NARRATIVE OF THE MICBS PROBLEM 

The nature of this study necessitates an unorthodox structure because the exact nature 

of the problem of the MICBS is not agreed upon.  In such scenarios, the problem needs 

to be traced to its source so that it can be better understood.  The narrative process used 

here allows this.  It entails the identification of the apparent problem, then the “tracing” 
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of this problem by understanding its context, then characterizing or contextualizing it 

according to its context.  Once the context of the problem is understood, the root 

problem can then be rationalized and hypothesized.  Finally, the framework for testing 

the hypothesis can be determined.  Diagram 1.1 depicts this process.   

 

 

 
 

Diagram 1.1: A Narrative Approach for Problem-Identification 

 

As seen above, the narrative approach is more meticulous about the background and 

context of the problem.  It not only facilitates the tracing and characterization of 

problems, but also expedites transparency in the process, so that observers may vet the 

process and weigh in where necessary.  Logically, this means that the transparency 

afforded by the narrative approach in the problem selection process leads to a problem 

identification and selection process of higher quality. 

The main drawback of a narrative approach is that it adds length to the 

introductory chapter (as can be seen by the additional stages in the diagram), which is 

counterintuitive to the notion of “summarizing the research problem and its 

parameters”.  However, the benefits of transparency (meticulousness) clearly outweigh 
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the costs (duration).  It can even be argued that this is a necessary step in research where 

the characterization and contextualization of the research problem is critical, as is the 

case here.   

 

1.1.1 The Apparent Problem: Two Groups of MICBS Critics 

In order to understand the apparent problem of the MICBS, there is a need to understand 

two groups of critics who are central to the development of the MICBS.  The first group 

who are concerned about the recent performance shortcomings in the MICBS are 

referred to as “mainstreamists”, while the second group who are concerned about a 

deviation from ICB norms, are labeled as “structuralists”. 

 

1.1.1.1 Mainstreamists: Conventional Emulation 

“Mainstreamists” are so named to reflect their leanings towards conventional, 

mainstream banking practices.  In general, adherents believe the best way to develop 

the MICBS is to use bank strategies and frameworks that have been developed by the 

already mature, conventional, mainstream banking system, so long as these do not 

contradict Shariah compliance regulations.  Mainstream banking is commonly referred 

to as the US banking model (the US banking system was the first to move from the 

classical or universal banking model to the present-day commercial banks), or the 

Anglo-Saxon banking model (as a reference to the common banking system used by 

English speaking countries including the US, Canada, the UK, New Zealand and 

Australia).  Mainstreamists support development within the present framework of the 
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MICBS3, but want it to improve by overcoming some of its deficiencies as a fledgling 

industry that hold it back.  They are generally critical of issues that prevent the MICBS 

from effectively competing against their conventional counterparts.  Thus, 

mainstreamists, for example, would support financial engineering and product 

development that follows conventional banking trends.  This has led to the accusation 

that the MICBS is mimicking the Malaysian conventional commercial banking system 

(MCCBS).  However, mainstreamists view the targeting of the same markets as the 

MCCBS as healthy, competitive behavior that will allow the MICBS to further develop.  

As such, it is fine for the MICBS to emulate the MCCBS in their designs so long as the 

current Shariah-compliance mechanisms are in place to safeguard Islamic ethical values 

(Bakar, 2016).   

The guiding principles of mainstreamists are best understood through two very 

prominent practitioners in the MICBS.  The first person, Dato’ Dr. Abdul Halim bin 

Haji Ismail, has earned the title of the Father of the MICBS, because of his role in its 

establishment and development (Dusuki, 2007).  The 2014 Islamic Finance Royal 

Award winner was the former Managing Director of Bank Islam Malaysia Berhad from 

1983 – 1994, who pioneered the core design of the organizational framework of the 

Malaysian Islamic commercial bank (MICB), including its operating procedures.  In 

addition, Ismail has been a member of the Shariah Advisory Council (SAC) of the 

Malaysian central bank (BNM) from 1997 – 2013).  Despite critics citing the core model 

of the MICBS as one of the key-reasons for MICBS gravitating towards CCB-like 

practices, Ismail has firmly maintained that the key point of demarcation between the 

MICBS and MCCBS, lies in the former’s contracts being in line with Shariah-

                                                 
3 Present form refers to the current practices and design of the Malaysian ICB framework also known 
as the contemporary Malaysian Islamic banking framework. 


