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ABSTRACT

This study examines the implementation of shari‘ah compliance in Islamic banking
by comparing between two countries, Malaysia and Indonesia. This study seeks to
answer whether or not along the rapid growth and development of Islamic banking,
the 1ssues on shari‘ah compliance take place. Another question is whether the legal
and regulatory frameworks are sufficiently provided pertinent to shari‘ah compliance
in Islamic banking. Lastly, the question on what 1s the role of the shari‘ah board
members in ensuring shari‘ah compliance in Islamic banking is also in need for an
answer.This research i1s a combination of library (documentary) research and field
research. Statutory provisions, guidelines and other legal instruments are explored
and analysed to understand the development of the Islamic banking business and
whether the legal framework 1s adequate to cater to shari‘ah compliance in Islamic
banking. The field research is made in revealing the practical process in assuring
shari'ah compliance in the industry, which 1s mostly conducted by interviews. In the
analysis method, this study utilises the descriptive method combined with the analytic-
interpretative and comparative approach. The study establishes that alongside the
rapid growth and development of the Islamic banking business in both countries, the
1ssues of shari‘ah compliance arose. The issues however, have been taken up by the
Malaysian and Indonesian authonties with adequate regulatory instruments in the
form of the statutes (the acts of parliament), guidelines, and circular letters. It is also
provided in the regulations that any product development must be approved by the
shari’ah board members to ensure that they comply with shari‘ah principles. The
research also concludes that in both countnes, the clear duties and responsibilities
conferred to the shari‘ah board members, good qualifications and  the proper
appointment procedures, supported by sufficient independence and recognition on
their fatwds or decisions or resolutions, bring about more efficiency and effectiveness
in the advisory or supervision roles for the sake of the implementation of shari‘ah
compliance. However. in terms of the enforcement of shari‘ah compliance, some
aspects need for enhancement. The study suggests that for Indonesia, besides
repositioning the National Shari‘ah Council (NSC) 1s needed to enable the farwas and
decisions to be binding and enforceable, the concurrent membership of the shari‘ah
board members is in need for reconsideration. In addition, a specific statute (the act of
parhament) which covers the products and operations aspects of Islamic banking is
very demanding to be enacted. In contrast, in Malaysia, the provision that the
decisions and fatwas of the Shari‘ah Advisory Council (SAC) 1s only binding over the
arbitration panel, needs to be reviewed in order that those may also be binding over
the court of law. Further, it is also suggested that for both countries, the introduction
for the regulations of the operational aspects (shari‘ah governance) of Islamic
banking business need to be adopted soon to ensure the implementation in the whole
aspects of the shari‘ah compliance.
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CHAPTER 1

INTRODUCTION

1.1. BACKGROUND OF THE STUDY

The discourse of the Islamic financial system started to emerge when a small-scale
financial institution was introduced in Mit-Ghamr in Egypt from 1963 to 1967,
which was soon followed by the incorporation of the Pilgrims Management Fund
Board of Malaysia in 19712 Following this success, in the seventies, many Islamic
financial institutions were established, the most important among them was the
Islamic Development Bank under the sponsorship of the Organization of Islamic
Conference.’ The industry developed tremendously since then.

Today, after approximately four decades since its first attempt, Islamic
financial institutions are engaged in business with nationwide networks and in a great
variety of enterprises ranging from banking, insurance, capital markets, mutual
funds, and other financial institutions. However, among others, Islamic banking has
showed its impressive development. It is even said that today Islamic banking is
estimated to manage funds for about US $ 250-300 billion. This could be

substantially higher aggregating the retail and wholesale sectors. Islamic banking

' Although the idea of the Islamic financial system has been established since the late of the first half
of 19 century, it never came to reality until this experiment was undertaken.

2 It is also called Lembaga Urusan Tabung Haji. Nik Norzrul Thani, Mohamed Ridza Muhamed
Abdullah and Megat Hizaini Hassan in his monumental work, Law and Practice of Islamic Banking
and Finance (Selangor: Sweet & Maxwell, 2003), 11.

*Ausaf Ahmad, Development and Problems of Islamic Banks, (Jeddah: Islamic Research and Training
Institute Islamic Development Bank, 1987), 2-3



currently operates in more than 75 countries, not only in Muslim countries but spread
over Europe, America and the Far East.*

Although financial institutions always evolve, the rise of Islamic banking
cannot be called as being only a matter of an evolutionary process in the
development of the prevailing financial institutions. It should be understood that the
Muslims’ worldview, which sees Islam as a set of rules of conduct for the overall
areas of life including the economic sphere, is a driving force for the birth of Islamic
banking.’ As a faith-based financial institution, the Islamic banking business is
therefore, strictly dictated by religious tenets, namely the Qur’anic and prophetic
teachings. Thus, it is obvious that the Islamic banking system is substantially
different from conventional banking.

The above mentioned difference, in turn, affects the operational aspects and
products offered in Islamic banking. As a financial intermediary institution, Islamic
banks as well as conventional banks conducting Islamic banking business, offer
products that encompass various depository and financing schemes based on various
mu‘amalah contracts.® Through these products, the mission of Islamic banking can
be accomplished, namely to provide liquidity needs that are free from interest, which
are in contrast from its conventional counterparts which rely on interest for earning

the gain.

* Global Perspective on Islamic Banking and Insurance’ in New Horizon, April-June, 2007, 24. J.
Michael Taylor, ‘Islamic Banking, the Feasibility of Establishing an Islamic Bank in The United
States’. American Business Law Journal, 40, 2003, 389. Retrieved December 26, 2005, from
Westlaw database. Shanty Rachagan, ‘Islamic Banking in Malaysia’ in Journal of International
Bankmg Law and Regulation, 2, 2005, 88. Retrieved December 26, 2003, from Westlaw database.

® Abu “‘Uwamair is of the opinion that the ideological force has played most significantly in the
emergence of Islamic banking. In his opinion, Islamic banking can even be said to be darirah al-
shar'iyyah. Jihad ‘Abd Allah Abu ‘Uwamair, al-Tarshid al-Shar‘iv li al-Buniik al- Qa 'imah (al-Ittihad
a] Daul li al-Buniik wa al-Igtisad al-Islamiy 1986), 23.

Ba51cally, there are five contracts; depositing, partnership, sale, leasing, fee based, and benevolent
contract. Details of these contracts are explored in chapter 3 of this thesis.



As a result of such faith-based views, Islamic banking also demonstrates its
striking particularity in terms of the relationship between the bank and customer.
Islamic banks may experience a relationship with their customers in a manner which
is quite different compared to their conventional counterparts. This is not to say that
the economic factor is less important, but to the Muslim customers, their affiliation to
Islamic banks may also be based on their reliance to religious sentiments. It is
Islamic tenets which constitutes that #ibd is an abomination, and hence, Muslims are
prohibited  to be involved in financial transactions containing ribd.” Thus, to a
certain degree, affiliation of Muslim customers to the bank may not merely be due to
economic reasons, but also due to ideological reasons.

By virtue of the above mentioned particularities, it is obvious that the
association of Islamic banking with the word “Islam” or “shari‘ah” is due to the tight
connection between the conceptual as well as practical aspect of this banking
business and Islam or shari‘ah principles. In other words, it is always true that the
most distinctive side of the Islamic banking system compared to that of conventional
Is in its compliance to shari‘ah principles.

Accordingly, it is reasonable to presume that one among the important legal
aspects in Islamic banking is the regulation on the shari‘ah compliance. The issue of
the shari‘ah compliance is increasingly important in a situation whereby Islamic
banks are always challenged by the demands of the customers, to be fully innovated

and business oriented (such as in offering new products and instruments), as what

7 This statement on avoiding ribd may be issued from a formal legislative body which results in a
binding regulation, such as the decision made by the High Shari‘ah Court of Pakistan. Muhammad
Taqi Usmani, The Text of Historic Judgment on Riba: The Supreme Court of Pakistan (Malaysia: The
Other Press,1999). Or the decision is issued by a body which is not a formal body of legislation, such
as a fatwa of Majelis Ulama Indonesia (Indonesia Ulama Council) on the prohibition of interest as a
form of riba. (Fatwd Mejelis Ulama Indonesia no. 1 of 2004).



conventional banking used to be.® This fact could lead the position of Islamic banks
into the middle of two forces. On one side, they have to accommodate the above
mentioned customers’ demands which may contradict shari‘ah principles but on
another side, they are strictly bound by shari‘ah compliance.

In response to such demands, the Islamic banking business may be then
conducted in such a way that at a glance, seem to be not much different from the
conventional banking business. The imitation of products, the application of
conventional measures for profit and performance, are cases in point. The question
with regards to the shari‘ah compliance of Islamic banks, the commitment to avoid
riba and gharar, the need for the shift of interest based mindset to a free interest
based mindset, is arising. In this context, the issue on the shari‘ah compliance of
Islamic banks is relevant to be considered.

It 1s observed therefore that certain regulations which are designated to cater
to shari‘ah compliance is inevitably important. The quest for the enhancement of a
regulatory framework for shari‘ah compliance performs as a legal challenge which
the countries proposing to develop Islamic banking industry encounter. Those
countries are challenged to reformulate their legal framework to be capable of fully
accommodating the particularities of Islamic banking.

Since the compliance towards shari‘ah principles is mandatory in Islamic
banking, the shari‘ah advisory and supervision is another important aspect. It is also
said that the shari‘ah advisory and supervision is part and parcel of shari‘ah

compliance. In this regard, the regulation on shari‘ah advisory or supervision, which

¥ Abdullah M. Noman, ‘Imperatives of Financial Innovations For Islamic Banks’ in /nternational
Journal of Islamic Financial Services, 3, 2003, 5-15. Accessed on December 26, 2005, from
<http:/islamic-finance.net/>



also covers the role of shari‘ah board, shall occupy the central part within the
shari‘ah compliance regulatory framework.

In light of the abovementioned reasons, the research on shari‘ah compliance,
together with the role of the shari‘ah board is very demanding and relevant to the
current problems in the Islamic banking business. This research will focus on the
regulatory framework of the shari‘ah compliance and its implementation in Islamic
banking in Malaysia and Indonesia. Through the comparison between the two
countries, some advantages will be identified.

Particular reference should be made to the regulations and their
implementation in the Islamic banking in Malaysia and Indonesia since there are few
valuable considerations. Malaysia experienced the advanced development of Islamic
banking compared to the rest of the Asian Muslim countries in the Southeast Asia
region. Malaysia began to embark on the Islamic banking business in 1983 when
Bank Islam Malaysia Berhad (BIMB) was incorporated under the Companies Act of
1965.°

Further development of Islamic banks in Malaysia presents some impressive
features. Almost all of the conventional banks offer shari‘ah services and there are
eleven (11) Islamic banks, eight (8) commercial banks, and four (4) merchant banks
that have taken part in the Islamic banking industry in this country.'® There are two
important acts issued as the legal basis for the operation of Islamic banks in Malaysia
namely the Islamic Banking Act 1983 (IBA) and Banking and Financial Act 1989

(BAFIA).

°* M. Kamal Azhari, Bank Islam, Teori dan Praktik. (Kuala Lumpur: Dewan Pustaka Fajar, 1993),
133-136.
' Key Statistics of Islamic Banking, at, <www.bnm.gov.my> (accessed September 20, 2007)



Compared to Malaysia, the Islamic banking in Indonesia, which started one
decade later, has not developed much. The first Islamic bank established was Bank
Mualamat Indonesia (BMI) in 1992. Currently Indonesia has three (3) Islamic banks,
and 20 conventional banks with shari‘ah services.'' At present, the Islamic Banking
Act has not been issued and this is seen as the lack of legal basis for the development
of Islamic banking. Hence, a constructive evaluation is strongly needed in order to
achieve a better development.

Last but not least, these two countries share in their affiliation to the same
school of Islamic law, as well as some other traditional backgrounds.]2 These two
countries, are also members of the D-7 countries; a group whose goal is “to promote
mutual economic cooperation, build a common market and develop capital market”
according to the principles of Islamic law."’ Consequently, the differences in the
development of Islamic banking system are among the interesting questions to be
answered. Thus, the advanced development of Islamic banks in Malaysia — which is
of course rich with experiences—is a very valuable contribution for the development
of Islamic banks in Indonesia which is still in its crucial stage of development.

These are the reasons why the implementation of shari‘ah compliance in

Islamic banking both in Malaysia and Indonesia needs for a further study.

" Laporan Pengawasan Perbankan 2005,(Bank Indonesia, 2006), S, at <www.bi.go.id> (accessed
June 22, 2006) and, Islamic Banking Statistics 2006, 1.

> M.B. Hooker, /slamic Law in Southeast Asia. (Singapore: Oxford University Press, 1984), 4.

1 J. Michael Taylor, Islamic Banking—The Feasibility of Establishing an Islamic Bank in The
United States. American Business Law Journal, 40, 2003, 385-415. Accessed on December 26, 2005,
from Westlaw Database.



1.2. STATEMENT OF PROBIL.EMS

In light of above discussions, the importance of shari‘ah compliance in the operation
and products of Islamic banking is clear. It shapes the particularities of Islamic
banking in such distinct features compared to that of conventional banking. Hence,
this research needs to pay high attention on this aspect.

In comparison to other Muslim countries in the region, Malaysia experiences
rapid development in Islamic banking ever since its first attempt in 1983. The
advanced development is noticcable from both, the variety of products and the
number of banks offering Islamic financial products. However, alongside this
development, the question with regards to shari‘ah compliance is arising. Hence, it is
important to identify the issue of shari‘ah compliance within its development and
compare it with the similar aspects in Islamic banking in Indonesia, which is less
developed and less matured compared to that of Malaysia.

Apart from the development of Islamic banking, the availability of a
regulatory framework is very demanding, including clear guidelines in establishing
shari‘ah compliance. Shari‘ah compliance is maintained through a set of regulations
provided by the authoritative body, both in Indonesia and Malaysia. Since the
framework of shari‘ah compliance greatly affects the practical implementation and
determines the degree of compliance, the quest on how robust and exhaustive the
existing legal framework of shari‘ah compliance is, is very valuable.

Another determinant factor in the implementation shari‘ah compliance is the
role of the shari‘ah board. As this is the sole body designated for handling
responsibility in assuring shari‘ah compliance, the search towards its duties and
responsibilities is considered to be relevant. The possible differences on such duties

and responsibilities between Malaysia and Indonesia may affect the implementation



of shari‘ah compliance. In addition, the differences are meaningful to identify
strengths and weaknesses of the said implementation, which in tumn, are very
meaningful to further enhance the performance of the shari‘ah board members in
Malaysia and Indonesia respectively. It is obvious therefore that the research towards

this aspect is highly significant.

1.3. HYPOTHESIS
There are three hypothesis statements for this research:

First, the development of Islamic banking in Malaysia and Indonesia has
brought about the significant increase in terms of assets as well as the number of
banks conducting Islamic banking business. A great variety of products are offered in
favour of the profit enhancement and to respond to the demands of customers. The
product development may be innovated through a new initiative as well as imitating
from the conventional banking products. This makes Islamic banking, to a certain
extent, to be similar to interest-based banking. Here, a hypothetical statement can be
raised, that alongside this rapid growth and development, the shari‘ah compliance of
Islamic banking may be questioned.

Second, the more exhaustive legal frameworks; such as a clear regulation and
guidelines of shari‘ah compliance, the better the implementation of shari‘ah
principles in Islamic banking. Since details of regulations and guidelines are
mmportant for Islamic banks as well as conventional banks conducting Islamic
banking business to be capable of implementing shari‘ah principles perfectly, the
lack of this aspect leads to imperfection in the implementation of shari‘ah principles.

Third, the better the duties and responsibihties of the shari‘ah board, the

higher the shari‘ah compliance of Islamic banks can be achieved. The role of the





