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ABSTRACT 

Islamic Banking and Finance as an alternative banking and finance method is one of the 

fastest growing industries in the world. With double-digit growth rate, the operations of 

Islamic Financial Institutions had been accepted and adopted in more than 75 countries. 

The crux of any Islamic Financial Institution is to adhere and comply with the SharÊÑah 

rules and precepts. The mechanism to ensure SharÊÑah compliance in all its operation is 

carried out by SharÊÑah Governance. SharÊÑah Governance practices vary according to 

the legal and regulatory requirement in their respective countries. Having a strong 

SharÊÑah Governance framework, structure and process will ensure development and 

growth of Islamic Banking and Finance industry nationally and internationally. Various 

studies show that the lack of rigour is shown in SharÊÑah Governance practices in non-

Muslim countries. Thus, the purpose of this study is to examine the SharÊÑah 

Governance practices and its effectiveness in Islamic Financial Institutions operating in 

Sri Lanka. A comparative study of SharÊÑah Governance practices in different types of 

Institutions, namely Islamic Banks, Islamic Banking windows, Takaful operators and 

Islamic Finance companies are explored. The research design employed to achieve the 

objectives and questions established in this study uses the sequential exploratory mixed 

method. A combination of both qualitative and quantitative investigation where the first 

phase of investigation is conducted through qualitative method followed by quantitative 

method. The qualitative investigation is supported by content analysis and semi-

structured interviews, which are analysed manually using a thematic approach, followed 

by a quantitative study using survey questionnaires from operators analysed through 

Partial Least Squares (PLS) path. Findings show that full-fledged Islamic Finance 

operators have written documents representing the SharÊÑah Governance process, while 

other Institutions follow AAOIFI SharÊÑah Governance standards in general. The 

interview with the SharÊÑah Board members revelled that currently SharÊÑah Governance 

practices are effective, but requires improvement and state support in the future. Out of 

six hypothesis developed in relations to the constituents of SharÊÑah Governance, three 

were accepted, namely SharÊÑah Board, Board of Management and SharÊÑah Audit have 

an effect on the effective SharÊÑah Governance practices and three are rejected namely, 

Transparency, regulation and standards does not affect the effectiveness of SharÊÑah 

Governance practices in Sri Lanka. Based on the findings appropriate recommendations 

are put forth that will strengthen the SharÊÑah Governance practices in Sri Lanka. 
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 البحث ملخص
ABSTRACT IN ARABIC 

أسرع  وصفها إحدىبوالتمويل المصرفي وسيلة بديلة للتمويل المصرفي  ،الخدمات المصرفية الإسلامية دتع
في العالم. وبفضل معدل نمو مزدوج الرقم، تم قبول واعتماد عمليات المؤسسات المالية  نموا  لية الماالصناعات 

الإسلامية  ةلشريعلمؤسسة مالية إسلامية هو التقيد والامتثال  . إن جوهر أيبلدا   75الإسلامية في أكثر من 
 يثح لإسلاميةابالشريعة في جميع عملياتها تتم من قبل إدارة الشريعة  الالتزام. إن آلية ضمان وقواعدها

وي للمتطلبات القانونية والتنظيمية في بلدانها. إن وجود إطار ق تختلف ممارسات الحوكمة الشرعية وفقا  
والمالية على  ميةالإسلاوالعملية سيضمن تطوير ونمو صناعة الخدمات المصرفية  ،والهيكل ،يةللحوكمة الشرع

الصعيدين الوطني والدولي. وتظهر دراسات مختلفة أن عدم الدقة في ممارسات الحوكمة الشرعية في البلدان 
فعاليتها في عية و ، فإن الغرض من هذه الدراسة هو دراسة ممارسات الحوكمة الشر عليه اء  ن. وبلإسلاميةاغير 

لانكا. يتم دراسة دراسة مقارنة لممارسات الحوكمة الشرعية في لمالية الإسلامية العاملة في سريالمؤسسات ا
افل وشركات ومشغلي التك الإسلاميةوالنوافذ المصرفية  الإسلاميةمختلف أنواع المؤسسات، وهي المصارف 

ذه الدراسة في ه ثيرتألتحقيق الأهداف والأسئلة التي . يستخدم تصميم البحث الإسلاميالتمويل 
يث تتم المرحلة ح من كل من التحقيق النوعي والكمي   ا  مزيجو الأسلوب المختلط الاستكشافي المتسلسل. 

الأولى من التحقيق من خلال الطريقة النوعية تليها الطريقة الكمية. ويدعم التحليل النوعي تحليل المحتوى 
ة باستخدام باستخدام نهج مواضيعي، تليها دراسة كمي تحليلها يدويا  المنظمة، التي يتم   والمقابلات شبه

استبيانات المسح من مشغلي تحليلها من خلال مسار المربعات الجزئية )بلس(. وتظهر النتائج أن مشغلي 
 تتبع المؤسسات ين، في حالإسلاميةالكاملين قد كتبوا وثائق تمثل عملية حوكمة الشريعة الإسلامي التمويل 
بشكل عام. وكشفت المقابلة مع أعضاء مجلس الشريعة أن  الإسلاميةمعايير حوكمة الشريعة  الأخرى

. ومن بين مستقبلا  الدولة  من ا  ودعم فعالة، ولكنها تتطلب تحسينا   ممارسات حوكمة الشريعة حالياا 
لاثة منها، وهي مجلس قبول ث تم   تطويرها فيما يتعلق بمكونات حوكمة الشريعة، التي تم   الفرضيات الست  

فض ثلاثة ر  ممارسات الحوكمة الشرعية الفعالة، وتم   ثير فيات تأذالشريعة، ومجلس الإدارة والتدقيق الشرعي 
إلى النتائج  نكا. واستنادا  لاممارسات الحوكمة الشرعية في سري فعالية فيتؤثر الشفافية واللوائح والمعايير منها، 

 لانكا.سبة تعزز ممارسات الحوكمة في سريإليها توضع توصيات مناالتي تم التوصل 
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CHAPTER ONE 

INTRODUCTION 

1.1 BACKGROUND OF THE STUDY 

Islamic Banking and Finance (IBF) industry globally had come a long way since its 

humble inception in the 1960s. It is evident that IBF industry is performing better in 

terms of  growth compared with the conventional banking growth rate. Currently, the 

IBF industry’s average growth rate is around 17 percent annually in the world, 

compared to 4.3% of the conventional financial industry (Islamic Financial Services 

Industry Stability Report, 2015). Despite IBF industry outperforming the conventional 

finance industries in terms of growth rate (Islamic Financial Services Industry Stability 

Report, 2015), it is still insignificant with regard to its scale of operations and asset 

value. Nevertheless, its development and growth had attracted many countries to 

incorporate Islamic Banking and Finance (IBF) as an alternative finance to compensate 

to the demerits of the current monetary and financial sector.  

In the early stage of IBF industry, it was predominately catering for and 

practised in Muslim majority countries. However, the exponential growth and merits of 

this system have undoubtedly unleashed many opportunities, outside the Muslim world.  

The stability of the Islamic financial system with respect to the resilience towards 

Global Financial Crisis in 2007 (Saqlain, 2015) had instrumented the need for 

alternative finance and a microscopic focus on Islamic Finance in the world. The 

horizon of Islamic finance has expanded and is continuing to spread in many 

jurisdictions. At present more than 85 countries, with over 700 Islamic Financial 

Institutions (IFI) practices Islamic Finance, with an estimated asset value of USD 1.2 
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trillion (Siddiqui, no date). The horizon of Islamic Finance has expanded its scope of 

operations in the Middle East, Far East, US, Europe, Africa, as well as South and Central 

Asian countries. 

Islamic Finance (IF) industry was considered a niche market catering only to the 

specialist segment. This context has changed as IBF industry has catapulted into the 

mainstream banking industry (Saqlain, 2015). The growth and development of IBF 

industry had led to explore many prospects as well as to address the challenges and 

issues pertinent to this industry. Though the industry has grown substantially, still the 

market share of IBF industry compared with conventional finance industry is 

approximately around 1% (“World Islamic Banking Competitiveness Report 2016”). 

The IBF industry must delve in the possibilities of tapping a larger market share with 

products and services that can cater to the varied needs of its customers for its survival 

and sustainability. 

The concept of Islamic Finance promotes fair and equitable treatment to all its 

stakeholders and avoid operations that will deter or harm the society. According to  

Ayub (2007) justice and fair play is the raison d’etre of any economic system that is to 

be sustainable in the long run. Thus Islamic Finance is built upon the foundation of 

justice and fair play. Any factors that harms or deters the useful function of justice and 

fair play is prohibited in Islam, such as interest, gambling and speculation. 

In recent years, there is a surge of Muslim minority countries trying to adopt 

Islamic Finance. Countries like the UK, USA, Australia, Japan, South Africa, Belgium, 

Hong Kong and Singapore are few countries that have initiated changes in the legal and 

regulatory framework to accommodate Islamic Finance as an alternative finance in their 

jurisdictions (Islamic Financial Services Industry Stability Report, 2015).  Sri Lanka 

been among the few Muslim minority countries that amended its legislation to practice 
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Islamic Banking and Finance, when the world was skeptical of the existence of Islamic 

Finance.  

The success path of IBF is not a bed of roses, rather a path with many obstacles 

and hindrances. Past ten to twenty years had been progressive years’ in terms of the 

industry growth and product innovations. Withstanding many financial crises had 

become a unique feature that had widened the scope of the industry. However, there are 

tenacious concerns that need to be addressed by the industry. One of the key issues that 

need deliberation is the aspect of corporate governance in Islamic Financial Institutions 

(IFIs), in other word, the SharÊÑah Governance in IFIs.   

The majority of public use IFIs for religious reasons, therefore it is the 

responsibility of the regulators to ensure that IFIs perform their fiduciary duty of 

complying with the principles of SharÊÑah. Greater transparency and vigilant SharÊÑah 

governance are two ways to make sure that IFIs are acting by the reason for its existence 

(Ahmed, 2011; Chapra & Ahmed, 2002).  

The area of SharÊÑah Governance in Islamic Financial Institutions had gained 

significant critics and emphasis around the globe to be adoptable and adaptable to suit 

the varying requirements. Best governance practices are paramount important to the 

development and sustainability of the IBF industry nationally and internationally. 

According to Islamic Financial Services Board (IFSB), a standard-setting institution 

specifically addressing IBF industry in their ‘Guiding Principles on Corporate 

Governance for Institutions offering only Islamic Financial Services’, generally known 

as IFSB-3 (2006) emphasis that corporate governance of institutions offering Islamic 

Banking and Finance products and services must comply with Islamic SharÊÑah rules 

and principles (IFSB, 2006).  
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Corporate Governance in Islamic Financial Institution is different in terms of its 

objectives and scope, compared to its conventional counterparts. The fundamental 

difference in corporate governance of IFI is the compliance of SharÊÑah rules and 

regulations in all aspect of its operations, as this is the crux of operation in any IFIs. In 

fact, both IFIs, as well as conventional financial institutions, exists to make a profit and 

increase shareholders wealth like all business entities. However the operations of IFIs 

are not limited to making profits only, rather it has a wider responsibility to God and 

society (Hasan, 2012). This higher accountability to God makes Islamic business 

entities different and unique. The concept of Tawhid (Oneness of Allah and complete 

submission to Allah) determines the actions and results of any Islamic business entity’s 

operations (Choudhury and Hoque, 2006).   

In this context the corporate governance of IFIs requires special governance 

system. To address this requirement IFSB-10, ‘Guiding Principles on SharÊÑah 

Governance Systems for Institutions offerings Islamic Finance Services’ was developed 

(IFSB, 2009). Followed by six governance standards issued by Accounting and 

Auditing for Organisations of Islamic Financial Institutions (AAOIFI), a standard-

setting institution which specialises in accounting and auditing for Islamic Finance 

Institutions in 2010 (AAOIFI, 2010).  

These standards established the platform for a strong corporate governance, 

which encompasses SharÊÑah governance as the base especially for institutions offering 

Islamic Financial products and services (Hassan, Abdullah et al., 2013). The character 

of corporate governance is more comprehensive and wide-ranging which has numerous 

feature of authority. SharÊÑah authority is mainly to preserve the extreme association 

and responsibility to Almighty Allah comparing to the general purpose of corporate 

equality, transparency and responsibility. Secondly to have a fair and equitable 
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responsibility toward its different stakeholders. As asserts by Hasan (2012, p.25), 

“Islamic Financial Institutions require an additional framework of SharÊÑah to safeguard 

and maintain not only the relationship with God but to include all other human beings 

and the environment.”  

IFIs in any way cannot compromise on the compliance on SharÊÑah rules and 

principles; all IFIs must have SharÊÑah governance system or framework that will ensure 

effective SharÊÑah compliance. Therefore SharÊÑah governance system is the means of 

achieving effective and efficient SharÊÑah compliance that will avoid any causes and 

consequences’ of SharÊÑah non-compliances. SharÊÑah non-compliance risk will result 

in tarnishing the confidence of IFIs stakeholders that will in return lead to the disruption 

of sound and stable IBF industry (Chapra and Habib, 2002). 

Some countries have crafted comprehensive SharÊÑah governance framework to 

strengthen and sustain the momentum of unparallel growth and stability of the IBF 

industry, Malaysia leads the way by having its own SharÊÑah Governance Framework 

(Hasan, 2012; Hassan, Abdullah et al., 2013). Few countries in Gulf Corporation 

Countries (GCC) follow the standards issued by AAOIFI, while other countries follow 

the standards of IFSB, while few countries use a combination of AAOIFI and IFSB 

governance standards. However, in few countries there is no specific governance 

framework or guidelines about SharÊÑah governance in IFIs.  These countries, does not 

differentiate the Islamic financial system and the conventional financial system, the 

practices of SharÊÑah governance is purely based on the discretion of the individual IFIs.  

The practices of SharÊÑah governance in jurisdictions like Malaysia, Pakistan 

and Sudan, have SharÊÑah governance standards issued at the central or national level.  

While some countries guidelines are issued at the individual IFIs. This corresponds to 

the role and participation of regulators. Countries where regulatory body takes an active 
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role are usually jurisdictions where SharÊÑah governance standards are issued at the 

central or national level. Whereas, countries where SharÊÑah governance standards are 

left to the discretion of the individual IFIs, the role and participation of regulators are 

minimal. The major concern in this regard is countries that do not have specific 

guidelines about SharÊÑah governance or the regulatory body, the regulatory authority 

does not recognise or distinguish between of conventional or Islamic financial 

institutions.  

This is the prevailing situation in Sri Lanka, where the Central Bank of Sri Lanka 

(CBSL) does not distinguish the nature of operations between an Islamic financial 

institution and a conventional financial institution. All rules and regulations apply to 

both sectors are the same. According to Joseph (2015), it is the responsibility of the 

individual IFI to have the SharÊÑah governance process and it does come under the 

preview of the central bank responsibility to oversee the SharÊÑah aspect of operations. 

This puts IBF industry in Sri Lanka in a vulnerable position which will damage further 

development of the IBF industry in Sri Lanka. 

There is a unanimous consensus among the scholars in Islamic Finance and 

Economics that composition and institution of SharÊÑah Board (SB) (SharÊÑah 

Supervisory Board (SSB) or SharÊÑah Committee (SC)) is the most fundamental organ 

of the SharÊÑah governance framework. SB enables SharÊÑah compliances of all 

activities, one of the basic tenets of Islamic Finance. The focal reason for the existence 

of SharÊÑah board is to ensure that all operations and actives conform to the precepts of 

SharÊÑah law in general and in specific SharÊÑah transactional law. In other words 

compliance regarding the substance and form of SharÊÑah rules and principles is an 

essential part of SharÊÑah board (Grassa, 2015).  SharÊÑah non-compliance will have a 
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perilous effect on the industry`s stability and growth (Garas and Pierce, 2010; Ginena, 

2014; Grassa, 2015) 

This study will be focusing on the SharÊÑah governance practices in different 

types of Islamic Financial Institutions operating under Islamic Banking and Finance 

industry in Sri Lanka. Sri Lanka, commonly known as Ceylon in an island situated in 

the Indian Ocean. It is located in South Asia, close to south-east India. Sri Lanka is a 

diverse multicultural country with a population of approximately 21 billion.  It consists 

of 75% Sinhalese following Buddhism as their religion, 11.2% Sri Lankan Hindus, 

following Hinduism, 9.2% Muslims following Islam and 7% Christians following 

Christianity. The literacy rate is one of the highest in South Asia with 95.6%. The 

country is growing steadily with a real GDP growth rate for 2014 at 7.3% annually. Per 

capita income is USD 3280 in the year 2014 with a target of achieving USD 7000 by 

the year 2020 (CBSL, 2014). The country is progressing in all aspect after ending the 

civil war of 30 years. The economic and political environment looks favourable with 

great potential growth.  

Islamic Banking and Finance was first introduced to Sri Lanka in 1999 by 

Amana Investments (Amana Bank, no date; KPMG, 2011). Before this, there exist the 

application of Islamic Finance at an individual or family arrangement level (Salieh, 

2006). Amana Investment through this initiation created the market awareness and 

offered limited SharÊÑah compliant products and services to Sri Lankan financial sector. 

These services were primarily catered for the needs of Muslim customers in Sri Lanka. 

However, the acceptance of Islamic Finance was received in a skeptical way by the 

government and regulators. According to Salieh (2006) the regulatory approval for 

Amana Takaful was obtained faster compared to the the approval of Islamic investment 



 

 

  

8 

bank. This testifies that it took almost seven years to get the regulatory approval for the 

establishment of Islamic Banking in Sri Lanka. 

Much-needed vigour to the IBF industry in Sri Lanka that has been long waited 

for was made in 2005. Firstly through the amendment to the Banking Act, No 30 of 

1998, this facilitates commercial banks and specialised banks to offer SharÊÑah 

compliant products and services. Secondly, by the revision in the Tax system to 

accommodate Islamic finance (KPMG, 2011). With the new legislation in place, many 

commercial banks and finance companies operating in Sri Lanka have opened Islamic 

windows operations.  

The industry and various stakeholders of the IBF were very much optimistic 

about the development and progress of the industry’s progress locally (Salieh, 2006). 

As one of the few countries that amended the legislation in the South Asia, Sri Lanka 

IBF industry desired to be the Islamic Finance hub in the South Asia region (Kamil, 

2015). The market pressure by the IBF players to push towards better regulations and 

facilities to boost the industry was much talked and argued in various platforms such as 

seminars and conferences (utoeduconsult, n.d)  

However, the need for more amendments in the legislative and regulatory 

framework to make the level playing ground same for conventional and Islamic 

financial players is an important stepping stone for the progress and development of the 

IBF industry in Sri Lanka (Salieh, 2006; KPMG, 2011). One such focused area where 

regulators and government lack support is the corporate governance or SharÊÑah 

governance for IFIs (Razak, 2013; Hilmy and Mazahir, 2014). There is no regulation 

from Central Bank of Sri Lanka (CBSL) or any guidelines issued by Sri Lankan 

government to control and monitor the governance process especially regarding the 

SharÊÑah governance. (Joseph, 2015).   
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Overall for the past 15 years, this industry is growing slowly but steadily 

(Senewiratne, 2013; Kamil, 2015) compared to other Muslim minority countries like 

Singapore and the UK where the progress and development are robust. The 

conventional financial sector in Sri Lanka is comparatively performing and developing 

better than IBF industry. Nevertheless, the efforts in strategically marketing and 

promoting this industry and its products had been still at the infancy stage (Farook, 

2007).  In an interview with daily news Mr Leonard Perera, Head of Credit, Merchant 

Credit of Sri Lanka (MCSL) said the “Growth Potential of Islamic Finance is inevitable 

if the industry plans the growth more steadily by distinguishing its services by 

capitalising on the benefits of interest-free, and asset and service backed contractual 

certainty” (Senewiratne, 2013). Krishan Thilakratne, a prominent personality in 

financial sector in Sri Lanka posed a valid concern by making a remark like “What we 

see now is most of the conventional players opening windows, but we should question 

if they are really committed to taking Islamic finance into grass root level – the bottom 

of the pyramid,” (DailyMirror, 2014a) 

Another crucial reason for Sri Lanka to take cautious and slow steps is due to 

the increasing pressure from the cultural and ethnical group against SharÊÑah law and 

the introduction of Islamic banking and finance in Sri Lanka (DailyMirror, 2014b). The 

opposition is mainly of the fear that Islamic Banking is purely connected with religion 

and faith and finance cannot be co-existing.  This situation intensified as more political 

parties also joined in the protest of SharÊÑah Law practised in Banking and Financial 

institutions. Due to this, the initiatives taken by the government and CBSL in giving the 

necessary infrastructure about legal and regulatory support to IBF industry were slowed.   


