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ABSTRACT

The key value proposition offered by Islamic banking and finance is an end-to-end
Shariah compliant business environment. In supporting the above proposition, Bank
Negara Malaysia (BNM) had on October 2010 issued the Shariah Governance
Framework for Islamic Financial Institutions (the Framework) with the aims to
strengthen the Shariah Governance process, accountability, decision making and
independence of Shariah Committee. One of the important expectations of BNM via
the I'ramework is for the Islamic Financial Institutions {IFIs) to outline and perform
the functions of Shariah Risk Management control. Shariah Audit and Shariah Review
for a comprehensive Shariah compliant environment in their operation and business
activities. Shariah Review is a new mechanism in managing and controlling Shariah
compliance and being allocated an important function to continuously assess Shariah
compliance of [FIs™ operations and business activities. Its introduction received
several comments from the Islamic banking players. which stated that its function is
more or less similar to Shariah Audit function that would entail to duplication of
function. It was also proposed by the Islamic banking plavers to merge the Shariah
review function with those under Shariah audit or Compliance. This paper focuses on
the Shariah Review function performed by the Islamic banks for the past three vears
and to evaluate whether their Shariah review function is similar to those of Shariah
audit and Compliance. Hence. the objective of this paper are (1) to analyze the
existing practices of Shariah review function by the Islamic banks, (2) to identify gaps
in the Shariah review function performed by Islamic banks in comparison to those
stipulated 1n the Framework and (3) to gather feedbacks and comments from the
Islamic banks on whether there is a need to propose enhancement to the Shariah
review function of the Framework, which could contribute towards clarity and more
effective Shariah review function in delivering its deliverables.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Islamic banking and finance is to continue its growth domestically and internationally.
There are significant efforts and commitments of the whole banking industry to
increase and facilitate cross-border Islamic financial transactions with other global
financial communities. On 1 April 2013, the Malaysia Islamic finance marketplace
was introduced with a new brand identify, “Malaysia: World’s Islamic Marketplace™,
to position Malaysia as an Islamic Market place to world. Significant growth for
domestic Islamic banking industry was reported by Ministry of Finance via its
economic report 2013/2014 of which the assets has grown by 13.0% to RM342.5
billion in 2013 from RM494.6 billion in 2012. Its deposit rose by 12.7% to RM416.0
billion as at August 2013. from RM386.2 billion in 2012. On 5 February 2014. Islamic
Finance news has reported that Islamic banks in Malaysia are to growth further with
the expectation of higher demand from SMEs and large corporate participating in
infrastructure projects. This continuing growth environment of Islamic banking and
finance is again a critical signal to tighten the enforcement of the requirement for
Shariah governance in ensuring that the activities and the operations of the Islamic
banks is at all times in compliance with the Shariah.

The most fundamental aspect of introducing Islamic banking and finance and
the key difference between itself & the conventional banking is known as *Shariah
compliance’. Its consistent features of prohibition of riba (interest), avoidance of
gharar (uncertainty), prohibition of (maysir gambling). application of al-bai (trade

and commerce) and prohibition in engaging production and related business of



prohibited communities such as liquor, pork etc. have been embodied into the rules
and regulations governing the Islamic financing market. This also means that the
services offered by the system such as risk-sharing, liquidity and information must
also be Shariah compliant. Any violation of the Shariah principles in any of the
Islamic banking and Finance operations and business transactions would lead to
Shariah non-compliance risk and Jegal dispute which will affect the reputation and
sustainability of the Islamic Banking and Finance Industry. As a matter of fact.
Shariah non-compliance risk is considered to have impact and a significant portion in
operational risk (IFSB. 2007). Hence, a robust Shariah governance system at the
national and organizational levels is crucial for the avoidance of Shariah non-
compliance risk.

Dynamic and comprehensive Shariah Governance is important as it performs
an exclusive role in ensuring that the activities & operations of Islamic banks do not
contravene with the Shariah. The next step would be an effective and independent
oversight on Shariah compliance within the internal Management and the organization
of Islamic bank. Being the main regulator, the Central Bank has undertaken an
important task in 2010 with the issvance of a framework known as the Shariah
Governance Framework (herein after referred as “the Framework™ with the
enforcement date on 1 January 2011. The main objective of the Framework is to
enforce and strengthen the Islamic Financial Institutions (herein after referred as
“IFIs”) Shariah governance structures, processes and arrangements to ensure that all
IFIs operations and business activities are in accordance with Shariah principles.
Simultancously, the framework enforced the requirement for the IFIs to institute a
structured and comprehensive internal control and processes on handling and

addressing Shariah non-compliance in a holistic manner,



The whole structure and pillars of the Framework stood strongly on the
foundation of Shariah compliance and research platform. with Sharish Risk
Management, Shariah Audit and Shariah Review being the mechanisms to ensure
Shariah compliance in the operations and business activities of the IFIs. Shariah
Review is considered a new mechanism for Shariah compliance under the Framework
in a collaboration manner with Shariah Audit and Shariah Risk Management.
However, its importance and enforcement s crucial due to:- (a) Shariah Review is to
conduct a regular assessment on a continuous basis, a review on activities and
operation carried out by IFIs do not contravenc with the Shariah. and (b) Shariah
Review is in the category of “Second Line of Defense’ for banking industry to
safeguarding internal risk control framework. Hence, it is vital for IFIs to conduct
Shariah Review in a comprehensive and holistic manner.

This study focuses on Shariah Review and its important contribution towards
managing and controlling of Shariah compliance in [slamic banks. Basically. it covers
topics related to the practices of Shariah Review by the Islamic banks in Malaysia in
relation to its main function, scope. processes and independency of its deliverables in

comparison to those stipulated in the Framework.

1.2 PROBLEM STATEMENT

The enforcement of Shariah Review functions by the Framework in January 2011
received several feedbacks and comments from the Islamic banking industry. Firstly.
Shariah Review function is similar to Shariah Audit function, which would entail to
duplication of function. Secondly, Shariah Audit framework, processes and
documentation were being adopted for Shariah Review. as there is no structured and

comprehensive guideline for Shariah Review in comparison to Shariah Audit, In

(8]



performing Shariah Audit, the Islamic banks used the conventional Audit framework.
guidelines, charter, and other related documentation as their basis of guidelines and
references. Thirdly, the Shariah Review function was proposed to be performed by
Shariah Audit or Compliance Division of the Islamic Banks’ parent bank. The above
feedbacks and comments from the Islamic banking industry have created an urgent
call to analyze on how the current practices of Shariah Review undertaken by the
[slamic banks.

Another critical issue faced by the Islamic Bank is Shariah non-compliance
risk. It is an emerging risk and a challenging issue which require high management
prioritized and effective & comprehensive mitigation tools. The concepts of Profit
Sharing under the Shariah contract of Mudarabah. the Profit and Loss Sharing (PLS)
under the Shariah contract of Musharakah and the sale-based contracts of Murabahah
and Bai-inah for their financing and deposit products. have contributed to a more
complex risk management scenario. According to Islamic Financial Services Board
(herein after referred as “TFSB”)(2005). Shariah non-compliance being part of
operational risk arises due to the failure to comply with Shariah rules and principles as
determined by Shariah Advisor of any relevant body of jurisdiction of the IFIs or the
relevant body in the jurisdiction in which the IFls operations. Hence. enforcement of
Sharigh Review function in Islamic banks is regarded as a positive initiative in
strengthening the Shariah compliance foundation. processes and documentation. This
is vital because the failure to manage the end-to-end Shariah non-compliance risk
would cause the affected business transaction to be considered as null and void, and

the Income generated from that particular transaction is required to be purified via

channeling it to charity.



This study is looking into the practices of Shariah Review by the Islamic banks
in Malaysia with benchmarking the practices against the Framework. Identified gaps
(if any) between the practices and the Framework would provide an opportunity in
enhancing the existing practices of Shariah Review practiced by the Islamic banks
and/or an enhancement to the Framework for a more user friendly guidelines or

framework to the Islamic banks.

1.3 RESEARCH OBJECTIVE

The above problem statement environment has built up the basis for the main

objectives of this research / study as follows:-

(1) To analyze the existing practices of Shariah Review by the Islamic banks in
comparison with those stipulated in the Framework with respect to Shariah
Review function, review scope, mode of assessment. review processes and
independency of its deliverables.

(2) To identify gaps in the practices of Shariah Review by the Islamic banks in
comparison to the requirements of Shariah Review in the Framework.

(3) To evaluate the need to propose further enhancement with supporting guidelines to
the Shariah Review requirement of the Framework for clarity. standardization and
consistency in the practices of Shariah Review throughout the Islamic banking

industry.

1.4 RESEARCH QUESTION
As stipulated in the Framework and Accounting and Auditing Organisation for
Islamic Financial Institutions (herein after referred as “AAOIFIT) governance

standards, the main objective of Shariah Review is to ensure that the activities and the



operations of the IFIs do not contravene the Shariah principles. Contravention of the

Shariah principles would lead to Shariah non-compliance risk which would causc a

negative impact to the overall performance of the IFIs. All profits of Shariah non-

compliance transactions cannot be recognized as income. Hence, it is crucial to

analyze the following concerns in relation to the practices of Shariah Review by the

Islamic banks:-

a) Are the existing practices of Shariah Review by the Islamic banks meeting the
standards requirement of the Framework?

b) Are there gaps in the current practices of Shariah Review by the Islamic banks in
comparison to the requirement of the Framework?

c) Would there be a need to enhance any parts. elements & requirements of the
Shariah Review in the Framework for effective Shariah Review deliverabtes by

the Islamic banks?

1.5 SCOPE OF RESEARCH

The main source and reference of this research is the Framework which provide
comprehensive guidance for the board, Shariah Committee and management of IFls in
discharging their duties in Shariah matters. This research focuses on one of the
Shariah compliance management mechanisms as stipulated in the Framework, which
1s known as Shariah Review. Being the latest mechanism for Shariah compliance. in
comparison to Shariah Audit and Shariah Risk Management, it is important for this
rescarch to analyze on the practices of Shariah Review with a focus to the Islamic
banks. The findings of this research would justify the level of compliance by the
Islamic banks in performing Shariah Review. in comparison to the requirement of the

Framework.



1.6 SIGNIFICANCE OF THE RESEARCH

Shariah compliance is perceived to be the rule of thumb for Islamic banking and
finance, which requires comprehensive and effective management and control
mechanism. Being one of the important mechanisms in ensuring Shartah compliance
in the activities and operations of the Islamic banks. there is an urgent need for the

Islamic banks to fully understand the requirement to perform Shariah Review

including its rules and guidelines as laid down in Section VI of the Framework. A

structured and comprehensive framework and operational guidelines for Shariah

Review with its execution performed by knowledgeable and skilled resources would

gradually lead to elimination of Shariah non-compliance risk.

This research work would be significant specifically to the Islamic banks and
generally to other researches, as it would:-

i) Increase the understanding and knowledge of the Islamic banks on Shariah
Review and its significance in controlling and managing Shariah non-compliance
risk in Islamic banks.

it} Identify gaps in the current practices of Shariah Review by Islamic banks. for
further enhancement and conformity to the standard requirement of the
Framework.

iii) Upgrade the credibility of Shariah Review unit/section/department in delivering

Shariah Review deliverables,

1.7 LIMITATION OF RESEARCH
This research is primarily a qualitative research analyzing related literatures and
conducting of interviews with selccted personnel of the Islamic banks in supporting

the research topic. Majority of the available literatures discussed and deliberated



Shariah Review within the requirement of the Framework together with the present of
Shariah Audit and Shariah Committee. Above all, the principle limitation of this
research is the inability to have all the sixteen Islamic banks to participate in this
research. Only ten of them were able to allocate their precious time for the interview
sessions and responding to the research questionnaires. The remaining six [slamic
banks were unable to confirm their commitment to participate in this research due to
their tight working schedules. Hence, the results and findings generated from the
participation of the selected ten Islamic banks in this research could be taken as
representing all Islamic banks. because the ten participating Islamic banks in this

research represent 63% of the Islamic banks in Malaysia.

1.8 ORGANISATION OF THE RESEARCH

Chapter two which is on hiterature review 1s organized into four sections. Section 2.1
provides information on the contemporary operating environment of Islamic banking
with a focus to Islamic banks. It describes on the dual banking system and its impact
to the overall activities and operation of Islamic banks in relation to product and
product pricing. [t is important for Shariah Review officers to be in the known of the
actual operating environment of Islamic banks to ease out their review function.
Section 2.2 is on the deliberation of Shariah compliance in relation to its definition.
importance and requirement as per the Framework. This section also highlighted on
the environment of Shariah non-compliance risk and its implication to the Islamic
banks. Shariah Review is described in Section 2.3 with the importance of its function
and followed by the differences between Shariah Review and Shariah Audit for more
clarity to the Islamic banks. More information on Shariah Review is deliberated in

Section 2.4 in relation to its function in end-to-end process for product development



process and its important role in the second line of defence for controlling and
managing Shariah non-compliance risk.

Chapter three is mainly on methodology of the research and organized into 2
sections. Section 3.2 described on research design and the reasoning why the
qualitative, interview and questionnaires methods were chosen. This section further
explained on the selected questions for the interview session and the contents of the
questionnaires. Section 3.3 is on the information of the respondents for the
guestionnaires and the interviewees for the interview sessions.

Chapter four provides the results and findings of the research under two
sections. Section 4.2 deals on the result and findings of ten interview sessions with the
personnel of the ten selected Islamic banks. The interview sessions were conducted
based on five selected questions directly related to the Shariah Review requirements
of the Framework. Section 4.3 is on the responses to the research questionnaires by
the respondents from the selected ten Istamic banks. The questionnaire was divided
into 8 sections comprising of standard of requirements related to the Shariah Review
of the Framework.

The conclusion for this research is deliberated in Chapter five under two
sections. Section 5.1 is on the summary of the overall research analysis with major
findings on gaps on the current practices of Shariah Review by the Islamic banks to
those in the Framework. The last section 5.2 outlines the recommendations based on
the overall research analysis for future enhancement of Shariah Review practices

throughout the [slamic banking industry.



CHAPTER TWO

LITERATURE REVIEW

2.0 INTRODUCTION

This chapter comprises of four sections. Section 2.1 provides information on the
contemporary operating environment of the Islamic banking with four sub-sections
explaining on the dual-banking system and its impact to the operation of the Islamic
banks. which had resulted to an environment of replicating conventional products
coupled with product pricing being benchmarked against the interest rate of
conventional products. This is important information for the Shariah Review officers
as it would provide better understanding on the current operating environment of
Islamic banks and the related banking portfolios to be reviewed. Section 2.2 deals on
Shariah compliance with deliberation of its importance for Islamic banks with related
literatures supporting its enforcement to be seriously managed within this section is a
brief highlight on Shariah non-compliance risk and its implication to the activities and
operation of [slamic banks.

Shariah Review is an agenda for section 2.3 which mostly related to its
requirement as stipulated in the Framework including the related literature in the [FSB
and AAOIF] on standard requirement for Shariah Review. This is followed by the
information on the differences between Shariah Review and Shariah Audit in term of
definition and function. Section 2.4 specifically focuses on the Shariah Review for the

end-to-end product development process in relation to factors of operational risk.



2.1 THE CONTEMPORARY OPERATING ENVIRONMENT OF ISLAMIC
BANKING

Islamic banking is operating in the same environment and socicty, where conventional
banking is operating, and, it performs the function which is expected from a financial
institution. Saving mobilization from the savers (Surplus Unit) to the entreprencurs
(Deficit Unit) and providing of general banking services such as remittances/fund
transfer, safe-keeping of valuables financial advices and other fee-based services are
the major functions performed by Islamic banks. which is similar to those of the
conventional banks. They are over 300 Islamic Financial Institutions operating in 75
countries with total assets reaching USD1.8 trillion in 2013. with an average annual
growth of 15%-20% (Malaysia International Financial Centre (MIFC, January 2014).
Apart from Sudan and Iran, the Islamic banks globally are operating side by side with
the conventional banks in an environment of dual-banking svstem.

Islamic banking development in Malaysia has gone through maturity process,
well engaged to the Bank Negara Malaysia (herein after referred as “BNM™) and well-
regulated in a dual-banking system environment. Currently. there are sixteen Islamic
banks, of which 10 are locally-owned, whilst 6 are foreign-owned as listed below:-

Table 2.1 List of Islamic banks in Malayvsia

No Locally-Owned IBs No . Foreign-Owned 1Bs

I | Affin Tslamic Bank Bhd 3 ééii‘:;fjﬁ”&";‘;a‘i};‘l‘;se‘f;;g‘

2 | Alliance Islamic Bank Berhad 12 Asian Finance Bank Berhad

3 | Amlslamic Bank Berhad 13 | HSBC Amanah Malaysia Berhad
4 | Bank Islam Malaysia Berhad 14 Kuwait Finance House (Malaysia)

Berhad
3 | Bank Muamalat Malaysia Berhad | 15 | OCBC Al-Amin Bank Berhad
6 | CIMB Islamic Bank Berhad 16 | Standard Chartered Saadiq Berhad |
7 | Hong Leong Islamic Bank Berhad
Maybank Islamic Berhad
9 | Public Islamic Bank Berhad




No | Locally-Owned [Bs No Foreign-Owned 1Bs

10 | RHB Islamic Bank Berhad
Adopted from BNM website.

Growing within the dual-banking system has speed-up the growth of the above
sixteen Islamic banks with some positive and negative impact to their overall activities

and operations.

2.1.1 Dual-Banking System

Dual-banking system emerged in Malaysia, when Islamic banking was first introduced

in 1983 and the first Islamic bank known as “Bank Islam Malaysia Berhad™. operating

side-by-side with the conventional banks till today. Operating in this dual-banking

system, has automatically forced Islamic banking to *fit-in” itself into the conventional

banking operating environment which is surrounded by the following banking

characteristics and features:-

(a) Interest-based banking operation.

(b) Offered debt-based loan and deposit products.

(c) Interest income growth based on ‘Fractional Reserve Banking (FRB)™ system.,

(d) Fiat money /currency which is treated as a commodity in fiat monetary svstem.
The above environment is further supported by Meera & Larbain (2006), when

they deliberated on the three main features of the current monetary system. which

have been much criticized by the Muslim Scholars. They are (1) Fiat Money

comprises of paper money, bank money and electronic money, (2) Interest. and (3)

Fractional Reserve Banking (FRB) for multiple credit creation. Islamic banking/

Islamic banks are operating in this same environment and created money in the same

form, but the newly created money is used according to the adopted Shariah principles

and contracts.



