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ABSTRACT

The role of Shari‘ah committee and Shari‘ah review towards effective governance of
Islamic Financial Institutions is that the Shari‘ah committee executes fiduciary duties
to all the stakeholders of the Islamic Financial Institutions. Similarly, Shari'ah review
board of Islamic Financial Institutions is to assist Muslims in abiding to their religious
values by ensuring that the Islamic Financial Institution’s products are ultimately
Shari‘ah compliant. The purpose of this wholly qualitative research study was to
explore the role and importance of Shari‘ah committee and Shari‘ah review in
Corporate Governance of Islamic Financial Institutions in Malaysia excluding [slamic
Insurance companies or Takaful companies. Data for the study was elicited through
interviewing and document analysis and purposive sampling technique was utilized to
select the respondents. The interview data analysis was performed by using a
qualitative method which involved 1dentifying interview themes, comparing the
participant’s views and determining the commonality among their views. Emergent
themes included: Corporate and Shari‘ah Govemnance, Role of Shari‘ah Committee,
Product Compliance and Innovation, Shari‘ah Compliant Review and Shari‘ah Report
Adequacy. The findings amongst other things indicated that Shari‘ah review and
Shari‘ah committee of [slamic financial institutions play a role of overseeing that all
operational process of the bank are Shari‘ah Shari’ah compliant and that the Board of
Director members need to be conversant with Islamic finance which is the critical
indicator of corporate Governance. In conclusion, Shari‘ah Governance has yet to be
recognized by the Shari‘ah scholars.
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CHAPTER ONE

INTRODUCTION

1.0 INTRODUCTION
Despite large number of prior studies on corporate governance from conventional
perspective in developing country, very few empirical studies can be found in the
context of corporate governance of Islamic Banking. An intergral organ of Shar’ah
Governance of Islamic Financial Institutions is Shari‘ah committee' or Shari‘ah
Board. The views of the Shari‘ah Scholars in the committee on their role in Corporate
Governance are highlighted 1n this study.

This chapter will discuss background frames of the study, followed by
objectives of the research, research questions, a brief scope of the research, its purpose

and limitation; ultimately, with a section on the conclusion.

1.1 BACKGROUND

A Shari‘ah board or committee board also called a Shari‘ah committee 1s an
independent body of specialized jurists in figh al-mua’malat (1slamic commercial
jurisprudence). However, a Shari‘ah committee may also include a member other than
those specialized in figh al-mua 'malatbut who should be expert in the field of Islamic
financial institution and with the knowledge of figh al-mua'malat. Furthermore,the
Shari‘ah committee is entrusted with the duty of directing, reviewing and supervising

the activities of the Islamic financial institution in order to ensure that are in

! The term Shari‘ah committee this called by BNM Malaysia, however, the Shari‘ah Supervisory
Board (SSB) refer to Shari‘ah Board used by AAOIFI and IFSB in their Governance Standards for
1F1s. Whilst Shari‘ah Committee, Shari‘ah Supervisory and Shari‘ah Board equal to Shari‘ah Scholar in
Islamic Financial Institutions. Shari‘ah committee is defined in the chapter three.



compliance with Islamic Shari‘ah Rules and Principles. Consequently, the fatwas and
rulings of the Shari‘ah supervisory board are binding on the Islamic financial
institution (AAOIFL, 2007). To this end, Zulkifli (2007) reported that the term
Shari‘ah Committee or Shari’ahSupervisory Council or Shari‘ah Advisory Council
has been used interchangeably forthe past 21 years. IBA 1983 used the term Shari‘ah
Supervisory Council while BAFIA1984 used the term Shari‘ah Advisory Council. The
term Shari'ah Committee hasbeen introduced by Bank Negara Malaysiain the
Guidelines and Procedures for Shari‘ah Committee issued in December 2004
(Zulkifli, 2007). The Financial Times Ltd (2013) also asserted that a Shari‘ah
supervisory Board or Shari‘ah committee 1s set up by a financial institution (usually
an Islamic bank or an Islamic insurance company) to advise and certify certain
financial products. Originally. the Shari‘ah board was not a requirement for [FIs but it
has been regulated because of the sophistication of financial products. The benefits
are twofold:- there is now formal confirmation on whether or not these products are
fully Islamic and having a Shari‘ah Board adds credibility to Islamic financial
institutions. Finally, some Islamic countries have made it compulsory for an Islamic
financial institution to have a Shari‘ah board. Shari‘ah scholars have created a market
of their own because the financial institutions are free to choose the Shari‘ah scholars
who will be part of the board (The Financial Times Ltd, 2013).
Furthermore, AAOIF]I also stated that:

“Shari‘ah review is an examination of the extent of an IFI’s compliance

in all its activities with the Shari’ah. This examination includes

contracts, agreements, policies, products, transactions, memorandum

and articles of association, financial statement, report including those of

internal and external audit and central bank inspection and circulars
etc...”

On the other hand, in Islamic financial institution Shari’ah corporate



governance mostly refers to then management, establishment and affairs ofthe SAC

(Zulkifli, 2007). Also, Sajjad Ahmad (2010) asserted that:
“Corporate governance is not new to Islamic finance. Indeed, Islamic
finance embeds the basic tenets of good corporate governance, stressing
the three main areas of accountability, transparency and trustworthiness.
Islamic banking offers a different paradigm from conventional banking,
and from the viewpoint of corporate governance, it embodies a number
of interesting features since equity participation, risk and profit-and-loss
sharing arrangements form the basis of Islamic financing. These
financial arrangements imply different stakeholder relationships, and by
corollary governance structures, from the conventional model since
depositors have a direct financial stake in the bank's investment and
equity participations. In addition, the Islamic bank is subject to an

additional layer of governance which 1s carried out by the Shari‘ah
Supervisory Board”

1.2 STATEMENT OF THE PROBLEM

The Islamic Banking and Finance is said to be the alternative to the conventional
finance and banking systems (Yaacob, 2012). To this end, the existence of Shari‘ah
Advisory Committee (SAC) or Shari‘ah Supervisory Board (S5B) 1s one of the most
important governance mechanisms of an Islamic Financial Institution (IFI) to ensure
the Islamic Financial Institutions (IFIs) are compliance with Shari‘ah (Fahmy, 2013).
Also, (Yaacob, 2012) stated that it 1s argued that [FIs are the institutional vanguard of
Islamic economics (Khan, 2000). Additionally, Abdullah and Pillai (2010 cf. Yaacob,
2012) have rightly stated that the “IFIs have greater fiduciary duties and responsibility
to their stakeholders than conventional institutions”. IFIs must comply with the
Shari‘ah in all aspects of its operations and management. Therefore, riba’ (usury or
interest) 1s totally prohibited. This 1s a Quranic injunction. It also prohibits all
transactions and contracts with the elements of gharar (uncertainty) and maysir
(gambling) (Islamic Bank of Brunei Berhad, 2001; Karim, 1990: 34; Sayd Farook,

2007 cf. Yaacob, 2012). Also, the Shari‘ah scholars who act as advisors grounded in



endorsement of all products and services of their respective IFls, without whom the
compliance of the product to the Shari‘ah would be questionable. This critical role 1s
indiscriminate to all financial products, be it banking, takaful, capital markets, wealth
management and so forth (Fahmy, 2013).

Considering the above information’s, one can categorically say that Shari‘ah
committee and Shari‘ah review boards are geared towards ensuring that Islamic
financial institutions products are ultimately Shari‘ah compliant. It 1s based on this
premise that this wholly qualitative study wishes to explore in depth the processes of

Shari‘ah review and Shari‘ah report in Islamic Financial Institutions.

1.3 PURPOSE AND OBJECTIVES
The purpose of this study 1s to establish the role and importance of Shari‘ah
committee and Shari‘ah review in corporate governance of Islamic Financial
Institutions excluding Islamic insurance companies or takaful companies. The findings
of this study will provide better understanding of IFI's Shari‘ah committee in
Malaysia and their practices.
An exploratory study is conduct to achieve the following research objectives:
1- To identify the perceived role (s) and functions of Shari‘ah committee in
Corporate Govenance of Islamic Financial Institutions.
2- To ascertain the usefulness of Shari‘ah report for Corporate Govenance of
Islamic Financial Institutions.
3- To ascertain the usefulness of Shari‘ah compliance review for Corporate

Govenance of Islamic Financial Institutions.



1.4 RESEARCH QUESTIONS

To attend above research objectives, the following research questions have been

formulated and will be addressed by the research:

A-1  What are the perceived roles of Shari‘ah committee on Corporate
Governance of [slamic Financial Instittutions ?

A-2  Which Shari‘ah committee function is important for Corporate
Governance?

B-1  Why is Shari‘ah Compliance Review conducted and presented?

B-2  Are the objectives of Shari‘ah Compliance Review important for
Corporate Governance?

C-1  Why 1s Shari‘ah report prepared and presented?

C-2  Are the objectives of Shari‘ah Report relevant for Corporate
Governance?

1.5 SCOPE OF RESEARCH

The scope of this research is limited to Corporate Governance of Islamic Financial

Institutions or Institutions that offering Islamic Financial products and services in

Malaysia. The research attempts to explore the Shari‘ah scholar’s opinions and

experiences from in-depth interview. The findings provide perspectives towards

strong and effective governance of Islamic Financial Institutions.

1.6 LIMITATIONS OF THE STUDY

The main limitations of this study are cost and time constraints. Undeniable this study

has experienced several research limitations. Firstly, there is limitations due to the

scarcity of literature review which raise some difficulties in formulating the



conceptual of Shari‘ah governance framework. Secondly, the semi structure interview
which based on Delphi method with Shari‘ah scholars those who represent Islamic
Financial Institutions and Shari‘ah Advisory Council of Bank Negara Malaysia it was
conducted based on convenience sampling and thus, limited only to several local and
foreign banks participating in the Bank Central of Malaysia. Therefore, the findings of
this qualitative research is intended to elicit the role/functions of Shari‘ah committee,
Shari‘ah review and Shari‘ah report as important organs, communication and
instrument which are pertinent to corporate governance of IFls in Malaysia. The study
1 not meant to be generalized but contextualized to specific Shari‘ah scholar

experiences in Malaysia.

1.7 THE STRUCTURE OF THE STUDY

The Structure of the study is as follows. Chapter one mainly presents an overview of
the study, background, statement of the problem, purpose and objectives, research
questions, scope and limitations of the study. It outlines the whole orientation and the
essence of the study in the area of corporate govemance of Islamic Financial
Institutions.

Chapter two provides the review of the literature on the corporate governance
of the Banks. This chapter highlights the comparative overview of corporate
governance principles and practices from both conventional and Islamic perspectives.
Additionally, the chapter two discusses the conceptual definition and roles of both CG
and CG of IFIs within the context of the financial services sectors. This chapter also
discusses in context the two theories used in the current research as the theoretical
framework for the study of corporate governance under behavioral theories on

governance of firm. These theories are the agency theory and the stakeholder’s theory.



The chapter elaborates the ethical value on corporate governance in Islam. As the
current research represents a study from the Malaysia perspective, the development of
Shari‘ah corporate governance of Islamic bank in Malaysia is highlighted.

Chapter three provides a comprehensive analysis of the Shari‘ah governance
framework in Malaysia. This chapter briefly demonstrates a few key result areas for
Shari‘ah compliance in corporate governance of Islamic Financial Institutions and
gaps in compliance research are 1dentified, namely Conceptual Model.

The research methodology presented in this research 1s described in chapter
four. This chapter describes the research design, the method of analysis are used to
analyse the data. In addition, this chapter discusses the limitations of the quantitative
methodology, relevant and purpose of the method. The validity and respondents of the
study are also highlighted.

The results of the study are detailed in chapter five. Chapter five presents the
empirical results of the Semi-Structure Interviews based on Delphi method with
Shari‘ah Committee members, Chairman of Shari‘ah Committee members, Shari‘ah
Advisory Council (SAC) of Bank Central of Malaysia. Additionally, this chapter
elucidates the extent of disclosure of Shari‘ah governance practices through analysis
of annual report.

The research finding derived from the empincal study based on that, chapter
six presents a brief summary of the overall study and discussion of the findings.
Additionally, a number of recommendations and suggestions for future studies are
proposed.

A framework for this study has been constructed to assist in navigating the

various parts and chapters. This is illustrates in figure 1.1 bellow.



