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ABSTRACT 

Conventional banks are unlike Islamic banks. The distinguishing factor between 
conventional banks and Islamic banks is compliance with Shari' ah principles. 
Therefore there is a need for a mechanism that can monitor and ensure the compliance 
of Islamic banks with Shari' ah principles. Hence. Shari' ah governance has the 
potential to act as the requisite guiding mechanism. In view of the dearth of literature 
and specific studies on Shari' ah governance of Islamic banks in Indonesia, this study 
aims to explore the state of Shari' ah governance as practiced by Islamic banks in 
Indonesia, particularly in reference to the Shari' ah public bank (Bank Umum 
Syari'ah). This study proposes a comprehensive framework of Sharl'ah governance 
for Islamic banks in Indonesia. This study examines the existing Good Corporate 
Governance guidelines for Islamic banks in Indonesia, the Regulation of Central Bank 
of Indonesia (Peraturan Bank Indonesia) No. ll/33/PBI!200 2009 and Circulatory 
Letter (Surat Eadaran) 81 No.l2/13/DPbS 2010. This is done by looking at the 
comprehensiveness as well as the issues missing from the existing guidelines. A 
comparison is then ventured with standards issued by top leading organizations and 
country, namely IFSB (Islamic Financial Services Board), AAOIFI (Accounting and 
Auditing Organization for Islamic Financial Institutions) and BNM (Bank Negara 
Malaysia). In view of the relative dearth of available data and information on Shari' ah 
governance practices, structured and semi-structured interviews were conducted to 
obtain the real picture of Shari' ah governance practices in Indonesia. This study found 
that the existing guidelines are not sufficiently comprehensive. Additional elements 
such as risk management which oversees the Shari' ah non-compliance risk and 
Shari' ah audit must be integrated in the existing guidelines. However, the limitation of 
this research is that it only proposes the most comprehensive framework for Islamic 
banks in Indonesia. There is therefore a need for future research to ascertain the levels 
of implementation of the proposed framework. 
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1.1 INTRODUCTION 

CHAPTER ONE 

INTRODUCTION 

This study is as an exploratory study of Shari' ah governance practices in Indonesia. It 

intends to review the existing good corporate governance guidelines for Islamic banks 

in Indonesia. This research examines the degree of comprehensiveness of existing 

guidelines in order to identify and address the lacunae. To do this, the research 

examines current practices of Shari' ah governance in Indonesia. The leading 

frameworks for Shari' ah governance is reviewed, namely the frameworks proposed by 

Bank Negara Malaysia (BNM), AAOIFI (Accounting and Auditing Organization for 

Islamic Financial Institutions) and IFSB (Islamic Financial Services Board). 

This research consists of data derived from a number of structured and semi­

structured interviews that consists of specific instruments designed to acquire the 

significant data and information on the current practices of Shari' ah corporate 

governance. From the collected data, a number of suggestions and recommendations 

are offered that aim to lend particular insights to the Islamic banking industry, 

particularly to the Indonesian Islamic banking industry. 

This chapter consists of eight sub sections, namely the background of the 

study, problem statement, research question, research objectives, scope of the 

research, significance and contribution of the study, limitation of the study and 

conclusion. 



1.2 BACKGROUND OF THE STUDY 

The development of Islamic banking in Indonesia has passed through several stages. 

The earliest stage can be attributed to the opinion of the prominent scholar, Mas 

Mansur, head of Muhammadiyah organization, regarding the services of conventional 

bank. Mansur argued that Muslims in Indonesia are presented with no choice other 

than to accept interest laden loans as there were no interest free options during the 

1933-1944period (Perwataatmadja, 1996). The wish of Indonesian Muslim for an 

Islamic financial institution was realized when the first Bayt al-Tamwll began 

operations on a cooperative basis. The Bayt al-Tamwll was established in Bandung in 

1980 (Ali, p. 6). Eight years later the second Bayt al-Tamwll under the name Koperasi 

Simp an Pinkan Ridho Gusti was established on 25'h September 1988 in Jakarta (Ali, p. 

61). Eventually the first Islamic bank in Indonesia was established in 1991 and from 

1992 onwards operates officially under the name of Bank Muamalat Indonesia. 

The growth of Islamic banking industry during that time (1992) was relatively 

slow. A tremendous surge in popularity can be seen when the Central Bank of 

Indonesia became increasingly aware of the Islamic banking industry, particularly by 

enacting Undang Undang No. 10 1998 (the Act) pertaining to the rules of Islamic 

banks in the country. This Act facilitated the establishment of a number of Islamic 

banks in Indonesia. The demand for Islamic banking also increased with the growth of 

the Islamic business sectors when conventional banks were given permission by the 

Central Bank to form Sharl'ah business units (Unit Usaha Syariah, Indonesia term). 

It is important to note that the enactment of Act no. 21 of 2008 issued on July 

16, 2008 has provided a more adequate legal base for the development of Islamic 

banking in Indonesia. The Islamic banking and finance industry is a fast growing 

industry and continues to stage impressive performance. It started off as a single bank 
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during the 1992-1998 period, and as of2013 there are II Shali'ah Public Banks (Bank 

Umum Syariah), and 24 Shan ah Banking Units (Unit Usaha Syariah). 

With the growth of Islamic banking, Act (No 21 of 2008) which governs 

Islamic banks is no longer sufficient to accommodate this growth. By their nature 

Islamic banks differ trom conventional banks inter alia the prohibition of usury, 

uncertainty and gambling. Second in order for the products offered by Islamic banks 

to be legal it must be permissible in the light of Sharl'ah. It should be legal in the 

sense that it does not contradict with established laws, and it should be permissible in 

the sense that it must comply with Shari' ah principles. In light ofthe fundamental role 

of Shan' ah, Islamic banks need to adopt Shari' ah governance standards in their 

activities to ensure the permissibility of the products offered. 

Minhas (2012) opined that the growth oflslamic finance demands that Islamic 

Financial Institutions (lFis) must be regulated trough set standards that are capable of 

raising early warning signals of Shari'ah non-compliance. This might be achieved by 

having a framework for Shar!'ah governance. Minhas defined Sharl'ah governance as 

"the set of institutional arrangements, policies, processes, procedures rules, 

regulations and laws which leads the organization toward Shari'ah compliance". He 

added, "Shari' ah governance is needed in order to maintain the trust of clients of 

Islamic financial institutions in the Islamic banking and finance and to safeguard the 

interests of investors and other stakeholders in the Islamic financial system". 

L3 PROBLEM STATEMENT 

Similar to the majority of Muslims countries like Malaysia, Bahrain and Saudi Arabia, 

Indonesia continues to witness progressive growth in the Islamic banking industry. 

Iqbal and Molyneux (2005) stated that Islamic banking and finance emerged as one of 
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the fastest growing industries. It has spread to all comers of the globe and received 

wide acceptance by both Muslims and non-Muslims. However, naturally, there are 

some engines of growth, which triggers development especially large Muslim 

populations, support from the government, banking regulators, parliament and Islamic 

scholars. However, besides the robust performance of the industry, there are some 

challenges that face the industry such as providing Shari' ah corporate governance to 

Islamic banking and financial institutions. 

Shamshad Akhtar (2006) stated that nature of permissible transactions m 

Islamic banking tends to have different risks associated with it compared to 

conventional banking. In other words, on top of the credit risk is the risk of solvency 

and market risk. Islamic banks have to bear different types of risk such as the risk of 

Sharfah non-compliance for instance (Khniffer, 2010). Over the past decade the 

Islamic finance industry has become increasingly exposed to this kind of risk which 

creates banking products that may not comply with established Shari' ah principles. 

However, the presence of a Sharf ah advisory board in every Islamic bank 

does not render Islamic banking free from disputes and problems with their customers. 

In fact there are a lot cases happened between Islamic banks and their customers so 

far. Cases arose due to arguments concerning ibra', ta'w!dh, transparency or the 

permissibility of the facility. This is clearly exemplified in the Malaysian Case Ajjin 

Bank Bhd v Zulkifli Abdullah [2006] 1 CLJ 438 High Court, KL 29 December 2005. 

In this case, the main issue was the outstanding amount that the defendant (Zulkifli 

Abdullah) has to pay under the revised facility. Under a conventional interest based 

loan, upon the default of the borrower, a financier is only entitled to the loan amount 

plus accrued interest and other charges including late payment interest. The interest 

(together with late payment interest) is limited to the period from the release of the 
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loan until the full settlement and not the whole tenure of the loan. Nevertheless, in this 

case where the facility is a BBA facility, the plaintiff (Affin Bank Bhd) has claimed 

for the revised selling price which according to the court consists of the purchase price 

and the profit margin thereon for the full tenure of the facility, even if the full tenure 

has not been reached. The court granted the plaintiff an order for sale of the property 

charged but reduced the outstanding sum entitled to the plaintiff (Affin Bank Bhd). 

The court was of the view that the plaintiff (Affin Bank Bhd) was not entitled to 

recover a profit margin for unexpired tenure of the facility, since the defendant 

(Zulkifli Abdullah) did not enjoy the benefit of unexpired tenure of the facility. 

The second case example is the case of CIMB Islamic Bank Berhad v LCL 

Corporation Berhad & Anor (2011 ). In this case, among the issues which the 

dependant (LCL Corporation Berhad & Anor) argued: (I) the BBA facility is null and 

void, the counsel said the parties are bound by the agreement that have duly perfected. 

(2) the defendant claimed it was entitled to the ibra' but the court ruled that defendant 

is not entitled to the ibra' because the BBA facility was terminated by the plaintiff 

(CIMB Islamic Bank Berhad) before the expiry of its tenure. !bra' is given to the 

customer only in the case of early settlement, while in this case the plaintiff made the 

early termination. (3) The calculation of the ta'widh which was imposed on the 

defendant was wrong. This argument was rejected by the court by saying the imposed 

ta'widh amount was correct. 

There are many other such cases. This research argues that if Shari' ah 

corporate governance is implemented and enforced on Islamic banks, it can minimize 

the arguments and disputes between bankers and customers. This is because Shari' ah 

corporate governance ensures the products offered in Islamic banking comply with the 
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