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So ask the people of the message if you do not know”
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ABSTRACT

Shari‘ah board plays an essential role in shari‘ak governance structure of Islamic
banking and finance. This board is responsible to ensure that Islamic financial
activities are shari‘ah compliant. Basically, in establishing shari‘ah governance
structure, several approaches are identified to be adopted by different countries which
include the centralised approach, self-regulatory approach and other approaches.
However, this research will be focusing only on Malaysia, Indonesia and Kuwait
which adopted the centralised approach in developing their shari‘ah governance
structure. The importance of shari‘ah governance and its implementation in these
three countries are also explored and discussed by the researcher. Malaysia requires
the establishment of Shariah Advisory Council and Shariah Committee under the
supervision of the Central Bank of Malaysia. On the other hand, the National Shariah
Board in Indonesia is a non-government organisation which issues fatwa on shari ‘ah
matters and the Sharia Supervisory Board is the term used for those scholars who are
appointed in Islamic financial institutions. As for Kuwait, the final authority in
deciding on matters relating to Islamic financial business is vested upon the Fatwa
Board in the Ministry of Awgaf and Islamic Affairs which is a separate entity from the
Central Bank of Kuwait. However, the Shariah Supervisory Board in Islamic banks is
governed by the Central Bank of Kuwait. The research concluded that the shari‘ah
board is indeed significant to establish good shari ‘e governance in Islamic financial
institutions by practising shari‘eh compliant activities in accordance with the
shari ‘ah.
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CHAPTER ONE

INTRODUCTION

1.1 OVERVIEW

Islamic banking and finance industry has developed throughout the world in this
modern period. The main feature of Islamic banking system which differentiates it
from the conventional banking system is in terms of its shari‘ah compliance
requirement. Fundamentally, Islamic banking system is established based on the
shari‘ah principles which emphasise on the prohibition of riba (interest), maysir
(gambling), gharar (uncertainty) as well as the involvement of prohibited
commodities in Islam as compared to the conventional banking system that allows
these elements in financial transactions.

Hence, the shari‘ah governance system of Islamic financial institutions has a
vital role in ensuring that these institutions are operating in line with the shari‘ah
principles. Shari ‘ah governance system is an additional layer to corporate governance
system and must be established by all institutions operating Islamic banking business
for the purpose of safeguarding the interests of all shareholders and stakeholders.?

This is based on the fact that compliance with the shari‘ah principles is the main

objective of the establishment of Islamic financial institutions.’

! saiful Azhar Rosly, Critical Issues on Islamic Banking and Financial Markets: Islamic Economics,
Banking and Finance, Investments, Takaful and Financial Planning, (Kuala Lumpur: Dinamas
Publishing, 2005), 20.

? International Shari’ah Research Academy for Islamic Finance (ISRA), Islamic Financial System:
Principles & Operations, edited by Asyraf Wajdi Dusuki et al., (Pearson Kuala Lumpur: International
Shari’ah Research Academy for Islamic Finance (ISRA), 2011), 701.

¥ Hamid Yunis, “Corporate Governance for Banks” in Islamic Finance: The Regulatory Challenge,
edited by Simon Archer and Rifaat Ahmed Abdel Karim (Singapore: John Wiley & Sons (Asia) Pte
Ltd, 2007), 300.



By having good shari ‘ah governance system, it proves that these institutions
are conducting their financial activities in accordance with the shari ‘ah. Therefore,
shari ‘ah governance is considered as important as corporate governance in a way that
it demonstrates how well the institutions are managed and controlled by the Board of
Directors (BOD), the management, the shari‘ah secretariat and most important the
Shari‘ah Supervisory Board (SSB). Those people are the key organs of shari‘ah
governance system in Islamic financial institutions.

Shari‘ah governance system in Islamic financial institutions across the world
varies from one country to another. Nonetheless, the governance structure of Islamic
finance for these institutions provides similar requirement which is the establishment
of the SSB in each institutions operating Islamic financial business, in which it is not a
requirement for conventional banks. Accordingly, the establishment of this Board in
all Islamic financial institutions is mandatory to monitor and supervise their banking
operations to ensure that they are in compliance with the shari ‘ah.®

There are certain qualifications to be the member of the SSB. Generally, the
SSB shall comprise of experts or specialists from various fields such as Islamic
jurisprudence (usizl al-figh), transactions in Islamic law (figh al-mu‘amalat), laws,
finance, accounting and others. However, the laws of one country may require extra
capacities or capabilities for a person to be appointed as a member of the SSB, in
which it may not be required in other countries.

This research will be focusing on shari‘ah governance structure of Islamic
banking and finance in Malaysia, Indonesia, and Kuwait, particularly with reference to
the establishment of shari ‘ak boards because these countries adopted similar approach

in establishing their shari‘ah governance system; i.e. the centralised approach. All

* Brian Kettell, Islamic Finance in A Nutshell: A Guide for Non-Specialists, (United Kingdom: John
Wiley & Sons Ltd, 2010), 102.



these countries practise dual banking system in which both conventional banking and
Islamic banking systems operate together. However, there are few differences that can
be found by referring to the shari‘ak governance structure of these countries and in
order to examine their similarities and differences, reference must be made to their

regulatory framework and guidelines issued by their Central Banks.

1.2 PROBLEM STATEMENT

This research discusses on the regulatory framework and shari‘ah governance
structure of Islamic banking and finance in countries such as Malaysia, Indonesia, and
Kuwait. This is due to the reason that shari ‘ak governance in Islamic finance industry
is as much important as corporate governance. The study seeks to provide better
understanding on approaches taken by these countries in implementing shari‘ah
governance framework since different countries adopted different approaches.”

It is important to see whether these institutions are operating in accordance
with Islamic principles in implementing shari‘ak governance system. For this
purpose, the current research will provide answers to the following questions:

i.  What is the importance of shari‘ah governance in Islamic banking and

finance industry?
ii.  Isshari‘ah governance system the same as corporate governance system?
iii.  What are the approaches taken by these countries in regulating Islamic
banking and finance operations?
iv.  What are the structures of shari‘ah governance practised by these

countries? Are they centralised or non-centralised?

® Zulkifli Hasan, Shari’ah Governance in Islamic Banks, (United Kingdom: Edinburgh University
Press, 2012), 95.



1.3 OBJECTIVES OF THE STUDY
The aim of this research is to give overall overview on shari ‘ah governance of Islamic
banking and finance in selected countries as mentioned before and approaches used by
these countries to establish their own shari ‘ak governance structure which requires the
establishment of the shari‘ak boards. The shari‘ah boards have the most important
role in developing Islamic financial business because they are the ones who decide on
shari‘ah compliance issues and the institutions’ reputation lies within the shari‘ah
compliance of its operations. The following are objectives of this research:
I.  To examine regulatory framework for Islamic banking and finance in
Malaysia, Indonesia and Kuwait.
ii.  To provide better understanding in the practice of shari‘ah governance
between these countries which adopted similar type of approach.
iii.  To study the duties and functions of SSB in these countries.
iv.  To analyse the strength and weakness of shari‘ak governance structure

available in these countries.

1.4 METHODOLOGY OF THE STUDY

In order to achieve the abovementioned objectives, the researcher will examine the
regulatory framework of these selected countries by looking at the approaches taken
i.e. the centralised approach. The analysis will be focusing on this area as well as the
establishment of the shari ‘ak boards in Islamic finance industry. The research will be
on academic and library-based research and the main references for this research are
both primary and secondary sources consists of acts or regulations, books, articles as
well as website materials. No empirical study will be conducted throughout this

research.



1.5 SCOPE AND LIMITATIONS OF THE STUDY

The study focuses on the discussion about regulatory framework and shari‘ah
governance system of Islamic finance in few selected countries. These countries are
chosen as examples of centralised approach taken to establish shari‘ah governance
structure in Islamic financial institutions. The centralised approach concerns with the
central authority which have the responsibility to provide regulations in Islamic
banking and finance including the shari‘ah governance structure of Islamic financial
institutions. Nevertheless, it is to be borne in mind that different countries have their
own laws and regulations for the purpose of adopting Islamic banking business into
their society.

The approach taken by these countries will show their efforts in practising
Islamic banking and finance in accordance with Islamic principles as well as to protect
the interest of the shareholders and stakeholders. The discussion on shari ‘ak boards’
establishment is the most important part because it differentiates between corporate
governance practised in conventional banking system and shari ‘ak governance system

of Islamic financial institutions.

1.6 HYPOTHESIS OF THE STUDY

The researcher proves that shari‘ah governance system of Islamic financial
institutions is of great significance to ensure that these institutions are conducting their
transactions in accordance with the shari‘ah principles for the benefit of all
shareholders and stakeholders involve in Islamic financial business. Thus, in order to
prove that the shari ‘ah governance system is important, it can be referred back to the

adoption of the system into the country’s regulations.



Examples for this basis are from these three countries which recognise the
shari‘ah governance system as one of their laws and regulations under Islamic
banking and finance. Therefore, it is proven then that shari‘ak governance is the
substance of Islamic finance. In addition to that, other countries in this world are also
moving towards enhancing and improving their shari ‘ah governance to ensure that the
management of Islamic financial institutions are being conducted in line with the
shari ‘ah.

A country must establish good shari ‘e governance framework in order for
them to ensure shari‘ah compliance in Islamic finance transactions. This framework
shall provide comprehensive guidelines for all Islamic financial institutions to follow
and assist them in achieving their goals to be the institutions which provide an
alternative for Muslims in banking business according to what has been prescribed by
Allah SW.T in the Qur’an. As such, the establishment of shari‘ah governance
framework seems to show their efforts in carrying out businesses that are recognised
by the shari ‘ah.

Malaysia, Indonesia and Kuwait are examples of countries practising the
centralised shari‘ah governance structure in Islamic finance. The central banks in
these countries take actions through the introduction of certain guidelines which are
being imposed on all Islamic financial institutions in regard to shari‘ak governance
structure. Ultimately, it indicates that shari‘ak governance structure is considered as
the key element of Islamic banking system that must be established in all Islamic
financial institutions. All players in the industry shall take this matter into
consideration in order to make sure that the public will be confident with Islamic

financial system.



1.7 LITERATURE REVIEW

Recently, there are many writings focused on the essence of shari‘ah governance in
Islamic finance to ensure that Islamic banking operations are in compliance with the
shari‘ah principles. Shari‘ah governance is different from corporate governance
because it requires the establishment of the shari‘ak boards within the industry to
ensure that the business is conducted in compliance with Islamic teachings.

Masudul Alam Choudhury and Mohammad Ziaul Hoque perceived corporate
governance as a structure that supervises the internal integrity of a corporation or
organisation.® The purpose of establishing corporate governance is to point out that
the relationship between the BOD and the management of the organisation is the
determining factor in evaluating the corporation’s performance. He further discussed
that from Islamic perspective, corporate governance promotes the establishment of
shari‘ah boards to ensure the operations of the institutions are in accordance with
Allah S.W.T’s wills. The shari‘ah boards have the duty to decide on any shari‘ah
matters relating to Islamic financial operations through shuratic’ process. In essence,
shari‘ah governance system in Islamic finance industry is really important to ensure
shari ‘ah compliance.

Volker Nienhaus discussed that corporate governance involves the structure on
how the institutions manage their operations to cater the interest of the shareholders
with the risks associated in their business.® For that reason, corporate governance

system is important in corporations and companies to maintain their performances. As

® Masudul Alam Choudhury and Mohammad Ziaul Hoque, “Corporate Governance in Islamic
Perspective”, Corporate Governance, vol. 6, no. 2 (2006): 117. Emerald Management Xtra Plus with
Backfiles, via Emerald, <http://www.emeraldinsight.com>.

" Shuratic process is a decision-making process which includes participation of several scholars in
certain particular matter and it has been practised since the Prophet (P.B.U.H)’s time.

® Volker Nienhaus, “Governance of Islamic Banks” in Handbook of Islamic Banking, edited by M.
Kabir Hassan and Mervyn K. Lewis (United Kingdom: Edward Elgar Publishing Limited, 2007), 129.



http://www.emeraldinsight.com/journals.htm?articleid=1550828&show=pdf

for Islamic financial institutions, he believed that the Islamic financial institutions are
exposed to higher risks than the conventional banks due to the reason that they must
follow the shari‘ak principles in their operations.’ The establishment of the shari ‘a
boards is mandatory to ensure shar: ‘ah compliance.

Shamshad Akhtar agreed that corporate governance in Islamic financial
institutions is important with the rapid growth of Islamic banking and finance industry
in the world nowadays.*® The Islamic financial institutions provide opportunity for
investors who intend to practice Islamic financial transactions according to the
shari‘ah principles. Despite the fact that there are various corporate governance
principles issued at global level such as the Organisation for Economic Co-Operation
and Development (OECD) principles, shari‘ah governance of Islamic banking and
finance is based on the Qur’an and Sunnah of the Prophet P.B.U.H. Therefore, it is
necessary to establish and introduce governance that upholds Islamic teachings for the
purpose of ensuring that the concept of justice, moral obligation, accountability and
equality are being observed. In order to achieve this objective, she affirmed that the
establishment of the shari ‘ak boards in Islamic financial institutions is important to
monitor and supervise the shari ‘ak compliance of Islamic banking operations.

Aishath Muneeza agreed that shari ‘ah governance system in Islamic financial
institutions is as important as corporate governance system in order to ensure that the
Islamic financial institutions’ activities are in conformity with the shari ‘ak principles.
She also highlighted that in shari‘ah governance system, the Islamic financial
institutions have the main duty towards Allah S.W.T first and then only the duty to

protect the interest of the shareholders and the stakeholders, in which there is no such

9 -

Ibid., 129.
0 Shamshad Akhtar, “Shari’ah Compliant Corporate Governance”, Keynote Address delivered at
Annual Corporate  Governance  Conference Dubai on November 27, 2006.
<http://www.bis.org/review/r070118b.pdf?frames=0> (accessed November 5, 2012).



duty in corporate governance system.' This is the basic feature of shari‘ah
governance system established in the Islamic financial institutions operating Islamic
banking and finance according to the shari ‘ak principles.

Abdul Ghafar Ismail discussed that Islamic financial institutions are subjected
to additional layer of governance to ensure the shari ‘ak compliant aspect for Muslims’
need.* The shari ‘ah boards is the key player to carry out the duty of ensuring that the
Islamic financial business is being conducted in accordance with the shari‘ch
principles because the services and products offered in Islamic financial institutions
are based on the concept of partnership (shirkah) and profit-sharing (mudharabah) as
prescribed by the shari‘ah.*® It signifies that the shari‘ak governance structure of
Islamic finance comprises of the shari ‘ak boards whose responsible to supervise the
Islamic financial institutions’ operations.

Zeti Akhtar Aziz also emphasised that the shari‘ah governance structure of
Islamic finance is important to ensure shari ‘ak compliance.* The establishment of the
shari ‘ah boards indicates that the governance structure of Islamic financial institutions
is the distinguished feature of its governance system.*® The duty of the shari‘ah
boards is to ensure shari‘ah compliance in Islamic financial institutions operating
Islamic financial business. She further suggested that sound shari‘ah governance
framework shall be introduced to enhance the governance system of Islamic financial

institutions and it is the responsibility of the regulator to achieve such objective.

1 Aishath Muneeza, Corporate Governance of Islamic Banks in Malaysia, (Kuala Lumpur: A.S.
Noordeen, 2013), 4.

2 Abdul Ghafar Ismail, Money, Islamic Banks and the Real Economy, (Singapore: Cengage Learning
Asia Pte Ltd, 2010), 283.

3 1bid.

14 Zeti Akhtar Aziz, “Effective Corporate Governance in Islamic Financial Institutions”, Second Islamic
Financial Services Board Summit on The Rise and Effectiveness of Corporate Governance in The
Islamic Financial Services Industry, Doha, Qatar, 24™ May 2005, (Kuala Lumpur: Bank Negara
Malaysia, 2006), 204.

™ Ibid.



Rodney Wilson also agreed that shari ‘@ governance system is significant for
maintaining the reputation of Islamic financial institutions.'® The shari‘ak boards
which comprise of experts and specialists in transactions in Islamic law (figh al-
mu ‘@malat) need to be established to boost public confidence with the operations of
Islamic financial institutions and thus, it will be able to prove that the institutions are
really observing the shari ‘ak principles in its daily transactions. The shari ‘ak board
members are appointed to advise on the products offered by the institutions.
Therefore, it shows that the establishment of the shari ‘ak boards is the vital element in
shari ‘ah governance system.

Nasser Saidi also affirmed that corporate governance aims at providing
institutions with a body of rules and principles which can lead to the best practice in
management.*’ For that reason, the interest of the shareholders and the stakeholders
can be managed and the reputation of the institutions will be highly respected for
being able to abide by the laws and regulations of the country. In addition, he further
elaborated that corporate governance in Islamic finance industry is not new in which it
also focuses on three main areas of accountability, transparency as well as
trustworthiness. Corporate governance of Islamic banking and finance will be able to
ensure that the institutions operating Islamic banking business are in line with the
shari‘ah. As for the establishment of shari‘ah boards within the industry, he also
agreed that it need to be established in ensuring the shari‘ax compliance is being

preserved.

1 Rodney Wilson, “The Development of Islamic Finance in the GCC”, Kuwait Programme on
Development, Governance and Globalisation in the Gulf States,
<http://www.Ise.ac.uk/IDEAS/programmes/kuwait/research/papers/islamicfinance.aspx> (accessed 18"
March, 2013).

7 Nasser Saidi, “Corporate Governance in Islamic Finance”, Hawkamah: The Institute for Corporate
Governance,  <http://nassersaidi.com/wp-content/uploads/2012/08/Corporate-Governance-in-lslamic-
Finance-Islamic-Wealth-ch33-FEB-2009.pdf> (accessed 10th August, 2012).
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