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ABSTRACT

The rapid growth of Islamic banking and finance industry demanded an improvement
in term of standards, frameworks, policy, technologies, resources, and guidelines in
order to go beyond without compromising the core values of Islam itself. In the
context of legal framework of Islamic banking and finance, it is most likely this
industry needs to be highly regulated in order to avoid manipulation and abuse by the
irresponsible parties. One of the crucial issue in the area of Islamic Banks in Indonesia
is regarding about the dispute resolution mechanism for Islamic Banks. Based on
Indonesian positive law, there are two alternative dispute resolution mechanisms that
can be exercised by parties to settle disputes in cases involving Islamic Financial
Institutions (IFIs) namely through litigation or non-litigation. Litigation comes under
the jurisdiction of the Religious Court. Researcher in this study will discover more
deeper into the dispute resolution mechanism for Islamic Banks in Indonesia, as well
as going through some decided cases. And based on the study done, it was found that
the presence of an alternative dispute resolution mechanism is more effective to
resolve Islamic Banks dispute rather than litigation. In the future, researchers may
conduct more research to examine deeper about the dispute resolution mechanism for
the whole Islamic Economics and Finance in Indonesia. Moreover, researchers need to
look at the regulators' and legislators’ perception towards dispute resolution and legal
environment.
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CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

Based on the law that are exist and eonforced in Indonesia, there are two alternative
dispute resolution mechanisms that can be exercised by parties to settle disputes in
cases involving Islamic Financial Institutions (IFIs) namely through litigation or non-
litigation. Litigation comes under the jurisdiction of the Religious Court. This is based
on Article 49 Act No. 3 of 2006 following amendments to the law that applies to the
court. In term of non-litigation, it can be handled in two ways, (i) arbitration (under
Badan Arbitrase Syari’ah Nasional Indonesia/BASYARNAS or any other arbitration
body, such as Badan Arbitrase Nasional Indonesia/BANI) or (ii) using another
alternative dispute resolution mechanism such as mediation. Non-litigation is covered

by Article 55 Paragraph (2) and (3) Islamic Banking Act No. 21 of 2008.

1.2 BACKGROUND OF STUDY

The global Muslim population has been growing very fast and has long been
underserved in terms of Shariah finance. A lot of Islamic banks and financial
institutions have been set up in Muslim countries in the GCC and MENA region as
well as in countries like Malaysia, Oman, Qatar, the UAE, Pakistan, Saudi Arabia and
Indonesia. The last decade has seen a sharp rise in Islamic banking services, offering a
real and attractive alternative to conventional financial services. Across the Middle

East, Africa, and Asia, Islamic Banks has grown to become a prominent feature of



financial systems, and have sparked interest from various parties including from
Western countries.

Islamic banking has fast gained prominence across the world a decade after the
global financial crisis (GFC) 2008-2010. Some people think that Islamic Finance (IF)
especially Islamic Banks can provide alternative forms of financing that is more
ethical, discourage speculation and less crisis-prone. At the end of 2016, the asset of
the global IF industry stood at US$2.293 trillion. This shows a growth by almost triple
from its size in 2008 which stood as US$ 822 billion (Edbiz Group, 2017). This
highlights the rapid growth of the IF industry, especially after the global financial
crisis in 2008. Islamic Banks still makes up the substantial portion of the industry,
with assets in 2016 at US$ 1.493.40 trillion.

In actual fact the development of Islamic Banks has been more dynamic than
the total asset suggests. Islamic Banks market share increased 18% and remained
constant or decreased only marginally in 13 jurisdictions. The average net profit
margin of the sector has sustained its ROA and ROE in the past two years with
different levels across different jurisdictions. The ratio of liquid assets to short-term
liabilities has varied across jurisdictions from 100% and more to 20% and less
(Islamic Financial Services Board, 2017).

Indonesia, as the country with the largest Muslim population in the world is
seeing growth in Islamic Banks. Initially the Indonesian Banking Act No. 14 of 1967,
did not provide any provision for the establishment of Islamic Banks in Indonesia.
However, in 1992 the Act was amended by Indonesian Banking Act No. 7 of 1992.
Islamic Banks were formally established in Indonesia under the enactment of the same
Act. The first Islamic Bank established in Indonesia was Bank Muamalat Indonesia,

established on 1st May 1992. Although the amendment allowed Islamic Banks to be



established, there were still no detailed rules in term of Shariah principles for banking,
for example, the amendment recognized that banks operate under the “profit-sharing
principle” (Masykur, 2017).

Further impetus and support for Islamic Banks was via the Amendments of
Banking Act No. 10 of 1998. Finally, in 2008, the Indonesian Government established
a dedicated law for Islamic Banking, the Islamic Banking Act No. 21 of 2008.
According to Article 4 Paragraph 1 of the Act, Indonesia has a dual banking system.
This means that the country has two banking systems running, the conventional and
Islamic banking system. It is interesting to note that in the Indonesian context, the
term used to refer to Islamic Banking is Shariah Banking. However, for the ease of
discussion in this research, the general terminology used is Islamic Banking. Table 1.1
shows the development of Islamic Banks in Indonesia according to the banking laws

applicable in Indonesia.

Table 1.1 The development of Islamic Banks in Indonesia according to the laws and
regulations applied

Regulation about Islamic Banks

Banking Act No. 14 | Did not allow banks to be operated under Islamic
of 1967 principles. Only conventional banks (bank with interest)
can operate

Banking Act No. 7 of | Dual banking system allowed in Indonesia. Still use the

1992 term “profit-sharing principle” instead of “Islamic
Banks”

Banking Act No. 10 | For the first time Indonesian Government acknowledged
of 1998 the term “Islamic Banks”.

Islamic Banking Act | First time Indonesian Government established a
No. 21 of 2008 dedicated regulation for Islamic Banks

Source: Author’s own



Islamic Banks have been growing rapidly in Indonesia since the first Islamic
Banks was established in 1992. As of September 2019, there are 14 Shariah
Commercial Banks, 20 Shariah Business Units and 244 Shariah Rural Banks
established as per data from Otoritas Jasa Keuangan (OJK). In terms of assets, as of
Sept 2019, Islamic Banks assets in Indonesia stood at Rp 490.415 trillion, an increase
of RP 33.493 trillion from Sept 2018. In terms of market share, Islamic Banks share
stood at 6.01% assets shares compared to 93.99% held by conventional banks. In term
of structure, Shariah Commercial Banks still dominate in term of share of asset by
66.28%, followed by Shariah Business Units with 31.23% and Shariah Rural Banks
with 2.49% (Otoritas Jasa Keuangan, 2019).
For the growth of Islamic Banks in Indonesia, the Indonesian Government has
set up a target for Islamic Banks to reach 10.9% market shares in 2019 (Badan
Perencanaan Pembangunan Nasional, 2015). However, as of Sept 2019, Islamic Banks
in Indonesia have only managed to reach 6.01% market shares (Nordiansyah, 2019).
Otoritas Jasa Keuangan (2015) stated that some issues faced by Islamic Banks are
such as:
1. Misalignment in the vision and lack of coordination between the
government, the authorities and the stakeholders in the development of
Islamic Banks

2. Inadequate capital, low level of industry scale and inefficiencies of Islamic
Banks

3. High cost of funds which leads to limited financing segment

4. Lack of variety in products and service not up to the peoples’ expectation



5. Inadequate quality and quantity of human resources as well as
underdeveloped Information Technology infrastructure to support the
development of Islamic Banks products and services.

6. Low level of peoples’ understanding and awareness of Islamic Banks

The growth of Islamic Banks in Indonesia has created new opportunities as
well as new challenges. Minka (2013) stated that there are at least five challenges
facing Islamic Banks, namely:

1. Not many qualified Islamic Banks experts in Indonesia who are also
qualified in modern economics as well as expert in Shariah at the same
time

2. The credibility of Islamic Economics and Finance has not been tested

3. No adequate regulatory, policies and legal tools for Islamic Banks in
Indonesia

4. Limited number of educational institutions e.g. colleges that offer quality
Islamic Finance education

5. The government’s role still needs to be improved in order to help Islamic
Banks to develop further in Indonesia.

The current growth of Islamic Banks in Indonesia poses legal challenges to the
current legal system. This includes both laws governing Islamic Banks but also in the
terms of dispute resolution for Islamic Banks. Disputes can happen between Islamic
Banks and its customers such as defaults in payments or in term of financing facilities.
Dispute resolution in Islamic Banks is regulated under Chapter 1X Article 55 from
Islamic Banking Act No. 21 of 2008. That Act provides that:

1. Settlement of disputes of Sharia (Islamic) Banking is conducted by a court

in the Religious Court.



2. In the case that the parties have already agreed the settlement of disputes
besides as considered as in paragraph (1), the dispute settlement shall be
according to the Akad (contract) content.

3. Settlement of disputes as considered in paragraph (2) may not be contrary
to the Sharia Principles.

Avrticle 55 provides two ways to settle disputes in Islamic Banks, through the
Religious Court or through other alternative dispute resolution mechanisms as long as
they are not contrary to the Sharia Principle. The alternative dispute resolution
mechanisms that can be chosen are mutual understanding, mediation, and arbitration.

This study contributes to a better understanding of dispute resolution for
Islamic Banks in Indonesia. This study examines the laws and regulations on dispute
resolution for Islamic Banks in Indonesia, as well as the issues and challenges faced
by Islamic Banks practitioners in this regard. Furthermore, this study will also analyze
the trends in dispute resolution by the courts and through alternative dispute resolution

for Islamic Banks.

1.3 PROBLEM STATEMENT
Although the Islamic Banking Act No. 21 of 2008 provides that dispute resolution
comes under the jurisdiction of the Religious Court, there is lack of trust amongst the
people in the court’s ability to handle such cases (Fauzi et al., 2014). This could be
due to:

a) Some practitioners think that judges in the Religious Court lack ability to

handle Shariah Economics disputes



b) Islamic Banks often thinks that if disputes go to the courts, they will be on the
losing end
c) Disharmony in the legal system related to dispute resolution for Shariah
Economic disputes
Using alternative dispute resolution also poses some issues. First, any
resolution reached via alternative dispute resolution requires the disputing parties to
go to the courts to get endorsement to execute the resolution. If the parties choose to
use alternative dispute resolution like BASYARNAS, they have to agree to this in the
Akad. If alternative dispute resolution is not stipulated in their Akad, then all disputes

will be handled automatically by the Religious Court (Hasan, 2010).

1.4 RESEARCH OBJECTIVES
This study aims to discuss and explore dispute resolution for Islamic Banks according
to Indonesian Law. Specifically, it attempts to:
1. Examine the dispute resolution mechanisms for Islamic Banks in
Indonesia
2. ldentify issues faced by the Religious Court being the main platform for
dispute resolution
3. Provide recommendation for effective implementation of dispute

resolution



1.5 RESEARCH QUESTION
1. What are the dispute resolution mechanisms for handling Islamic Banks
disputes?
2.  What are the issues faced by Religious Court being the main platform for
dispute resolution?
3. What are the recommendations that can be given for effective

implementation of dispute resolution?

1.6 SIGNIFICANCE OF THE STUDY

This study can benefit regulators, academics and also the public. Regulators can use
the findings to help them make informed decision and formulate regulations that can
further enhance dispute resolution for Islamic Banks in Indonesia. Academics can use
the findings to benchmark, explore and add to literature on dispute resolution for
Islamic Banks in Indonesia. The public such as Islamic Banks practitioners,
stakeholders as well as customers can use this study to understand and protect their
rights and obligation in disputes.

Meanwhile, Islamic Banks can use the findings as a source of information to
provide better customer protection. Because by knowing on how to solve the dispute,
the Banks can give more protection to their customer and at the end, Islamic Banks
can gain more trust from the people in Indonesia. Through this, they can build

customer loyalty, instill customer trust and grow their business further.



1.7 SCOPE OF THE STUDY
This study focuses on the laws in Indonesia regulating dispute resolution for Islamic
Banks. The dispute resolution mechanisms covered in this study are litigation (under
Religious Court) and alternative dispute resolution (mutual understanding and
arbitration) governed by Article 55 Paragraph 2 and 3 Islamic Banking Act No. 21 of
2008.

This study also focuses on legal studies based on Indonesian regulations
applicable to dispute resolution and Islamic Banks in Indonesia. This study also refers

to decided cases and interviews.

1.8 THE ORGANIZATION OF THE STUDY

This study consists of five chapters. Chapter One introduces the study and consists of
Introduction, Background, Problem Statements, Research Objective, Research
Questions, Significance of the Study, Scope of the Study and the Organization of the
Study.

Chapter Two covers the literature review of the study. It provides an overview
of Islamic Banking in Indonesia, the local regulatory framework for Islamic Banks,
disputes faced by Indonesian Islamic Banks, dispute resolution from the Islamic
perspective as well as dispute resolution for Islamic Banks in Indonesia.

Chapter Three covers the research methodology of the study. This chapter
discusses about the research method applied for the study. It also provides the
description of the data and the method of analysis.

Chapter Four analyses and discusses the findings. This chapter will provide

with the analysis about the dispute resolution for Islamic Banks in Indonesia.



Chapter Five provides overall conclusion and recommendation of the study on

dispute resolution for Islamic Banks in Indonesia.
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CHAPTER TWO
LITERATURE REVIEW

2.1 INTRODUCTION

This chapter covers the literature review for this study. Cooper (1998) stated that there
are five main function of literature review namely to improve research methodology,
to focus more on the research problem, to cater for knowledge based research, to
contextualize research findings and to ensure novelty in the research. This chapter
consists of three parts namely the history of Islamic Banks in Indonesia, dispute
resolution mechanisms in Islam and the importance of the Religious Court in

Indonesia.

2.2 ISLAMIC BANKS IN INDONESIA
In this section, it will be describing about the history of Islamic Banks in Indonesia as
well as the development of the law that are regulating about Islamic Banks in

Indonesia.

2.2.1 Definition of Islamic Banks

Banks are at the core of a country’s financial system. Banks as financial institutions
allow people, companies and even government institutions to save their excess funds.
These excess funds are channeled to others in need of funds and banks also facilitate
payments throughout the economy. (Hermansyah, 2005) Black’s Law Dictionary

defined Banks as:

11



An institution, usually incorporated, whose business to receive money

on deposit, cash, checks or drafts, discount commercial paper, make

loans, and issue promissory notes payable to bearer known as bank

notes.
Article 1 Paragraph (2) Indonesian Banking Act No. 7 of 1992 as amended by Act No.
10 of 1998 defined Banks as:

A corporate entity mobilizing funds from the public in the forms of

Deposits and channeling them to the public in forms of Credit and/or

other forms in order to improve the living standards of the common

people.
Based on the definition above, the main activities of a bank as a financial intermediary
are to move funds in the form of deposits and to channel the funds in the form of
credit. Meanwhile, specifically for Islamic Banks, Article 1 Paragraph (7) Islamic
Banking Act No. 21 of 2008 defined Islamic Banks as:

A Bank conducting business on the Shariah Principles consisting of

Shariah (Islamic) Commercial Bank and Sharia (Islamic) Rural Banks.
Avrticle 1 Paragraph (12) defined Shariah Principle as Islamic law principles applied in
the banking business based on fatwas’ issued by an institution having the authority to
issue fatwas in Sharia matters. This implies that Islamic Banks in Indonesia conduct
their business based on the Shariah Principle. The Principle is being issued by
authorities such as the Dewan Shariah Nasional Majelis Ulama Indonesia (DSN-MUI)
or National Sharia Board. Bank Indonesia (2009) in their website states that:

The characteristic of Islamic banking operation is based on partnership

and mutual benefits principle provides an alternative banking system

with mutual benefits both for the public and the bank. This system will

give priorities to aspects related to fairness in transaction and ethical

investment by underlining the values of togetherness and partnership in

production, and by avoiding any speculative activity in financial
transaction. By providing various products and banking services

12



