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SUMMARY

This thesis examines the corporate governance framework for the Islamic financial
i nstitut i o-a-gs the dnultiple Sldajia’ beadrdsdirectorship practice in 2 key
Islamic banking jurisdictions, namely Malaysia and Indonesia. It considers the current
issues and future challenges, which the Islamic banking regulators may encounter in
developing a sound corporate governance structure for the IFls that accommodates a
methodical application of the practice. The thesis explores the practicability of this
practice from both the industrial and S h a rlawacéntexts and scrutinises the existing
legislative and corporate governance frameworks that govern the practice at both the
international and national-level. The research findings from the jurisdictions studied will
enable the thesis to provide an empirical insight into the practicability of the centralised
approach to the corporate governance of IFIs within the QISMUT+3 region vis-a-vis the
multiple S h a rboagd directorship practice in formulating a sound corporate governance

framework for the Islamic banking industry

Since the availability of data and information on the corporate governance framework
that governs the multiple Sharia' board directorship practice remains limited, the primary
data for this research was mainly sourced from semi-structured interviews conducted
with two officials from the Islamic banking and Takaful Department at the Central Bank
of Malaysia (Malaysia) and two officials from the Sharia' Banking Department at the
Otoritas Jasa Keuangan (Indonesia), who hold the responsibilities to develop and
propose the relevant improvements to the existing legislation and corporate governance
framework for the IFIs within the two targeted countries. These interviews took place
between Augustand December 2016 at taidéastadbetwpantld ent s o6
T 90 minutes. Here, the researcher employed two methods of data collection, namely
note-taking and audio recording. The semi-structured interview did not employ any
transcription or translation services but was conducted in the English language. In
addition to the ¢fShdria boarddirgctorehipeithid these countges,i a f or
which require the members to demonstrate reasonable proficiency in the English
language, the researcher also possesses professional competency in both the Malay
and Indonesian languages to aid the participants in understanding and answering the
interview questions. The entire interview session was recorded in a digital form in order
to capture a detailed and accurate transcription of the interview. Each of the respondents
received a similar set of interview questions that correspond to the research questions

of the thesis. Since there is only a small number of respondents involved, the



employment of this method was sufficient and appropriate to satisfy the objectives of the

thesis.

The research findings from the semi-structured interview reveal several points of
considerable importance in relation to the multiple Sharia' board directorship practice.
The analysis of the research findings indicates that the repercussions of the continuous
application of the practice towards the sustainability of the Islamic banking industry
remains obscure within the study oftheIFI6 s cor por at e governance fr ame:
Malaysia and Indonesia represent good examples of countries, which adopted the
centralised approach to the corporate governance of the IFIs T renowned for its certainty
and standardised Sharia' rulings, the findings also demonstrate that the existing
regulation and corporate governance policies of the practice within these countries
remain in need of significant enhancement before the IFIs can truly extract and establish
the beneficial attributes of the practice. The thesis finds that the presence of a disciplined
corporate governance framework for the IFIs can lead to a productive application of the
practice. Accordingly, the thesis offers several recommendations, which include,
regulating the conducts and business practices of the Sharia' board members and IFI6 s
employees; educating the current pool of Sharia’ scholars; improving disclosure
requirements of multiple Sharia' board directorships; and maintaining flexibility in

regulating the multiple Sharia' board directorship practice.
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CHAPTER 1: INTRODUCTION

1.0 Background

In recent years, the subject of corporate governance of the Islamic financial institutions
(61 FIl s 6) vedh anisidenaldec aaténtion from industry practitioners, academic
researchers, and other stakeholders. The resilience displayed by the IFls during the
2008 financial crisis propelled further interest into the principles and corporate
governance practices underlying the operation of the IFIs. However, it is worthy to note
that the collapses and failures of several high-profile IFls around the globe such as the
Islamic Bank of South Africa in 1997, Ihlas Finance House of Turkey in 2001, Bank Islam
Malaysia Berhad in 2005, and Dubai Islamic Bank between 2004 and 2007, among other
instances, have also raised a substantial need for an improved corporate governance
framework that is both holistic and practical in ensuring the sustainability of the Islamic

banking industry in the years to come.

In this ever-growing sector, there exists a promising and fast-developing Islamic banking
market known as the MISMUT+3 regiond which mainly comprises nine countries,
namely Qatar, Indonesia, Saudi Arabia, Malaysia, United Arab Emirates, and Turkey,
together with Bahrain, Kuwait, and Pakistan. As the total Islamic banking assets held by
this region is estimated to reach US$ 1.8 trillion by 2020, in addition to its convenient
access to a strong 252 billion potential consumers?, it is sensible to argue that the
development of legislative and corporate governance framework for the IFls within the

QISMUT+3 will mould the direction and future of the global Islamic banking industry.

As much as the implementation of prudent corporate governance policies can benefit
the growth of the industry, the application of contentious corporate practices can also
inflict detrimental consequences that can, in turn, hinder its promising progress. Among
these practices, the thesis has opted to focus on the practice of multiple S h a rboaadé
directorate, which refers to the situation, where an IFI6 § h a rboaed inember occupies
an additional one or more S h a r boadd directorates in another IFls i creating a
corporate link between the banks that can attract a host of benefits as well as
disadvantages. The application of the practice, which had first started as a short-term

initiative to address the shortage of qualified and experienced IFI6 S h a r Hoad

LErnst & Youngyorld Islamic Banking Competitiveness Report 40i6v Realities: New Opportunities,
2016) p. 18;Ernst & YoungWorld Islamic Banking Competitiveness Report 2D48The Transition
Begins, 2013)



members in the early inception of the industry in the 1970s, has since become an issue
that subjects the S h a rschald@rs engaging in the practice to fiery criticisms from the
industry practitioners, academic researchers, S h a rschalas, and other stakeholders,
who describet he practice as a thr eat connoitmenthaed schol ar s

impartiality as the gatekeeper to the S h a rconglé@ance assurance of the industry.

The top 50 S h a rschaldrs command a significant 73 per cent share of the available
1142 S h a rbbaadépositions worldwide, which also include those available within the
Islamic banking standard-setting agencies such as the Islamic Financial Services Board

( 61 F S B 6 )Accauntiig anchAeiditing Organisation for Islamic Financial Institutions

( 6 A A G.ITHslinbe)s that each scholar is holding an average of 16 positions presenting

a reasonable cause for concern on the potential effects of the practice towards the long-
term sustainability of the overall industry. This includes a number of significant concerns
such as conflict of interests, time commitments, confidentiality, and more importantly,
the compliance of the stated practice with the S h a rlawa The latter can present a
peculiar situation if the practice is not founded on any valid principles of the S h a rlawa 6
and yet is practised by the S h a rs¢halays, who owe both the banks and the religion of
Islam, a great responsibility in assuring stakeholders that S h a rcongl@nce assurance
does not stop at the financial products and services offered by the banks, but also include

the conducts and practices of the S h a r dclwlars as the custodians to Shar i ab

compliance. These concerns provide the impetus to the commencement of the thesis.

Be that as it may, there is a dearth of empirical research conducted on the issues
surrounding the practice of multiple S h a rboaad@irectorate, which has rendered the
determination of the practicability of the practice to the industry challenging. At the
moment, the available empirical research on the topic is either largely statistical and
expository in approach? or constitutes only a small segment in research theses that deal

with the subject of corporate governance for the IFIs*. With this in mind, it is important to

2Murat Unal, The Small World of Islamic Finance: Shariah Scholars and GoveraNegwork Analytic
Perspectivéd19 January, 2011)nternational Shari'ah Research Academy for Islamic Finance (ISRA) and
Thomson Reuterdslamic Commercial Law Report 2{2616) p. 2829, 32.

3Unal Murat Unal,Sharia Scholari the GCG A Network Analytic Perspecti& September, 2009)
t I NBST ! KYSRY W/ 2N1R2NIGS D2@SNYylFyOS IFyR 9GKAOA 2F La
Islamic Economics , Banking and Finapc&9.

“dzf TAFEA 1 Halys WKENAUFK D2@SNYIyOS Ay LafFYAO CAyl

YO 65t KAf CKSEAAZ{ KAZNKINY | f ¥k GSNBCH 8 ok nwBLR AAGAZYAY T

{KIENRFY /2YLIEAIYOS G6AGKAY L&atFYAO CAYLFYOALE LyadAaddzi’
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provide empirical research that fills this gap and scrutinises the legality and practicability
of the practice from both the S h a rlaw an@ industrial perspectives. This thesis attempts
to fulfil this need and to provide the industry with practical policy recommendations and

other inputs for the development of sound corporate governance frameworks for the IFIs.

1.1 Statement of Problem

In the day-to-day operations of an IFI, the S h a rbbaaddwhich comprises a group of
learned men and women in the diverse fields of S h a rlawas@rves as a specialised
organ that assists the IFI in S h a rspeaiftc matters such as, inter alia, the issuance of
Fatwas (S h a r dpiaidns) related to its financial products, services, and business
conducts, and the determination of banking risks specific to the Islamic banking industry.

Indeed, its practicability as a check-and-balance mechanism for the S h a rcongléance

assurance ofthelFlI6 s f i nanci al product s, S sarvesias & S ,

unigque feature that differentiates the IFls from the other financial institutions, or from the

industrial scale, the Islamic banking than the Western banking industry.

However, the unique existence of the Sh a rbbaaddn anIFI6 s cor por at e

system does not necessarily grantthe IFlan a ut G&rhatrdi caropd! staaus. THe
different approach to the corporate governance of IFIs and the diversity of Fatwas across

the various jurisdictions owing to the variation in Urf (customary practices) and the

and

goverl

i ndividual countryds i ncl i nlalamicojurispriadencetirh e

structuring their legal and corporate governance policies for the IFls, have rendered the
notion of S h a rcompliance in Islamic banking and its corporate governance paradigms

as an indeterminable and complex subject matter.

To highlight, Malaysia and Indonesia subscribe to the Shafie school of Islamic
jurisprudence i renowned for its liberal interpretation of the S h a rlawaafd they adopt
the centralised approach to the corporate governance of the IFls, which mandates the
IFls to adhere to the Fatwas issued by a centralised S h a rbbaad@t the central bank-
level. Qatar and Saudi Arabia subscribe to the Hanbali school i renowned for its strict
interpretation of the S h a r lawa éand they adopt the non-centralised and passive
approach, which does not subject the IFIs to any superior authority and allows the IFIs

to develop their own corporate governance structures. Kuwait, United Arab Emirates,

| dzadlF Ay D wlkYYFfZ W 2N1I2NIGS D2OSNYyFyOS Ay
{ KFENAFK { dzZLJSNIDA & 2 NE ersitg of NdRIdd2 200t KAf ¢KSaAax
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and Babhrain subscribe to the Maliki school T also renowned for its strict interpretation of
the S h a rlaw,aaid they adopt the non-centralised and reactive approach, which allows

the central bank or financial services authority to intervene in common issues governing

the banking industry such as -andipe o@reirtde rtiess td dtoar r

board of drect or s ( 6 BODO®) and empl oyees, l'iquidity

capital. Finally, Pakistan and Turkey subscribe to the Hanafi school T renowned for its
strict and methodical interpretation of the Sharia' law, but they adopt a centralised and
non-centralised approach to the corporate governance of the IFls respectively. In other

words, the presence of these variable factors has not only created a regulatory gap and

confusion for the industry players and other stakeholders regarding the actual Shar i a6

compliance status of an Islamic financial product or corporate practice of an IFI, but it
also provides a crucial call for the existing Islamic banking scholarship to develop a
mutual understanding and appreciation of the pluralistic approaches to the corporate

governance of the IFIs.

Accordingly, the thesis does not view their presence as a valid and strong excuse to
render any attempts to scrutinise the S h a rcongl@nce and practicability of the multiple
S h a rboaed directorship practice to the sustainability of the Islamic banking industry as
unnecessary. In fact, their presence can supply the thesis with a multitude of constructive

data, which in turn, can assist the thesis to find a common ground between the various

jurisdictions and their school of thought orientation in scrutinising the multiple Shar i a6

board directorship practice from both the S h a r lawa &nd corporate governance

perspective.

In view of the diverse and distinct approaches to the corporate governance of the IFls
within the QISMUT+3 region, the thesis attempts to examine the socio-legal significance
of the multiple S h a rbbaadddirectorate practice and analyse the practicability of the
centralised approach implemented in Malaysia and Indonesia. The research findings

from these countries not only provide a valuable insight into the various S h a randa 6

corporate governance issues surrounding the application of the practice, but they also
offer a fair assessment of the viability of the centralised approach, which can benefit new
and emerging Islamic banking markets such as Oman, Nigeria, Bangladesh, United

Kingdom, South Africa, China, and Luxembourg®.

S{KIFotyl a IFalty FYyR adzKlIYYFIR alKodzA !fAZ W TNAOI
CAYlyOSQ Ay al NERAIslanizRihaic¥ SptednSSSRA Eonsultancy Sdn Bhd 2015)

p. 1516;Islamic Financial Services Bodsthmic Financial Services Industry Stability Report @)

p.10,19DS2NHES h&ao2dNYy Ss W[ 2y R2y /Iy [ SAinéncid RrBe@8 2 NI R
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1.2 Research Aim and Objectives

The thesis aims to gain a better understanding of the multiple S h a rboaed @irectorship
practice in the Islamic banking industry with a specific focus on two of the nine countries
that comprise the QISMUT+3 region namely Malaysia and Indonesia. It explores, inter
alia, the application of this practice from both the industrial and S h a rlaw aamtexts and
scrutinises the existing legislative and corporate governance frameworks that govern its
application at both the international and national-level through the lens of the Islamic
banking regulators of these countries and available documents. The research findings
from these jurisdictions will enable the thesis to provide an empirical insight into the
practicability of the centralised approach to the corporate governance of IFIs within the
QISMUT+3 in the context of the multiple Sharia dboard directorship practice in
formulating a sound corporate governance framework for the Islamic banking industry.

Accordingly, the objectives of the thesis are:

(@) To study the general practice of multiple S h a rboaed @irectorships.

(b) To examine the different regulatory approaches on the multiple Sharia’ board
directorship practice of the two countries studied.

(c) Toinvestigate the presence of periodical assessment and time commitment policy
vis-a-vis S h a rboaed dnembers with multiple S h a rboaed @irectorships.

(d) To investigate the presence of disclosure requirements in relation to the
occupation of S h a rboaad@irectorships by S h a rs¢halds.

(e) To assess the structure and significance of remuneration policy in respect of
Sharia' board directorships.

() To investigate the presence of awareness or training programmes for Shar i a o
scholars on the laws, regulations, and business practices relating to the practice
of multiple S h a rboaad @irectorships.

(g) To investigate the perception of the central bank or financial regulator of the

subjected countries on the practice of multiple S h a rboaed @irectorships.

October 2013) <http://lwww.ft.com/cms/s/0/427663338fc2-11e3a890
00144feabdc0.html#axzz3MXdX9YwS> accessed 28 August ®KLE 902y 2YAad s W[ dzES Y«
Financial Of (G NBY ' RYAY A &G SNRY A Thel Fcanobist A1 Qcbber 1201R)A y I Q

<http://www.economist.com/news/financeand-economics/21623754ttle -country-more-its-
repertoire-tax-breaksadministeringinstead> accessed 23 August 2017
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1.3 Research Questions

The thesis aims to address and answer the following research questions formulated from

the aim and objectives of the study:

(&) What is the Islamic banking system?

(b) What are the differences between the Islamic corporate governance system and
the Western corporate governance system?

(c) What are the different models of Islamic corporate governance system adopted by
IFIs?

(d) What are the causal factors of multiple S h a rboaad@lirectorship practice across
the IFIs?

(e) Howdoes S h a rlawaiéw the application of the aforementioned practice?

() What are the regulatory approaches to the aforementioned practice within the
countries that have adopted the centralised approach to the corporate governance
of the IFIs?

(g) Whatis the extent of the disclosure practice of the IFls in relation tomultipleSh ar i a 6
board directorships held by their S h a rboaed <nembers?

1.4 Thesis Statement

This research is an exploratory and empirical study of the corporate governance
framework for the IFIs in relation to the practice of multiple S h a rboaaddirectorships
in Malaysia and Indonesia. The findings indicate that not only do similarities exist, but
there are also several significant differences among the Islamic banking regulators in
governing the multiple S h a r boaadbdirectorship practice, even within the countries,
which adopted the centralised approach to the corporate governance of IFls. Although
both Malaysia and Indonesia subscribe to the Shafie school, one of the four major
schools of thought in Islamic jurisprudence, the differences in S h a ropirofls among
the S h a rs¢halabs in these countries, which have been confirmed and respected, have
indirectly contributed to the shaping of the existing regulatory landscape and corporate
governance policies for the IFIs in these countries. A proper consolidation of these
differences can provide a pragmatic example to the other QISMUT+3 member states in
governing the practice in question and ensuring that the industry can extract an optimum

range of benefits from the application of this practice.



1.5 Significance of Research

In view of the lack of comprehensive research on the practice of multiple Sharia' board
directorships, it is submitted that it is crucial for the thesis to conduct a methodical
examination of the different approaches to the corporate governance of IFls, especially
those in countries adopting the centralised approach, namely Malaysia and Indonesia.
This can provide the industry with useful insights into the guiding principles, frameworks,
and best practices in the regulation of the multiple Sharia' board directorship practice.
The findings of the thesis will provide valuable understanding of the variant perspectives
of the Central Bank of Malaysia (GBM®6 ) and the Otori tG@kd)J asna
relation to the practice and enable a practical assessment of their respective approaches
to the corporate governance of the IFls in regulating the application of the practice®.
Accordingly, the findings of this thesis will explore and highlight the following aspects:

(@) The design and dynamics of the corporate governance policies for the IFIs within
the QISMUT+3 region with a specific focus on those in Malaysia and Indonesia;

(b) The fundamental differences between the centralised and non-centralised
approaches to the corporate governance of IFls;

(c) The conceptual issues of the multiple Sharia’ board directorship practice from both
the Sharia' law and Islamic banking contexts;

(d) Theregulatory and corporate governance approaches to the multiple Sharia' board
directorate practice in Malaysia and Indonesia;

(e) The role of and strategy undertaken by the CBM and the OJK in regulating the
IFI6 $haria’ board members with multiple Sharia' board directorships within and

outside of their respective countries.

1.6 Scope of Research

As the QISMUT+3 region comprises nine countries with divergent legal systems, school
of Islamic jurisprudence orientations, and approaches to the corporate governance of
IFls, the execution of a comprehensive examination of all nine countries is impractical
given the limited time and research funding of this thesis. Accordingly, this researcher
has chosen to limit its scope of research to the corporate governance framework for the

IFIs in Malaysia and Indonesia. Although there exists another member state of the

8 The significance of theBMand OJKin shaping the corporate governance framework for tRk in their
respective jurisdictions is discussed in chapter 6.
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QISMUT+3 region, namely Pakistan, which has adopted a similar approach to the
corporate governance of the IFIs, the thesis has opted to exclude Pakistan due to its
different school of Islamic jurisprudence orientation, namely the Hanafi school. This
filtration exercise is crucial in ensuring that the scope and research outcome remain
confined to the legislative and corporate governance issues encountered by the
QISMUT+3 member states that operate within the Shafie school environment in relation
to the multiple Sharia' board directorship practice. The findings of this thesis can advance
substantial understanding into these challenges and generate constructive outputs in
improving the corporate governance structure for IFIs within and beyond the QISMUT+3

region.

1.7 Structure of the Thesis

The thesis consists of seven chapters. The first chapter outlines the whole research
direction and the essence of this research, which comprises the background of the
research, objectives, scope, research questions, significance, and the statement of
problems. Chapter 2 discusses the theoretical foundations of the Islamic banking system.
This includes the history and emergence of the Islamic banking concept, the underlying
principles and basic financial instruments of Islamic banking, and the inter-relationship
and challenges in balancing the distinct interest of the Sharia' law and the IFls. Chapter
3 provides a comprehensive analysis of the theoretical context of corporate governance
from the Sharia' law perspectives. It explains the origin of the corporate governance
concept in Islam and analyses its framework and models within the Islamic banking
environment. It also provides a brief analysis of the compatibility of the centralised
approach to the corporate governance of IFls vis-a-vis the Islamic jurisprudential concept
of Ikhtilaf Fi Al-Fugaha (the differences of opinions between the Sharia' scholars), which

remains a sensitive issue within both the Islamic banking and Sharia' law contexts.

The subsequent two chapters explore the multiple Sharia' board directorship practice
from two distinct angles. Chapter 4 discusses the fundamental principles and issues of
the practice from the western legislative perspective. The chapter also highlights the
regulatory approaches pertinent to the practice as implemented in several western
jurisdictions. Chapter 5 then provides a comprehensive analysis of the practice from the
Sharia' law and Islamic corporate governance perspectives. It explores and discusses
the emergence of the practice in the Islamic banking industry, the varying Sharia' issues

surrounding the practice, and the regulatory approaches to the practice as

8



recommended by the two-leading standard-setting agencies in Islamic banking, namely
the AAOIFI and the IFSB.

Chapter 6 begins by explaining the research methodology, research design, and the
methods of mining and analyzing data utilised in this research. Since the thesis
employed a case study approach as a research strategy, this chapter explains the
justifications and suitability of this approach in exploring and analyzing the corporate
governance framework of IFls in relation to the practice of multiple Sharia' board
directorships within the two targeted jurisdictions. Then, the chapter will proceed with the
analysis of the semi-structured interview sessions conducted with the CBM and the OJK
respectively. Finally, chapter 7 will conclude the research by summarizing the key
findings and providing specific policy recommendations in enhancing and improving the
existing corporate governance framework for the IFls in relation to this practice. It will
also highlight the research limitations and the contribution of the research to the existing

scholarship on Islamic corporate governance.



CHAPTER 2: UNDERSTANDING ISLAMIC BANKING AND THE MAQASID
AS-SHARIA' (OBJECTIVES OF THE SHARIA' LAW)

2.0 Introduction

Prior to the devastating global financial crisis in 2008, the inter-relationship between
religion and finance carried little to no relevancy?; this is partly due to the separation of
religion from politics, economics, and governmental administration in modern capitalism.
The crisis, however, exposed the frailties of the current financial system and triggered a
fpublic outrage over the excesses and support for more conservative and ethical
finance®. In truth, the concept of finance possesses a semantic affinity to religion,
especially within the teachings of the three branches of Abrahamic faith, namely Judaism,
Christianity, and Islam, which share a collective set of near identical philosophies on

finance® (see Figure 1):

JUDAISM CHRISTIANITY ISLAM

Exodus 22: 25-27 Luke 6: 34-35 Ali Imran 3: 130

"25. When you lend money to
any of my people, to the poor
among you, you shall not be

to him as a creditor, nor shall

"34. And if ye lend to them of
whom ye hope to receive,
what thank have ye? For

sinners also lend to sinners,

nl30. (0] y e w
Devour not usury, doubled
and multiplied; but fear God,;

that ye may (really) prospera

you impose upon him any t o receive as . .
A-Ni sad 4: 161
interest. i
35. But love ye your enemies, _
n161. That t h
26. If you take your and do good, and lend,

though they were forbidden;

neighbour's garment as a hoping for nothing again; and

1 The involvement of religious elements and perspectives in trade was viewed as unnecessary by the
traders in the early 18 century. SeeRichard Henry TawneyReligion and the Rise of Capitalism
(Transaction Publishers 199%) 192.

2VAYEY 1Felds WLATlIYAO CAyYylFyOSverdus dONE & YOI 6ISa 6 G 6 azi / (
Institute, 29 March 2013 <https://meic.cfainstitute.org/2013/03/28kamicfinanceis-growingfast-but-
facesthe-form-versussubstancedebate/> accessed 22 September 20AKo sedkasem N Kayed and M
YEOANI I Faalkys W¢eKS Df26Ff CAYyFYyOALFf [/ NRAAAZ
Business Review 55f. 556558.

FYR Lat !

31slam recognised these religis as the offspring of the Abrahamic faith, else known asShmawi
(originated from heaven) religions based on their respective holy scriptures, which diagady from
God through the medium of His prophets. S¥atimah Sarmani and Mohd Tajudin Linggapri
Kaunseling AGhazali(PTS Publications & Distributors Sdn. Bhd 2008)2. Also seErancis E Peters,
The Children of Abraham: Judaism, Christianity, Islam: A New E#&itinooeton University Press 2010)
Xi.
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pledge (collateral), you shall your reward shall be great, and thatthey devoured men's
return to him by nightfall. and ye shall be the children of substance wrongfully; - We
the Highest: for he iskindunto have prepared for those

27. For that is his only
the unthankful and to the among them who reject faith

covering; it is his garment for . _
i i ev'Bl o a grievous punishmenta
his skin. In what shall he
sleep? And it shall come to
pass, that if he cries unto Me,
I will hear it, for | am

compassionate".
Deuteronomy 23: 19-20

n19. You shal
interest on loans to your
brother (Israelites); interest
on money, interest on
provisions, interest on

anything that is lent.

20. On loans to a foreigner
you may charge interest, but
on loans to your brother
(Israelites) you may not

charge interestd'.

Figure 1: Prohibition of Interest in Judaism, Christianity and Islam

Fascinatingly, a similar concept of finance also existed within the secular teachings of

Aristotle and Plato, who regarded money as sterile® a n d  mdkiag 06 money from

4Robert Carroll and Stephen Prickélhe Bible: Authorized King James Ver@axford University Press
2008)

5 |bid. Additionally, St Thomas Acquinas inSusnma Theologica NB (& take dsury for money leigt

unjust in itself, because this is to sell what does not exist, and this evidently leads to inequality which is
contrary to justicé  {TBoSias AquinaSumma Theologicgrathers of the English Dominican Province

tr, Christian Classics of Westminster 198L)l, question 78, article one. Also s¥ghia AbdwRahman,

The Art of Islamic Banking and Finance: Tools and Techniques for CorriBaseithBanking/ol 504 (John

Wiley & Sons 2009p. 26.

8 Aristotle opined interest as despicable and unnatural because an instrument of exchange such as money
can generate and give unnatural birth to itself. Sleel KayeEconomy and Nature in the Fowetgh
Century: Money, Market Exchange, and the Emergence of Scientific THpublished in New York,
Cambridge University Press 1998) 66, 122123. The Islamic economics ethos also disagrees to the
concept of earning profit from a medium of exchangihout bearing any risks. Sebu Umar Faruq
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moneydas unnatural and problematic’. In recent decades, the application of religious
laws and principles to finance is not a new concept. This was evidenced by the
introduction of the DJ Dharma Index in 2008 for Hindu Banking®; the launch of Stoxx
Europe Christian Index in 2010 for Christian Banking®, and the formation of investment
companies such as the Roman Catholics Ave Maria Rising Dividend and Aquinas

Investment Company, to name a few?°.

Likewise, the method of finance and banking promoted by Islam places a similar
emphasis on the importance for mankind to enforce the rule of God in Muammalat
(financial transactions). This requires a meticulous derivation of Sharia' rulings from the
various sources of Islamic law, primarily the Holy Quran and the Sunnah'* in ensuring a
strict adherence and compliance of any financial products, services, and business
practices with the stated rulings. Thus, this gives those responsible for the interpretation
of the Sharia’ rulings 7 the Ul a m(@tmon Sharia’ scholar), Mufti (official Sharia'
scholar of a state), Imam (leader for formal prayers), Ustadz (male religious teacher) and
Ustazah (female religious teacher) a decisive role in determining what is permissible and

'KYFR FYR a YFOANI I &daly We¢KS ¢AYS 1 tdzS 2F az2ySée |/
Journal of Islamic Social SciencesB@®4.

"InhisLegeE t fF ib2o BB/ BSHEKE  t ©wX6 f SyR I drthdbhbiioweda iz aiyoS
refuse entirely to pay back either interest or princip®obert P. MaloB & = W! &dz2N®B Ay DNBS1 I w2
wWEooAYAO ¢K2dzZAKUG . 7810 AIsosedareDE NF RABRZEF I pY¢eKS wStlGA2ya
Corporate Social Performance and Corporate Financial Performance inlthg {1 Ay 3 { SOG2ND O6HAmMM
Journal of Business Ethics 133

8In 2008, a grasmots level movement for Hindu banking was introduced in India with the Dow Jones
Indexes launching the DJ Dharma Index, which methodology was based upon the Hindu, Jain, and
Buddhist principles. Notwithstanding the decommissioning of Itidex, the idea of setting up a Hindu
banking is now knowrCPI Financiagchool of ThougHtCPI Financial 2013)

91n recent years, there has appeared an increasing proposal to promote Christianigliancefinancing

within Christiammajority countries such as the-Z9. For example, the formation of the Stoxx Europe

Christian Index in 2010, which consists of representatives from the Vatican City to screen shares drawn

from the Stoxx Europe 600 Indexcomprisng 533 European companies that only derive revenues from

a2dzNDOSa | LIWINRPGSR WEOO2NRAYy3 (G2 GKS @lftdzSa FyR LINAYyO
Vodafone, Royal Dutch Shell, and GlaxoSmithKline among others. The listing rule only allogs entiti

which do not profit from illegal and immoral businesses suchirder alia, weapons manufacturing,

gambling, pornography, tobacco and birth control. See ibid.

V9YAt . 2FAa42y> +A3IRAE .21 &42y YR W2aSLKbaseHSy3Is WLy
Cdzy R&Q 6 H nnc lGnarcei837p)8¢0: Ass s&Bhakir Ulah, Dima Jamali and lan A Harwood,
W{20AFLtfe wSALRYAAO(S LESEHMANSEyVALYF ALRTEE YARR CAYKYK
(2014) 23 Business Ethics: A European ReviewR2D21.

I Sunnatrefers to the way of life of the Prophet Muhammad (p.b.u.h.).
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what is not. In one Hadith'?, Abdullah Bin Umar narrated that the Prophet Muhammad
(p.b.u.h.)*® said:

ASurely! Every one of you is a guardian and
(ruler) of the people is a guardian and is responsible for his subjects; a man is the

guardian of his family (household) and is responsible for his subjects; a woman is the
guardian of her husbandds home and of the chil
slave of a man is a guardian of his masterés

every one of you is a guardian and responsible for his chargesd*.

In matters relating to business and financial transactions, Islam ordains a high degree of
accountability by the S h a rbbaad$é of IFIs since they serve as the gatekeepers to the
S h a rcomgléant accreditation o f |l FI sd6 financi al product s,
practices. However, prioritising the rule of God overthe IFI6 s i nig eagieesaid than
done. In recent years, there have appeared a handful of substantial concerns as well as
criticisms of the Sharia' compliance of a number of the financial products and practices
in the Islamic banking market including, the similarities and the pegging of the | F Iprsfib

rates with the interest rates of the interest-based banking system?®, the IFI6 s pr of i t

2Hadithrefers to a collection of report on anything attributable to the Prophet Muhammad (p.b.u.h.)
such as his sayings, doings, rulings, characteristics, and manners. There exist many collddtdith of
compiled by variouSharia'scholars, but the followingeven collections are the most commonly used in
interpreting the Sharia'law, namely theSahihAl-Bukhari,SahihMuslim, Sunan Ibn Majah, Sunan Abu
51 gdzRX WIF YA QI {-b¢ & MMMBERaH Ahmédaagdur Rahnah | Doi, Shariah: The Islamic
Law (A.S. Noordeen 201p) 54.

13)tis customary foMuslimsii 2 LJdzii WLISF OS 6S dzLlR2Yy KAYQ | FUSNI Yyl YAY:
by all three branches of Abrahamic faiths as a mark of respéSurely God and His angels bless the

Prophet Muhammad (p.b.u.hp you who believe! Call for (Divine) blessings on him and salute him with a
(becoming) salutatiofi(Surah AAhzab33:56) of Abdullah Yusuf Allthe Holy Qur'an: Original Arabic Text

with English Translation & CommentgB8aba Islamic Media, Kuala Lumpur 2000)

14 ThisHadithis Sahih See Vol. 9, Book 8Bladith 252 of Mil AFBukhari and MM Khari[ranslation of
Sahih Bukhafpublished in Los Angeles, University of Southern California 2012)

Bad I NAFF YR {d! ® wz2ateéezr WLaAtlFIYAO .lFylAy3 Ay alf¢t
Policy Review 3Q1p. 301319; CSAal f VYKIYyI WIQ@g. WWAXY YRD QO HhamaLva f 1 ¢
Economic Behavior & Organization 806R. Zaman and H. Movas$ag >~ Y-ErglelistaNiB Banking:

LRSFfa YR wSIf{AGRQ 6HANNHO wAso dedBangGIodhlChohgayd Ming W2 dzNJ/ |
| dzI [ AdzZ WL A&f I Freelor Intéreét] A ¥ SR K @ y d & ABBsiniFinance JauhaD2F A O
YKIFANHzZE ! ydzZ NE { KFYaKSN) a2KFYFR FyR a2KFYSR 9ally
| 0O2dzyia Ay LatbYAO .Fyla Ay abthrearl LydsSNBad CN
Islamic Economics 2p. 35, 38.
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maximization objective vis-a-vis the objective of Islamic banking'®, Fatwa-shopping®’,
and also the occupation of multiple Sharia' board directorships i the last one forms the
central focus of this thesis. Hence, it is arguable that the continuance of these practices,
or rather, the lack of a proper justification and address from both the Sharia' law and
regulatory perspective can constitute an unwelcome sign of discord with the Sharia'
compliance guarantee. This risks confusing stakeholders and marring the image of IFls

as a working embodiment of the rule of God in finance.

For these reasons, this chapter will seek to discuss and scrutinise the fundamental
concepts and distinguishing traits of the Islamic financial concepts as compared to its
Western banking counterpart in conveying a basic understanding of the modus operandi
of the Islamic banking system. It begins with a detailed explanation of the historical
background of Islamic banking and its fundamental elements, followed by a brief
introdution of its common financial instruments, and scrutinisation of the profit

maximisation and profit-and-risk sharing concepts underlining the operation of IFls today.

2.1 Historical Perspective

In general, it is arguable that the modern concept of Islamic banking first emerged in
1963 when the Mit Ghamr Savings Bank of Egypt, a financial institution that initially
started as a microfinancing institution, introduced Sharia'-compliant financial products

and services, which operated on a profit-and-loss sharing basis*®. This provided the

1 Humayon Dar and Talha Ahmad Aza@ilipbal Islamic Finance Report (GIFR) Z&MB Islamic UK

Limited, 2011)p. 35;a | & dzRdzf ! f 'Y / K2dzRKdz2NEX W2 Kl G A& GKS {02LIS
(2006) 2 Journal of Islamic Economics and Finapcd&42. Also seésdzf 1A FE A | &l y>x WLy { St
t SNOSLIiA2ya 2F GKS {KFINAQFEK {OK2fFINAR 2y {KINAQIK D20
Islamic and Middle Eastern Financalaianagement 3p. 714;MaNJ, ¢ dzi 2y X WwwSOSaarz2y { LJ
AY LatlYAO CAylyOSQ / bbZ HT I dz3
<http://edition.cnn.com/2009/BUSINESS/08/25/islamic.finance/> accessed 22 September 2017

VFatwad K2 LILJAY 3 NBFSNE (2 (KS [SharaSdndlals®io can ifsuegldtveaOK |y L CL !
favourable to its offered products, services, and business practices. Although there has yet to appear any

concrete evidences to point out the actual occurrence of the practice, the findings of several empirical

research have suggesl that the practice has a higher chance to occur in countries with inadequate

Islamic bankingegulations and corporate governance framework. 8dlah p. 9692;1 I al y2 W{ KI NA (U | K
D2@SNYIFyOS Ay LaftlIYAO CAYlFYOAlIft Ly, piilintandtigngla Ay al f I &
Shari'ah Research Academy for Islamic Final&RA Bulletinvol 14 (ISRA ed, ISRA 20¥d¥0 sedAl

Hah TSNJ adzKl YYI RX W{KSA]K bAT Y | F Odzo X KM BMd3(BG I N
<http://lwww.aleqt.com/2010/04/04/article_373863.html> accessed 20 September 268tHan p. 817

818.

18 Later renamed as Nasser Social Bank (Bank Nasser Al ljtmaai). It was started by Dr. Ahmad Al Naggar, a
Germaneducated Egyptian, who had sought for a solution to assist the poor farmers in his village in
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necessary push for the Islamic banking concept to gain both attention and momentum
worldwide **.Malaysia followed shortly after with the establishment of the Lembaga
Urusan Tabung Haji (LUTH) in 1969. The latter was the first institution that utilised the
Sharia' principles in its fund management operations for Muslims going on pilgrimage

and it was considered the first of its kind in the world®. By December 1973, the Islamic
Devel opment Bank ( 6| DBduidah, ®audi Arabia pusugmtaa thet e d
Declaration of Intent issued by the Conference of Finance Ministers of Muslim Countries

to further assist in fostering the economic development and social progress of Muslim
countries in adherence to the Sharia' law. This landmark agreement marked the first
collective effort by Muslim countries to promote Islamic banking?l. The following year,

King Faisal of Saudi Arabia pledged to initiate a banking system that adheres to the
tenets of Sharia' law and ethics in a bid to bridge the gap between the Islamic concept

of banking with the 600-years-old conventional banking system. This progressive
development led to the emergence of several Islamic banks in the Middle East including

the Dubai Islamic Bank in 1975, the Faisal Islamic Bank of Sudan and Egypt in 1977,

and the Bahrain Islamic Bank in 1979%2. Along with Malaysia, Indonesia, and Turkey, the

Gul f Cooperation Coun cs df BafrdinG Ku@ait, Omarth Qatah, c on s i
Saudi Arabia, and the United Arab Emirates, is now home to several renowned financial
powerhouses, including the Deutsche Bank, Citi, UBS, and Barclays, which have already

financingtheir purchase of seeds, farm animals for ploughing, cattle, animal feedstock, simple pumps and
even living subsistence. SAbdutRahmanp. 192193. However, there also exist evidences that interest
free financial transaction had existed in the Muslim world several decades earlier suth Asjtman
Mowodul lkhwan and the Anjuman ImdaEdBahmi Qardh Bila Sud of Hyderabad, India. Bal&
Shanmugam and Zahari ZaRaa,A Primer on Islamic Finan¢iglizabeth Collins ed, Research Foundation

of CFA Institute 2009p. 3.

191bid., p. 192.

20The Tabung Haji of Malaysia is not a financial institutiense It serves as an institution of savings to

assist the Muslimén fulfilling their religious obligation dfiajj, or pilgrimage to Mecca. It invests the

Odza i 2 Y S Nh (BhaRs&badplkant indudtriés and provides profits return to further add to the

financial costs of performing thidajjin Saudi Arabia. See2 KR { KdzKlF AYA . Ay | F2A LA&K
Fy LatlFYAO CAYlIYyOALlf LyadAaddziazy F2N {dadlAylofsS
Proceedings of Economics Development & Resear.ch36240.

2The IDBcomprises el A G A S&x yIFYSte GKS L5. AGaStFT GKS La
GKS LatkrYAO [/ 2N1BRNFGA2Yy F2N) GKS LyadaNIyOS 27 L
/ 2N1I2 NI GA2y F2NJ 0KS 5S@St 2 LI Snfeiinat@ril IslamiSTradd\Binghkell S {
/ 2 N1J2 NI G A 2 yslanicievelopmen Banlgla®ig Development Bank Group in Bfa&f13)

tr
y &
SO

22 Mohamed AriffQ Islamic Bankirig (1988) 2 Asiah Pacific Economic Literature 48. 4849. Also see

' KYFR ¢F2dzRAY 1 NHzZA ! 1 61 NE Islawic Fidanidd AC8use: Stfuctured& I YA O
LyadNuzySyaaQ FRKOGLIYKKGG6DO0F Y1 AEAE | YOPO2Yamded Kk Sy k5 2 (
13122010.pdf> accessed 22 September 2qil26.
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begun to offer their own Sharia'-compliant products and services®. With a combined
banking customersd population of 252 i

the main thrust for Islamic banking expansion in the many years to come.

l i on, [

Since its emer gence ilstamit bamkinglntarke lias grown steadilyg | o b a |

at 15-20% per annum while global S h a rcongl@ant assets are forecasted to grow from
over US$ 2.7 trillion in 2017 and is further expected to cross the US$ 5.3 trillion mark by
2020% (see Figure 2).

T T T T T T T T T T T T T T
2007 2008 2000 2010 2011 2012 2013 2014 2015 2016 2017 2016 2019 2020

| Figu‘re 2: Future Growth of the Islamic Bankihg Industry 2016 - 2020%

Yet, despite all these remarkable figures, Islamic banking faces mounting challenges to
remain firm to the true Islamic principles while expanding globally. The IFls shoulder
crucial roles and responsibilities not only to serve the financial needs of the various
stakeholders, but also to give proper consideration to the legitimacy of their operations
from a S h a rlawadint-of-view?®. As much as this should be the case, the industry is
unable to offer an absolute and comprehensive guarantee on the consistency, uniformity,

and strict adherence of the financial products, services, and business practices of the

BYousef GamalBIA Yy S WOUKAOLFE . FylAy3a G2 ¢F1S h@SNY
<http://www.cnbc.com/id/101624169> accessed 22 September 2017

2Humayon Dar, Sofiza Azamd Bushra Shafiqué&lobal Islamic Finance Report (GIFR) dGilach
Press, 2016)p. 4142.

25 |pid, p. 41.
26 Dar and Azamp. 44.

16

l 6dz 5KI 0 A



IFls with S h a rlaw&. d&-urthermore, a certain segment of Islamic banking practitioners
have also questioned the authenticity and Sharia'-compliance of certain Islamic financial
products such as Bai Al-Inah (sale and buy-back contract) and Murabahah (mark-up
sale contract) which mirror the interest-based lending and borrowing products of the

Western banking industry?,

2.2 The Concept of Banking in Islam

2.2.1 Introduction

Generally, banking institutions exist to fulfil the financial needs of society. Analogous to
a knife, which can be used either for permissible matters such as slaughtering an animal
for its meat, or forbidden ones such as homicide, the relevance of banks in the society
remains arguable according to the perspectives and opinions that differ from one society
to another. Prior to the introduction of the Islamic banking concept, Muslims encountered
considerable difficulties in making use of the diverse banking facilities available around
the world. The obstacle gradually eased with the advent of Islamic banking, which offers
an alternative banking concept guided by the Sharia' law that draws a dividing line

between permissible and non-permissible financial activities. It is a banking concept that

27 Refer to thecontroversial permissibility oBai Al Inah(sale and buypack contract) and organized

Tawarruq (tri-partite sale) in certain jurisdictions despite being ruled out by Hemnafi Maliki and

HanbalDa & OK 2 2 f Bai A2 |Ralisin Kadeduitl Kuy Bapkoduct, in which the bank would purchase

an asset from the client on a cash basis and then immediately resell the asset to the customer at a marked

up price on a deferred payment basis. It involves two contracts, which must be independent and executed
separately from each other. Scholars have argued that it can serve as a back dedr mwhi@h the

Shariaft 4 F2NbARa 0SOlFdzAaS GKS olyla Yire G1r1S Iy | R@OIYy
and further subjugate them to debt. Also, it can serve as a juristic ruse or stratagem to legadlisel Q
Tawarrugon the other hand is more acceptable to thehstars as it involves a third party and does not

constitute a clear ruse to the prohibition @f A 0 $e€bid, p. 44. Also seRininta Nurrachmi, Hamida

Mohamed and Nawalib I T | KX W5AalJdzi§ .SG6SSy .yl FyYR /dzaidzy$
alfr@aAlQ OHnmoB adzyAOK ,pSNELYAR aBr OOt ! NDRASDRI Y
Critical Study on Shari'ah Compliant and Shati'dhda SR t NP RdzOGa Ay LaftlYAO . Iy]

Joumnal of Islamic and Human Advanced Rese&69p f,p.168-189 Ibn TaymiyyahMajmuYAl-Fatawa
(37 Volsp W! aRRmantlbn Muhammad Ibn Qasim ed, published in Rabat, MaktabatlAl Wl NRA ¥ My m

28 Azrul Azwar p. 40;! YA NJ { K| K[| NXzRNRafsaflah Appaohch inl AKsesking the Shari'ah

/| 2YLX AlLYyOS 2F LattrYAO .Fy{lAy3a tNRPRdzOGAQ ownmnu m L
p. 129;Rodney Wilson|slamic Finance in EurogRSCAS PP 2007/02, 20Q¥) 10;Muhammad Taqi
PAYFYATI W{dzldzl FYR ¢KSANI / 2y iSYLR2 NI dBanama]2005)O G A2y a
p. 2-14;Ibrahim Warde)slamic Finance in the Global Econdgiinburgh University Press 201p) 240;

I T KYSRZ W/ 2y GSYLR2NINEB tNrOiGAOSa 2F LatlIYAO CAYylLyO
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satisfies the divine law in both form and spirit, and has thus served as a gateway for

Muslims to finally enter the formal world of finance?°.

An Islamic bank may be defined as a financial institution that officially and practically
abides by the precepts of Sharia' law, which prescribes the guidelines for the inception
of socially-responsible economic activities°. It encapsulates a banking practice that
transcends the doctrine of separation of powers between the religion and the state®. In
other words, its objective, mission and vision are all dictated by the Sharia' law, which
encompasses the Holy Quran, the Sunnah and the secondary sources of Sharia' law
such as ljtihad (independent reasoning), | j rfcar&ensus of scholars), Maslahah (public
interest), Istihsan (juristic preference), Amal Ahl Al-Madinah (the practices of the people
of Madinah, Saudi Arabia), &rf (customary practices), Al-Istishab (presumption of
continuity), Qawl Al-Sahabi( opi ni ons of the PSlhhaphé&tNdan
(earlier scriptures such as the Torah, Psalms and the Holy Bible), and Sadd Al-Dzariah

(prohibiting a lawful mean that leads to an unlawful end)32.

2.2.2 The Principles of Muammalat (Commerce) in Islamic Banking

Islamic banking is a unique financial concept distinct from those underlying the
conventional banking system. The latter is predominantly based on man-made principles
and independent of any religious doctrines while the former premises its operations on
a set of strict religious standards derived from the Sharia' law, namely the prohibition of
the receipt and payment of interest; and avoidance of uncertainty, speculative

instruments, and deception in trade, which are explained in detail as follows:

29 |pn AlUkhuwwa and Reuben Lewy,K S a | UDndENH VirikaBtatHisba ofRA & n5Uo! v Aasnchad
Ibon Mujammad Alv dzNJ & K oo I f Y | K yURHudwa(CampbridgietUniversity Press 193850
seeH. Askari, Z. Igbal and A. Mirakhbmroduction to Islamic Economics: Theory and Applicdiidiey
2014) p. 94.

30Warde Abdussalam Mahmoud Abti | LJF Yy 2 SKXZ W/ 2NL1J2 NI S D a@e&iwyA

cQantplaanm & r

yOS FTNRY

/] 2YLI N} GAPS 1 yrteaia 6AGK h9/5 t NAYOALIpS36867.0 H 11O HA

31 AbdutRahman, 7$0.

32 Doi, p. 2285; Wahbah Zuhailiviukhtasar Fi Usul Atigh (The Method of Usul Figiodul Karim Zaidan

ed, Muhammad Amar Adly tr, PustakaEisan, Selangor 2013). 131265. Also se®ohammad Hashim
Kamali,Principles of Islamic Jurispruderitdamic Texts Society Cambridge, UK 2083B. HallagAn
Introduction to Islamic LaCambridge University Pres8(D)
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2.2.2.1 The Doctrine of Mubah (Permissibility) of All Matters

Islam recognises the inseparable bond between mankind and monetary transactions
and encourages the former to engage in various legitimate and diverse commercial
activities. Since Sharia' law does not provide any specific ruling against transacting with
a bank, the Sharia’ doctrine of Mubah (permissibility) that renders every beneficial matter
as permissible, has since applied. It provides that engaging in financial activities with a
bank is permissible so long as it can benefit the consumer and society and it functions
within the permissible perimeter of Sharia' law (see Figure 3). This corresponds with the
majority Sharia' opinions within the four schools of Islamic jurisprudence, namely the
Hanafi, Maliki, Shafie, and Hanbali, which concur on the permissibility of financial
transaction so long as it is Tayyib (good or beneficial) based on several provisions of the
Holy Quran that render the act of entering into such transactions as Fadl Allah (the

bounties and excellence of God)*3.

— Wajib (compulsory)

Sunnalor Mandub
(Recommended)

Al-Ahkam AlKhamsah
(The Fivé&Sharia ——
Rulings) ]

Mubahor Harus
(permissible)

Makruh (permissible
— but not recommended)

Haram(forbidden)

Figure 3: Permissible Perimeter of Matters under Sharia' Law

33dit is God who has subjected the sea to you, that ships may sail through it by His command, that ye may

seek of His bounty, and that ye may be grateful. And He has subjected to you, as from Him, all that is in

the heavens and on earth: BeholdirK I & I NB { A3y a Ay RSUsaRAUBRRBIWMEIR2 3 S K2
13,ah &S ¢K2 O0StASOSH al 1S y2i dzytl ¢gFdzAf GKS 3I22R
O2YYAd y2 SEOSaaY TF2NJ D2 RSutah &S (KA FGTRK yemk@beiBved A Sy
Eat of the good things that We have provided for you, and be grateful to God, if it is Him ye @vorship

(Surah ABagarah2:172). SeéAli. Also sedoi, p. 348349.
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Correspondingly, Sheikh Yusuf Al-Qardawi, a prominent Sharia’ scholar, had also issued
a Fatwa that not only permits a Muslim to engage in financial activities but also to be
employed by the IFIs®**. To the Islamic banking industry, this Sharia’ ruling can boost the

demands for Sharia'-compliant financial instruments in meetingt he gr owi ng consumer

needs for financial products and services that fulfil both their material and religious
demands®. Interestingly, a small number of Sharia' scholars from the Hanafi6 s s c ho ol
have provided a dissenting view to the doctrine of Mubah by interpreting it in a reverse
manner3%. In contrast to viewing the permissibility of matters in the absence of a
prohibitory provision under Sharia' law, they argue that a matter is only permissible if
there exists firm evidence of its permissibility within the sources of Sharia' law, primarily
the Holy Quran and the Sunnah. Since the banks indulge in a number of Haram or
guestionable practices that contradict the tenets of Figh Al-Muammalat (Islamic
commercial law) such as: the prohibition regarding the payment and receipt of Riba'
(interest or usury); Gharar (uncertainty); Maysir (gambling or speculative nature), and
investment in unethical subject areas such as alcohol, prostitution, drugs, pollution,
firearms and weapons of mass destruction, there exists an equally logical argument that
Sharia' law remains to discourage Muslims from engaging in any financial activity with
the banks, regardless of their nature®’. This assertion corresponds to a Hadith from the
Prophet Muhammad (p.b.u.h.), who curses those who indulge in Ri b mafely those

34 Basri IbrahimThe Fatwa Method of ADardawi in Dealing with Current Issu@&ohd Puzhi Usop and
Azani Ismail eds, Alidayah Publication 201,1). 199200. TheHaiah Kibar AUlamaof Saudi Arabia had
also issued a simildfatwaon the permissibility to transact with financial institutienThe same stance
was also adopted by the Malaysian Natiofatwa Council. Se&eputusan Muzakarah Jawatankuasa
Fatwa Majlis Kebangsaan Bagi-Hhlval Ugama Islam Malaygiehe Decision of the Muzakarah of the

National Fatwa Council for Islamic Affairs in Malaygiap3;a dzK I YY I R ! (i K YdayzQf &I 6 x NE W!

AlMaliyyah Ala dzQ | & I NRigKAILCEAE I Y A Q -b¢l ¢TI CBRBMukdkdrah Jawatankuasa Fatwa
Majlis Kebangsaan Bagi Hal Ehwal Ugama Islam K23, K&11 Jun 1993

Byl K NHZRRAY adzKIl Y Y| REdendandiinuzt yandSHeddrdARYihgton Transacting in
C2NDBARRSY {2dz2NOS0Q 0H pMMuhammatiBagfir ABadrdgtizaddnat(@ud 1 1
Economicsfpublished in Beirut, Dir dla'aruf 1982)

36 The presence of this stance in thienafi school was reaffirmed by Imam Zakariyy&janafischolar in

a brief interview withthis researchem Lucan Mosque, Dublin, Ireland. Se&am Zakariyyalhe Position

of Mubah in Hanafi School of Thoug2014) Also seelalal aDin AtSuyuti,AFAshbah Wa Ab | T | QA NJ
(Similarities in the Branches of La@pr alKutubalWL f YA e el K Mgy ov

aX KStLI @S 2yS y2GKSNJ Ay NRARIKGS2 daaidrangourtfegaR LA S e >

God: for God is strict in punishmét®urah Al | Q A5R) oKAli
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who give and receive Ri b tadether with those who record and witness the forbidden

transaction®e.

2.2.2.2 Syubhah (Doubtful Matters) i The In-Between of Halal
(Permissible) and Haram (Impermissible)
Apart from engaging in the financial activities that Sharia' law has already ruled as Haram,

the banks could also have engaged in the subject matters, which lie between the realms

of Halal and Haram i known as Syubhah (doubtful). To simply demonstrate, a bank may

enteral oan agreement to finance a cUndetShanar 6s pu

law, this type of agreement is Mubah based on the presumption of conducting a business
affair, of which the profits are pivotal for
if this permissibility is maneuvered to conduct non-Sharia' compliant business activities

such as prostitution or drug manufacturing, any profit derived therefrom is deemed as

Haram. Furthermore, if the same profit is applied to pay the loan, it willcauset he bankds
pool of funds to contain a mixture of Halal and Haram income; thus, rendering any future
transaction with the bank as a doubtful affair. In the same way, this religious insecurity

will not only affect the Islamic banking customers, but also the employees, who are

employed and paid by the bank®°.

Accordingly, this complexity originated from the division of Sharia' opinions among the
Sharia' scholars concerning the actual position of Syubhah matters under Sharia' law.

While several have opined that Syubhah bears a resemblance to Mubah, others have

BLOoYy al aQdzRhepiophdtMih&niriad (G.b.u.h.) cursed the one who consumed &itldhe
one who charged it, those who witnessed it, and the one who recoréethisHadithis Hasan. See Vol.
1, Book 12Hadith1206 of! 0 dzW ET@nhidhi!Sfinan AlTirmidhi(Dar AdFikr Library 1986)Also see Vol.
3, Book 34Hadith299 ofZ Hamidy and other§hahih Bukhari VolumdV (Darel Fajr Publishing House
2002)

%9 Having an employment with the bank was regarded as a matt8yabhator abetment with doubtful
matters in financial dealings. Note th&yubhahmust be differentiated withHaram EgyptianSharia’
scholars have agreed to allow thMuslimsto work with the bank in the absence of any viable alternative,
whereas prominenShariajurist such as Sheikh Yusuf@drdawi deemed that only the employment with

an Islamic bank ought to be considered as permissible. However, the absence or lack of alternative in
profession bears little relevancy in nowadays context since the bgriofession is chosen because of

its lure of lucrative payment as compared to the other profession. However, in the ev&drafahor

dire strait, the Sharia'law allows one to deal with the banks but with cautiddheikh Ali Jum'ah,
Contemporary Fatwglst edn, Berlian Publications Sdn Bhd 20880 see Vol. 1, Book 12adith1206

of AFTirmidhi
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deemed it to lie somewhere between Makruh and Haram*. The former group of Sharia'
scholars based their justification on the absence of any Sharia' sources that have
prescribed Syubhah as Halal or Haram, and on a Hadith narrated by Salman Al-Farisi,
which illustrated a receptive and flexible stance taken by the Prophet Muhammad
(p.b.uh)t owar ds t he oOgrShaia'lavdt t er sé6 i n t he

iThe Mes §&od(@.k.u.h)was asked about ghee, cheese and wild donkeys. He
said: O0The Hal al i s which God has made | awf ul i n

He has forbidden and that which He kept silent about is permitted as a favour to youd*o

On the other hand, the latter group of Sharia' scholars, have justified their circumspect
stance based on another Hadith by the Prophet Muhammad (p.b.u.h.), which reminded
mankind to avoid engaging in doubtful matters of which they have limited or no
knowledge.

AiBoth | awful (Hal al) and wunl awful things (Har am)
are doubtful things and most people have no knowledge about them. So he, who saves
himself from these doubtful things, saves his religion and his honour (i.e. keeps them
blameless). And he who indulges in these doubtful things is like a shepherd who
pastures (his animals) near the Hima (private pasture) of someone else and at any
moment he is liable to get in it. (O people!) Beware! Every king has a Hima and the Hima
of God on the earth is what He declared unlawful (Haram). Beware in the body there is

40 For example, Imam Ibn Dageeq Al Eid defisgdbhal aR 26dz0 1 Fd2f RSSR& X Fyeé YI GdSN
conflicting evidence from the HoQuran and the Sunnah, and could carry more than one meaning, and it

is devout to avoiél SeeYahya ANawawi,AFMajmoo Sharh AMuhadhib(Dar AlFikr 1997) This view is

also supported by Imam Auyuti, who believed that the public should avoid matters of doubtful nature

Iy Rhoéver does that is deribed as devout and conservative in his religion.! f aABSuyatS S

41 Also known as Salman the Persidrior to his conversion to Islam, he was a devout Christian, who

always frequented the Christian monasteries but was later led to the Holy Prophet whom he heard as a

YEYy 2F AGNAOG K2y SaileatraisiS Bdz8lyER K K the defDT§uky /S2 ¥ FR dENA
between the Muslim and the allied coalition of Arab and Jews armies, namely the application of the

Persian defensive strategy of digging a broad ditch, or a moat, around the position defetidedactic

had eventually enabled the Mlis) to emerge victorious in the war. Séeg A AKG a 52yl f Ra2y s W{ |
GKS t SNEAIFIYQ mMdp ¢KS adzafAY 22NIR ooy

42 ThisHadithis Hasan See Vol. 1, Book 28adith3367 ofMuhammad Tufail Arsi, Sunan Ibn Majah
vol 5 (Kazi Publications 1996)
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a piece of flesh if it becomes sound and healthy, the whole body becomes sound and

healthy but if it gets spoilt, th% whol

In addition, Imam Al-Qurtubi in his interpretation of the Halal and Haram matters in
Sharia' law suggested that Haram comprises six elements i one which includes
Syubhah**. Also, Sheikh Abdul RahmanAs-Sa 6 d i thapwhatever leads to doubtful
matter is, in itself, detested*. This view is supported by Sheikh Yusuf Al-Qardawi, a
prominent Sharia' jurist, who suggested that it is devout for the public fto avoid these

doubtful deeds so as not to be dragged into resembling what is known to be Haramd®.

Having properly considered the above scholarly opinions, it is arguable that the uncertain
attribute of Syubhah neither confers on it a better legitimacy than Makruh nor stigmatizes
it as Haram. As much the abstinence from engaging in Syubhah matters can serve as a
measure to prevent persons from drawing themselves into the territory of Haram matters,
the increasing importance of banking in modern life has led to a gradual shift to the
Syubhah status of the banking industry to Mubah due to the genuine reliance on its

financial products and services.

2.2.2.3 Prohibition of Riba' (The Receipt or Payment of Interest)

In contrast to the Western banking system, which operates and involves the receipt and
payment of interest or usury, the second principle of Muammalat demands that IFls
ensure their financial products, services and transactions comply with the Sharia' law

prohibition of Ri b &h@ term Riba' originates from an Arabic word that refers to an

43 ThisHadithis Sahihand also compiled by Bukhari and Muslim. See Booklaéith1511 ofAl-Hafiz Ibn

Hajar AlAsqalani,Bulugh AMaram Min Adillat AlAhkam (Attainment of the Objective according to

Evidence of the OrdinancgB®arussalam 2002)

44 The six elements arRiba' (interest), sacredSuht (bad), fraud, contempt rd Syubhah SeeAbu
Abdullah Muhammad AQurtubi, Tafseer AQurtubi(DarAl-Kutub AL Qf Y A € & Alsid sedbn Kathib,
Tafsir Ibn Kathi(SafiurRahman AMubarakpuri tr, 2nd (July 2003) edn, BasSalam 2003)

4 Abdul Rahman ASa'di, AF-Qawaid WaUsul AlJami'ah WaFurooq Walagseem ABadi'ah An
Naafi'ah (The Basic Rulings and Principles of Fidihe Beneficial, Eloquent Classificaticarsd
Differentiations(Sheikh Muhammad Ibn Saalih-Bthaimeen ed, Abu Abdullah -Aimreeki tr, 2006)
Principle 2, p. 2.

46 Yusuf AQaradawi,The Lawful and the Prohibited in Islam-k#sllal WalHaram Fil IslamjKamal El
Helbawy, M Moinuddin Siddiqui and Syed Shukry trs, published in Kuwait, Al Faisal Pregs. 2895)
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excess, expansion, extra or addition*’. In technical terms, it refers to an unjustified
excess above and over the capital that occurs either in a loan transaction or an exchange
of commodities. There also exists a definition of Ri bfeord the Islamic jurisprudential

perspective, which refers to any increase over the original wealth without trading*.

Fascinatingly, the Islamic rigid stance of Ri bia Bot a new concept T St Thomas
Acquinas in his Summa Theologica (Summary of Theology) suggested that the
Christians also shared an identical view to Islam with respect to the prohibition of
interest*. This has also garnered significant support from modern economists, such as
the 1988 Nobel Prize winner of economic science, Maurice Allais, who argued that the
adjustment of the rate of interest to 0 percent (which incidentally coincides with the
express prohibition of R i biral€lam) constitutes an integral structural reform initiative in

addressing future economic crisis®.

In the Western banking system, money is as tradeable as any other commaodity. In
contrast, the Islamic banking system views money only as a medium of exchange and
nothing more 7 as more would amount to an unjustified enrichment®'. From the Sharia’
law perspective, money possesses no intrinsic value as it cannot directly satisfy the
needs of mankind. This is in marked contrast to a commodity which mankind can
consume and benefit from immediately®2. Additionally, this simple view of money not only

aims to prevent avaricious parties from exploiting those in a weak bargaining position,

Y9YIFR I O YKFIfTAETZ Wy h@SNBASSG 2F GKS { KHmeketid t NEPKAOA (A
Islamic Economics: Understanding R{Bajutledge 2006)p. 54;Raghib Alsfahani, AF-Mufradat Fi Gharib
Alv dzNIplibilished in Beirut, Dar Al I Q NJA T, b. 18648¢. m 0

48 Bahgat AfSharif,Law and Practice of Prof@haring in Islamic Banking with Particular Reference to
Mudarabah and MurabahafUniversity of Exeter Press 199f) 33.

49 Aquinas IHI, question 78, article one.

50 Another proposed structural reform initiative is the revision of tax rate to about 2 per cent, which also
coincides with the requirement dtalat (alms payment) of about 2.5 per cent to ®luslims who has
enjoyed and pass the minimum net worth of their basic needs.\8esuf AlQardawi,Figh AzZakat: A
Comparative Studfpublished in London, Dar-Abwwa Ltd 1999)Also se&ayed and Hassap. 556.

S Mahmoud AEDF Y X WLATIFIYAO . Iyl /2Nl1IE2NIGS D2@SNYyIyOS I yR
[2005] Rice UniversityP. Mills and J. Presleiglamic Finance: Theory and Praci{Palgrave Macmillan
UK 1999)p. 109.

2W2 Ky | SYRNEI WOUOUKAO& AYy CAYylFyOSY 2Keé Aa L {dzOK I tN
2015 <http://lwww.europeanfinancialndew.com/?p=4904> accessed 22 September 200atiqullah
YKI Yz We¢AYS £ f dzS 2 F azySe AY LatrkYAO CA

<https://www.slideshare.net/tariqullahkhan/timezalueof-money18351420> accessed 22 September
2017 Ahmad and HassaMuhammad Taqi Usmarn Introduction to Islamic Finanoeol 20 (Brill 2002)
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but also renders any form of gain or profit earned through speculative or overly-risky

transactions illegal due to their uncertain and unpredictable nature®3.

In Islamic banking, Sharia' law prohibits IFls from utilising money as a medium to profit
from money-lending businesses such as an ordinary loan product through the charging
of a specified amount of interest because it asks the borrower to pay more than the
amount initially borrowed. The amount of interest can also increase if the borrower fails
to submit the loan payment within the specified time frame in accordance with the loan
contract. This strict prohibition against Ri bha® influenced the way Islamic banking
operates and requires IFIs to improvise their approach to financial business and devise

Sharia'-compliant financial products and services®*.

Interestingly, Sharia' law not only imposes the prohibition of Ri bam &ls, but also on
their customers as well. For example,thelFld s cust omers cannot enrich
engaging in simple financial products such as savings accounts, which would typically
guarantee the customers a small percentage of return on their deposits, because this
return, regardless of its small amount, constitutes Ri b Briler the Islamic banking
system, Il FI's can only guar anottaegearattdedrate of c ust o m

return®>.

2.2.2.3.1 Classification of Riba' i Riba' An-Nasiah and Riba' Al-Fadl

As arule, Ri bexists in two forms, namely Riba' An-Nasiah and Riba' Al-Fadl. The
former, which is also known as Ri bA-Qurudh and Ri bAd-dahiliyya, refers to the

mark-up charged on any loans in exchange for an additional time for repayment. In the

53 Frank E.. Vogel and L Samuellslamic Lav and Finance: Religion, Risk, and Refliluwer Law
International 1998)p. 7195; Nabil A Salel)nlawful Gain and Legitimate Profit in Islamic L{published
in London, 2nd edn, Grahaamd Trotman 1992). 1143; EFGama) p. 14.

%t KAt ALI DSNNINR YR W . N2y /dzyyAy3aKIYI WLaAtl YAO
Journal of Bank Marketing 204. 205;Abdullah Saeedislamic Banking and Interest: A Study of the
Prohibition of Riba and Its Contemporary Interpretationl 2 (Brill 1996)p. 1749. This chapter will

explain several commolslamicfinancial instruments in the currerslamic bankingnarket in providing
prospective readers with better understanding of their distinguishing features.

%5 The IFIs can grant dividends on the deposits provided these are construed in the lidhibahdgift),
which theSharia'law deems as a voluntary gift instead of a mandatory and guaranteed rate of returns.
SeeElGamalp.2/ t L CA y I y O B t ol Bugiteasl& Fihadice, IssugG Financial 2014)
<http://www.cpifinancial.net/flipbooks/IBF/2014/83/#1/z> accessed 12 September 20183. Also see
Shaharuddinp. 130.
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modern context, this is commonly known as delayed payment interest®. On the other
hand, Riba' Al-Fadl refers to any mark-up in a loan repayment, or excessive mark-up in
the sale and purchase of goods®’, which can also include the practice of exchanging
goods of different types, natures and qualities®®. For example, the additional payment
made by the debtor to the creditor in the exchange of commodities of the same kind, or

the exchange of low quality commodities for better ones®.

The prohibition of R i bAd-Fadl began when the Prophet Muhammad (p.b.u.h.) forbade
Muslims from engaging in the unequal exchange of six commodities, namely gold, silver,
barley, wheat, dates, and salt, either qualitatively or quantitatively. These commodities
served as the main mediums of exchange in business transactions amongst Arabs in
ancient times and any unequal exchange will amountto Ri b a-FadI°A For instance, an
exchange of 1 kilogram of Egyptian wheat with 2 kilograms of Syrian wheat is a clear
example of Riba' Al-Fadl as it involves the exchange of commodities of the same nature
at different weight. This amounts to a clear contravention of the Sharia' prohibition of
Riba' Al-Fadl as illustrated in the Hadith narrated by Ubadah Ibn As-Samit, in which the
Prophet Muhammad (p.b.u.h.) said:

fiGold is to be paid for with gold, raw and coined, silver with silver, raw and coined (in
equal weight), wheat with wheat in equal measure, barley with barley in equal measure,
dates with dates in equal measure, salt by salt with equal measure; if anyone gives more
or asks more, he has dealt in usury. But there is no harm in selling gold for silver and
silver (for gold), in unequal weight, payment being made on the spot. Do not sell them if
they are to be paid later. There is no harm in selling wheat for barley and barley (for

56 Kabir Hassan and Mervyn Lewitandbook of Islamic Bankir{§dward Elgar Publishing 200%) 43;
Angelo M Venardodslamic Bankig & Finance in SoutBast Asia: Its Development & Futiiet edn,
World Scientific Publishing Co. Pte. Ltd. 2005y 3.

57 Muhammad Ayub,Understanding Islamic Finandgohn Wiley & Sons Ltd 2007%). 50; Noor
az2KFYYSRYE Wt NAYOALX Sa 2F LatlYAO / 2ypiNDP.Qlsosgel 6Q ¢KS W
Shanmugam andaha Rinap. 20.

%8 AbdutRahman, p. 42. Also séd Abdd ! 661 f { I NJ SNE WLafl YAO . dzaAy
2

aa |/
FYR GKS ¢KS2NEB 2F GKS La&fFYAO CANNQ wMpEXYGSNYI GA I £

S
y v
59H. Visser|slamic Finance: Principles and Pracfized edn, Edward Elgar Publishing Ltd 20p3)39;

Ayub p. 53.

80Visserp. 39;A.S. Thomadnterest in Islamic Economics: Understanding iitmaitledge 2006)p. 58.
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wheat) in unequal measure, payment being made on the spot. If the payment is to be

made | ater, the®. do not sel | t hemo

However, this Hadith also infers that Sharia' law allows the unequal exchange of the
commodities of the same group for those of a different group such as gold for silver or 2
kilograms of Egyptian wheat for 1 kilogram of Syrian barley if the transaction is made on
the spot®2. At the same time, this does not infer that Sharia' law construes R i boalyin
the light of any amount of excesses in gold, silver, barley, wheat, dates and salt. The
Hanafi school and Ibn Rushd (Averroes), a renowned Muslim jurist, philosopher and
physician, construed R i biraadroader term and expanded its traditional perimeter; from
any excess in monetary mediums (gold and silver) and common barter commodities
(barley, wheat, dates, and salt) to any excess in anything measurable by weight or
volume. This outlook provides a more expansive and equitable sphere to the rationale
behind the Sharia' law prohibition of Ri bbg idsisting on the need for parties to strike a
balance between the ratio of benefits received and the value ratio of the monetary
mediums or barter commodities remitted. In this manner, it is understandable that Sharia’

law prohibits R i biraodder to ensure there is equity in any transaction or exchange.

fit is thus apparent from the Law (the Sharia' law) that what is targeted by the prohibition
of Ribabé is the excessive inequity (ghubn fah
transactions is achieved through equality. Since the attainment of such equality in trading
different products is difficult, property values are determined in monetary terms (with the
dirham and the dinar). For non-fungibles (properties not measured by weight and
volume), justice can be determined by means of proportionality. What | mean is this: the
rati o ofallue tteombist sy ki nd should be equal to t}
its kind. For example, if a person sells a horse in exchange for clothes, justice is attained
by making the ratio of the price of the horse to other horses the same as the ratio of the
value of the clothes to other clothes. Thus, if the [monetary] value of the horse is 50, the

value of the clothes [for which it is exchanged] should be 50. [If each piece of the clothing

61 ThisHadithis Sahih See Book 2Hadith3343 ofAbu Dawudcand Sulayman lbn Ashcath Sunan Abi
Daud(published in Beirut, Alaktabah AlAshariyyah 1952)Also see Vol. 5, Book 44adith 4564 of
Ahmad Arb | & BuRan &b | & (published in Beirut, Dar Autub Adllimiyyah 1991)

62 AbdutRahman p. 107; Mahmoud A. EGamal, Islamic Finance : Law, Econospi@and Practice
(Cambridge University Press 2006)51.
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has a monetary value of 5], then the horse should be exchanged for 10 pieces of

clothesd®.

2.2.2.3.2 Divergent Views of Riba'

Notwithstanding the above Sharia' law provisions, there actually exists divided opinions
among Sharia' jurists concerning the practical application of the Ri bpmofibition. On
one hand, the traditional Sharia' scholars argued that the prohibition is extensive and
demand a total prohibition of the payment and receipt of interest regardless of its
amount®. This deduction is consistent with the following provisions of the Holy Quran®®
and Hadith of the Prophet Muhammad (p.b.u.h.):

AnThat which ye |l ay out for increase through

increase with God: but that which ye lay out for charity, seeking the Countenance of God,

(will increase): it is these who will get a recompense multiplieda
(Surah Al-Rum 30: 39)

O ye who ewa hatweswyedoubled and multiplied; but fear God; that ye may

(really) prospera
(Surah Ali Imran 3: 130)

AiThose who devour usury wil/ not sGnabhy dis
touch hath driven to madness. That is because they say: "Trade is like usury," but Allah
hath permitted trade and forbidden usury. Those who after receiving direction from their
Lord, desist, shall be pardoned for the past; their case is for Allah (to judge); but those

who repeat (the offence) are compani ons

(Surah Al-Bagarah 2: 275)

t he
except a ¢
of t he F

8 A Ibn RushdBidayat AIMujtahid Wa Nihayat Aa dzlj G F A R 0 ¢ KS 5 A & ( XlgirAndzA &8 KSR WdzN,

Ahsan Khan Nyazee tr, published in Reading, Garnet Publishing p998%.

641n 1965, the Islamic Researches Academy in Cairo issEativathat places a complete ban dRiba!

Later, theFigh! OF RSY& 2F GKS hNAHlIyAalGAz2zy 2F Latl YAO

and condemned all interediearing transactions as void. Seead AlOmar and Mohamma AbdetHaq,
Islamic Banking: Theory, Practice and Challeiged Books 1996p. 8. Also seAyub p. 44;EFGamal
p. 145;Khalil p. 53.

85 The prohibition ofRiba'or usury is also stipulated in the Holy Bible, e.g. Deuteronomy 23: 19; Exodus

22: 25; Proverbs 14: 31; Proverbs 28: 8; Psalms 15: 1; 2, 5; Nehemiah 5: 7; EzeRiehrd@:Bzekiel 22:

12. SeeCarroll and Prickett
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AThat t hey t oo ley wearalforgidden;t andotbag they tevoured men's
substance wrongfully; - We have prepared for those among them who reject faith a

grievous punishmenta
(Surah An-N i s4al®1)
fiGod will deprive usury of all blessing, but will give increase for deeds of charitya
(Surah Al-Baqgarah 2: 276)

fO ye who believe! Fear God, and give up what remains of your demand for usury, if ye
are indeed believers. If ye do it not, take notice of war from God and His Messenger: but
if ye turn back, ye shall have your capital sums: deal not unjustly, and ye shall not be

dealt with unjustlya
(Surah Al-Bagarah 2: 278-279)
I bn Matatéd whdlt:

AThe Mes s en@.®.u.h)aeursedGte @dne who consumed Riba’, and the one

who charged it, those who witné%sed it, and t

Additionally, Sharia' jurists such as Ibn Rushd opined that R i bnaté@nly causes wealth
to circulate around the hands of a few, but also widens the wealth gap between the rich
and the poor®’. From the banking context, the charging of R i bbg financial institutions
amounts t o an e x p heedfdraediithattandefd tosexcessive injystics.
Sharia' law also considers that the financier in a particular transaction possess no right
to enjoy a guaranteed profit unless they share the same risk as the borrower®s. This
reiterated the stance taken by previous Sharia' jurists such as Imam Razi, who

propounded that Sharia' law reckons the payment of something definite such as interest

66 ThisHadith is Hasan See Vol. 1, Book 1Pladith 1206 of Al-Tirmidhi Also seeAnb | &1 QA - LYl Y I f
Nawawi,Riyadhus SalihegDarus-Salam 1999)

Ly32 YINRGSYZ WLATIY FYR CAYLlYOAIpillI Also SSHMISGRA I G A 2 Y
p. 38.

%8 Bank Negara Malaysiginancial Stability and Payment Systems Report 22083) p. 87;Askari, Igbal
and Mirakhor p. 190.
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against something uncertai n akepudiitaadsepaythe borr ower

loan as Haram®®.

On the other hand, contemporary Sharia' jurists such as Ali Al-Khafif and Rafiq Al-Misri

preferred to view interest or usury in the contextof 6 e x ¢ e s s i vand donsitleeed e st 0

the consumption of a small amount as admissible. Thus, for example in a deferred

payment sale, the buyer would be allowed to enjoy an immediate possession of the

goods in exchange of a s mé&°l This ia evimennhftom the 6compen:
practice of Murabahah (mark-up sale contract) in Islamic banking, which is viewed by

scholars as a permissible financial instrument, and the mark-up amount is deemed as a

fair profit towards the financier’. In addition, there also exists a Fatwa issued in 1989 by

Sheikh Mohammed Sayed Tantawi, a prominent Egyptian Sharia' jurist, which decreed

the interest charged and received by the non-IFls in Egypt as permissible’.

Nevertheless, the ban on interest does not infer that profit maximisation is never on the
agenda of the IFIs. The Islamic concept of banking is akin to any legitimate business
activities that attempt to maximise value for its shareholders”. In fact, Sharia' law
recognises the concept of time value for money. However, it only sanctions the
generation of profit from a genuine and fair transaction that balances the interest and
risk of the contracting parties instead of a static loan contract. For instance, a bank
cannot profit from the business of providing loans but it can do so via other alternatives
such as a lease or hire purchase contract, in which the rate of return increases as the

lease prolongs. Alternately, the bank can also opt to apply a safekeeping charge to

82 dwWhile the earning of profit is uncertain, the payment of interest is predetermined and certain. The
profit may or may not be realised. Hence, there is no doubt thap#ynent of something definite in
return for something uncertain inflicts a wronggramé. SeeAl-Omar and AbdeHag p. 9.

Saeeqdp. 79b A O2 t { ¢ | Ndidn Bf Usity KRba")t ANBIKEEhiGal Perspective of Islamic
CAYLFYOALFT YR . FylAYy3a [FeY ! [/ 2YLINrGAQGS {GdzRe . SGgSS
17 International Journal of Mechanical and Materials Engineering Latifa M Algaoud and Mereyvis,

WLAET I YAO [/ NRGANdzZS 2F /2y @SyiGAz2ylf CAYyHaiddéok&a&Q Ay a VYl
Islamic Banking 9 Rg I NR 9f 3 NJ t dzof AAKAYy3a [GR HnnTL alNIAY [ SgA
ladzNEQ OMppdP0d HH CWRAINY It 2F . dzaiySaa 90K

7 Mikail and Arifin p. 169185. Also seéhorsten Beck, Asli Demirgigint and Ouarda Merrouche,

WLAT I YAO Qa0 |/ 2yQOSyFRSYIIOTFNOATATE . dARYBSGBOAT AGRQ O+
& Finance 433p. 435.

2Emmy Abdul AlinGlobal Leaders in Islamic Finance: Industry Milestones and Reflédthnswiley &
Sons 2013)

7 N. Alam and S.A.R. Rizilamic Banking: Growth, Stability and Inclusi@pringer International
Publishing 2016). 123;Dar and Azamp. 35.
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savings accounts instead of paying interest to the depositors, which provides a legitimate
alternative for the bank to generate profits i the ancient Islamic bank in Libya, Qasr Al-
Haj, had introduced this practice in the 13" century for the pilgrims who stored their
valuable goods with the bank whilst they went to perform the Hajj. Uniquely, the bank
did not charge any interest for its storage service apartfromi mposi ng a O0safekee
amounting to one-fourth of the total value of the goods stored and it donated these fees
to the Islamic education institutions around the area. Although this method may appear
impractical in the modern banking context due to the high number of employees and
complexities of the financial products and services, it provides an interesting insight into
the origin of Islamic banking operation. Of course, a low or zero interest rate will lead to
reduced earnings for the banks. Yet, the implementation of this policy has also profited
banks in different ways. In the United Arab Emirates, the Abu Dhabi Islamic Bank has
registered a profit increase of 8.7 per cent in the second quarter of 2017 despite its low
interest rates thanks to its fee-based products such as card, wealth management,
transactional banking, and Sharia’-compliant insurance’. This can substantiate the
contention that the Sharia' law prohibition on R i bwvall@ot automatically inflict losses to
the banks.

Above all, the wisdom behind the prohibition of Riba' is to eliminate any form of
exploitation and the practice of unjust enrichment. According to the laws in Figh Al-
Muammalat, a valid commercial agreement requires the presence of three elements,
namely risk (Ghurm), work and effort (Ikhtiar) and liability (Daman)’. In a Riba'-based
financing, one or more of these elements are missing, which renders such a contract
invalid under Sharia' law. To illustrate, in an ordinary loan contract, the bank enjoys a
guaranteed return and profit on the loan it disburses without the need to share any risk
with the borrower. The bank also possesses the right to sell the collateral or hold the
guarantor liable in the event of default by the borrower. Across the table, the borrower

does not enjoy such a guarantee in respect of either his ability to pay or to generate profit

“al KY2dzR Yl aaSYZ W! o6dz 5KFOoA LatrYAO .Fyl {lI&a {SO2:
23 July2017 <https://www.thenational.ae/business/abdhabtislamicbanksayssecondquarter-profit-
rises8-7-per-cent-1.613500> accessed 22 September 20030 €e[ | dzNJ} b 22 Yy | BigBatk® SN I y &
t NETAQ FNRY [ 26 FinantialS NBe@s((26 wly( SGLT) <https://wwhwit-
com.elib.tcd.ie/content/9afeaald07c1leacabcbbd07dfla3c> accessed 1 August 20Matthew

PYt2dz Y902y 2YAO wSO2 O3S NE { LIdzNN& y 3 {2t AR DNER
<http://www.cpifinancial.net/news/post/28322/economicecoveryspurringsolid-growth-for-gulf-

bankssayss-p> accessed 22 September 2017

> Bank Negara Malaysip. 87;M.H. Kamali and A.K. Abdullaisjamic Finance: Issues in Sukuk and
Proposals for Reforifikube Publishing Limited 2014) 16.
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from the loan, and yet the contract obliges him to pay an extra amount in addition to the
loan. Therefore, the Islamic banking system aspires to rectify this injustice by requiring
all parties to equally share the risks in developing a win-win situation between the bank

and its customers.

2.2.2.4  Gharar (Uncertainty)

The prohibition of Riba' has counterparts in other religions, but the third principle of

Muammalat is solely exclusive to Islam’®, namely the prohibition of Gharar. It refers to

an Arabic word that connotes funcertainty over the existence of the subject matter of

saled”’. Sharia' jurists such as Al-Babarti definedi t éwvwshefin t he subject mat t
unknowno’, whereas lbn Taymiyyah and Al-Sarakhsi viewed it as ffunknown
consequencesd’® and fi..when the consequences are concealedd® respectively. For

example, Sharia' law considers the sale of birds or fish before they are caught as void

due to the uncertainty of the type, quantity, quality, and the prospect of a successful

catch. Another example is the sale and purchase of a female camel and her unborn calf,

which Sharia' law renders as forbidden due to concerns over the deliverability of the

unborn calf and its probability of lifes?.

¢ lbrahim Warde, a noted author on Islamic Finance, added that the concefthafarshould be

interpreted in the context of the problems created by asymmetrical information such as that exemplified

in the lemon market theory, namely the unfair advantaggoged by the seller, who possesses a better

information about the quality of the sale goods in contrast to the buyers, who are less informed. This was

similar to the financial crisis, in which the bettery T2 N¥ SR Ay @SadyYSyd olyla KFER NB
FadaSdiaQ G2 GKS fSaada AYyT2NNSR LISyarzy FdzyRaya 6 KAOK 3IANI
Also see{f SNLJAf YI KN} Yly ! {R23dz FYyR aSKYS{d | Ydzifdzz W¢KS
Ecy 2YAO0AY CdzyOliazya 2F (GKS CAYyLFyOAlLt {eaidisSyzx CAyl yO.
International Journal of Financial Reseangh55, 64.

"M Ibn AbidinRadd AlMuhtar (The Answer to the Baffle@ublished in Quetta, Maktabah Majididiyyah
1982) p. 4;Doi

8 Muhammad bin Ali ABhawkaniFath AlQadir(published in Beirut, Dara I QNJA F L gK5. mcpcpn 0
®Taymiywh, p. 3.

80 MA AlSarakhsiKitab AlMabsut LiShams ADin AlSarakhsi(published in Beirut, Dar Al I QNB F I K
1993) p. 13. Professor Mustafa-Zhrqga, a prominent SyrigBharia’jurist, opinedGhararl athegale of
probable itemavhose existence or characteristics are not certain, the risky nature of which makes the
transaction akin to gamblirg SeeEFGama) p. 58.

811bn Umar reported that the pagan Arabs used to divulge in the practiBaiofiabal AHabala,namely
the sale and purchase over a sb@mel and her unérn calf, which provided a cause for the arbitrary
increase in the sale price. Since there is neither certainty over the existence of the calf nor any means to
guarantee it free from any bodily deformation, ti&harialaw prohibits this type of transactiodue to its
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From the Islamic banking context, Gharar connotes an excessive risk or uncertainty in
financial transactions®2. In simple words, Sharia' law bans Gharar because it deprives
the parties to the commercial transaction of the knowledge of the counter-value offered
therein (such as, the price, deliverability, quality, and existence of goods and services)
which Sharia' law has decreed should be fixed and reduced to writing to minimise the
risk of uncertainty®. This corresponds with the following provisions of the Holy Quran

and the Sunnah:

RO ye who believel! When ye deal with each o
obligations in a fixed period of time, reduce them to writing, let a scribe write down
faithfully as between the parties: let not the scribe refuse to write: as God has taught him,
so let him write. Let him who incurs the liability dictate, but let him fear his Lord God, and
not diminish aught of what he owes. If the party liable is mentally deficient, or weak, or
unable himself to dictate, let his guardian dictate faithfully, and get two witnesses, out of
your own men, and if there are not two men, then a man and two women, such as ye
choose, for witnesses, so that if one of them errs, the other can remind her. The
witnesses should not refuse when they are called on (for evidence). Disdain not to
reduce to writing (your contract) for a future period, whether it be small or big: it is more
just In the sight of God, more suitable as evidence, and more convenient to prevent
doubts among yourselves but if it be a transaction which ye carry out on the spot among
yourselves, there is no blame on you if ye reduce it not to writing. But take witness
whenever ye make a commercial contract; and let neither scribe nor witness suffer harm.
If ye do (such harm), it would be wickedness in you. So fear God; for it is God that

teaches you. And God is well acquainted with all thingsa

(Surah Al-Bagarah 2: 282)

excessive degree @harar In the presence of modern equipment such as the ultrasound scanning device,

it is arguable that th&harialawmayordainBai AlHabalaasapermissiblagransaction SeeYousef Khalifa

Ar, 2dzASTX W{LISOdz F GABS /FLAGLFEY 1y LatkrYAO £AS6Q obc¢
Finance, Jakarta, 224 November 2005)p. 81;Mahmoud AED | YI f = Wiy 902y 2YA O 9 E LI
t NEKAOAGAZ2Y 2F DKIFENINJAY /fFaaaolrft Laft,p. ZAOu WdzNR & LIN.
Rahim A I | OKASE tYSCINXYA &2aAofS DKENIN) owAalo Ay [/l aairolt
Economics (Journal of King Abdul Azjz).33.

8 Visser p. 52; WSNBY®& I FNRAY3IZ wCclk dogl {K2LIA y3Q [ w.
<http://www.lIrb.co.uk/blog/2009/12/08/jeremyharding/fatwashopping/> accessed 22 September
2017

8 I NODKSNJ IyR w! YINRYZ VYLgahNEirded, inhaaftion ardl Glowith | YA O
(published in London, Euromoney Books 20823. Alsosed Y I NJ { I f KX WL&aftl YAO CAyl
the AAOIFI Resolution on Equityt 8 SR { dz] dz] { G NHzOG dzNBS&Q ownmnd n [ &
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Abu Hurairah stated that:

fProphet Muhammad (p.b.u.h.) prohibited sale that is based on Hasah® and Gharar
(uncert&in sale)o

In mitigating injustice and potential disputes, Sharia’ law not only mandates that
contracting parties reduce all the terms and conditions of the contract in writing, but it
also requires that these appear comprehensible to the average customer. A customer
with a legal or business background may understand such a document with ease, but
this may not be the case for the average customer particularly in light of the lengthy

nature and complexity of modern contracts, business and juristic jargon, and small print®.

In principle, there are two forms of Gharar, namely Gharar Fahish (major Gharar) and
Gharar Yasir (minor Gharar). From the perspective of Ibn Rushd, Gharar Fahish refers

to an excessive uncertainty, which can exist in the following situations:

(@) Uncertainty over the subject matter of the contract;

(b)  Uncertainty as to the sale or purchase price;

(c) Uncertainty as to the existence of the subject matter of the contract or ability of the
seller to deliver it; and

(d) Uncertainty as to the condition of the subject matter of the contract®’.

Examples of Gharar Fahish include the sale of fruits before their ripening (Mukhabarah),
the obligation to purchase a commodity as soon as the buyer touches the commodity
(Mulasamah), sale by throwing a commodity towards a buyer (Munabazah), conditional

sale, the sale of goods before obtaining possession, and the sale of non-existent matters

84 Hasahrefers to a prelslamicpractice of selling an object chosen or determirgdthe throwing of a

pebble. For example, the buythirows a pebble or stone ta group of boxes with the names of the object

written on each of them and the one it lands in will be the object of gsternatively, it can also refer to

a sale of land awrding to the distance of a pebble throndeed b SKFR 'y R ! YKIYFFNE W! /]
2F GKS /2yOSLIWi 2F DKIFENIYNJ AY LathkrYAO CAYylFyOAlft [/ 2yidN]
Economic Cooperation and Developmempt 12;B. Jokisch|slamic Imperial Law: Harufl-Rashid's

Codification ProjedfWalter De Gruyter 2007p. 133.

85 ThisHadithis Sahih See Vol. 5, Book 4Hladith 4522 ofAn-b | & IAISbAsee Vol. 3, Book 12adith
2194 ofAnsari

86 |slamic Financial Services Bodsthmic Financial Services Industry Stability Report @Ii8) p. 118;
R.Wilson,Legal, Regulatory and Governance Issues in Islamic Fi(iasioburgh University Press 20,12)
p. 145.

8Vogel and Samuel Ip. 91;lbn Rushd
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such as a genie in a bottle®. On the other hand, Gharar Yasir refers to the presence of
uncertainty of a slight nature such as: the monthly lease of a house, of which the days
can either be 30 or 31, or 28 or 29 in February; or the sale and purchase of wrapped
items, or simply a restaurant menu without the detailed price of every dish. Indeed,
Gharar is difficult to avoid in our daily transaction. Imam Al-Shatibi explained this
complication noting fto remove all Gharar from contracts is difficult to achieve, besides,
it narrows the scope of transactions&®. However, the majority of Sharia' jurists conclude
that Sharia' law has only sought to prohibit Gharar Fahish® due to its inherent
uncertainty and impairment of the validity of the contract as compared to Gharar Yasir®*

whose impact remains minimal and hard to assess quantitatively.

2.2.2.5 Maysir (Gambling or Speculation)

The fourth principle of Muammalat necessitates the avoidance of Maysir i translated as
gambling or the speculative nature of transaction. It denotes an attempt to predict the
future outcome of an event, or the undertaking of an excessively risky transaction, or
conceding to a game of chance without sufficient knowledge®. Sharia' law prohibits such
a practice because not only does it lack the analysis or interpretation of the relevant
information, which mimics a similar attribute to Gharar, but it also constitutes an attempt

to amass wealth without any productive effort. This contradicts the teaching of the

8 Erwandi Tarmizilaram Wealth in Contempary Muamalah(5th edn, P.T. Berkat Mulia Insani 2017)
p. 226222;Rifaat Ahmed Abdel Karim and Simon Arcl&damic Finance: The New Regulatory Challenge
(John Wiley & Sons 2013)

8 Al-Saatj p. 9.
% |pid., p. 1614. Also seilippo di Mauro and othersgslamic Finance in Eurof2013) p. 14.

% GhararYasirwill not invalidate a contret if it satisfies the following conditions: its degree is slight or
trivial; the contract is concluded unilaterally; and there exists a genuine public need of the transaction or
contract, such a8ai AtfSalamand Bai Allstisng which have played a pivotaole in the agricultural
financing and manufacturing respectively; or the rounding adjustment of small amount of money such as
3 cents to 5 cents. S&ank Negara Malaysi&hariah Resolutions in Islamic Finansecond Editio(Bank
Negara Malaysia 2010p. 218. Also seH Visser]slamic Finance: Aims, Claims and the Realities of the
Market PlacgArab Financial Forum 2012). 26,Algaoud and Lew;$. 38.

92 Natalie Schoonlslamic Banking and Finan¢giramus Press Ltd 2009). 133;] { C! WIF 66 NE WL a
CAYlIyOSY CdzyRIFYSyidlf tNAYOALX Sa IyR YSe& ,caylyOAlf
Algaoud and Lewjp. 38.
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Prophet Muhammad (p.b.u.h.), who underlined the importance of proactive reasoning

before leaving nature to its work®:.

ifiThey ask thee concerning wine and gambling. Sa

profit, for men; but the sin is greater than the profit".
(Surah Al-Bagarah 2: 219)

In theory, there exists a similarity between Maysir and Gharar in the sense that Maysir
is an active act upon the prohibited Gharar Fahish or excessive uncertainty. For instance,
the pre-Islamic practice of Bai Al-Munabazah (sale by throwing a commodity towards a
buyer) involved a high degree of uncertainty since the buyer could not perform a proper
assessment of the quality of commaodities thrown to him. Also, the customary practice of
the sale deemed the contract as conclusive once the buyer touched the commodity.
Then again, pre-Islamic society remained willing to gamble on such a risky transaction
due to the hope of acquiring valuable commaodities from the seller. Likewise, this would
also apply to investment instruments such as a trading transaction in the stock market
and foreign exchange market (6 F ORE Rlthough a proper utilisation of modern
financial software can to some extent mitigate the risks of these transactions, the
unpredictable nature of world economics such as the devastating 1997 and 2008 global
financial crisis have only proven that the two prohibited elements remain the biggest

obstacles to the financial community.

931t was narrated that Prophet Muhammad (p.b.u.h.) once asked a Bedouin, who left his camel untied,

G2 K& R2 y20 @2dz GAS @2dz2NJ OF YSt K¢ GKS . SR2dzZAy | yasgSNEBF
G¢AS dzLJ @2 dzNJ OF YSt F A Naalith 250 7oS\yTirnidti{Als@sedaIHansdiznd Ay D2 RE 2
' 60Fa aANl]1K2NE WLATIFIYAO CAYylIyOSY [S3Ff FyR LyadAaAdddzi?

of Islamic Finance 11p. 124125;Jabbar p. 4.
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Nevertheless, the prohibition on Maysir does not infer that Sharia' law proscribes the
taking of risk in investment endeavours. In truth, Islam encourages people to engage in
investment activities and extract profits therefrom, provided a proper assessment of the
accompanying risks have taken place beforehand. For example, Sharia' law allows risk-
taking in entrepreneurship or any investment instrument which are susceptible to the risk
of natural disasters and calamities. This is the case for example in several Islamic
banking products such as Mudarabah (profit-sharing contract), Musharakah (partnership
contract), and Takaful (Islamic insurance). Of course, this would require the IFIs to
perform a comprehensive analysis of the variant risks, which do not only encompass the
generic risks such as credit, market, liquidity and operational risks, but also those that
are specifically unique to the IFIs6risk profile such as the rate of return, Sharia' non-

compliance, displaced commercial, and equity investment risks (see Figure 4).

IFI

1
)
1

Sharia' Non
Compliance
Risk

Displaced
Commercial
Risk

Rate of Return
Risk

Operational
Risk

S . T Equity
Credit Risk Market Risk Liquidity Risk TEsET Risi}

Figure 4: Risk Portfolio of IFls

In addition, Sharia' law also obliges IFls to link their financial products and services to
tangible underlying assets to ensure that the IFls remain connected to the real
economy®. From the Islamic banking perspective, both the IFls and the customers can
only obtain a return on their investment from the investment process or the leasing
process of a tangible asset, which treats the return as the genuine measure of the value
of the investment activities®®. An immediate example is a Sukuk 1 a certificate of equal

value held in trust for the Sukuk holders that represents the undivided shares related to

% di Mauro and othersp. 911, 37. Also seAustrade slamic FinancéThe Australian Trade Commission
(Austrade) 201Q)p. 79.

% AbdutRahmanp. 258.
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an actual ownership of tangible assets or usufruct, or the ownership of assets related to

a specific investment project®.

2.2.2.6  Socially Responsible Investment

Fifthly, the principle of Muammalat emphasises the socio-economic aspects of economic

activities that benefit society at large (Tahqiq Al-Khidmah Al-lj t i ma; évich belars a

similarity to the Western conceptofs oci al | 'y r e s p o nSRIOM. Ingpired oyv e st me n t
the Sharia'l aw i njunction of 0 h u ma nthedstamio banking bi | i ty b
concept coaxes the investors to seek legitimate and practical avenues to invest their

funds in order to create a sustainable economic environment that can improve the quality

of life and ease the burden of the needy®.

iwWhat God h aomHibMessenger (ad taken away) from the people® of the
townships, - belongs to God, - to His Messenger and to kindred and orphans, the needy
and the wayfarer; in order that it may not (merely) make a circuit between the wealthy
among you. So take what the Messenger assigns to you, and deny yourselves that which

he withholds from you. And fear God; for God is strict in punishmenta
(Surah Al-Hasyr 59: 7)

To this end, Sharia' law ordains for the IFIs to strike a balance between the interest of
the shareholders and those of the society to which they belong in promoting a banking

business that not only aims to maximiset he shar ehol der dobbenefial ue, but

9 Sukukis akin to the conventionalssetbacked securities transaction, which includes the sale of tangible

assets and generates returns and risk associated therewith.d5&auro and others 17-18; Abbas

aANF 1 K2N | YR Ladnd2ta 4% {AKR ANTA y Bt NP2FAGINS OGa Ay LatlYAO CA
Islamic Bankingp. 5354.

TwST I %Ay WHdzZFSSNIfftes WLaAtFEYAO . FylAy3a YR wSalLRys
Vandéerckhove and others (edsResponsible Investment in Times of Turn@®pringer Science &

Business Media 2012p. 1512 | FA Ol DK2dzf | y R t I duial F¥ndsNk Gompatsanw L | Yy R { w
of Christian, Islamic (Morally Responsible Investing), and Socially Responsible Investing (SRI) Mutual
CdzyR&Q O6HANTO wMc ¢ KpS666®2 dzNY If 2F Ly@SadAiay3a doc

%8 World Bank and Islamic Development Ba@tobal Report on Islamic Finance @0RA Catalyst for

Shared ProsperityPWorld Bank Publications, 2017p. 125;{ I t Y'I {FANXf €&z WOQI fdzr GAy
wSall2yaAroArtAieQ2F LatlFYAO CAylFyOSY [ SIHINYS\WE CGdxypRa @i K S
(2007) 1 Advances in Islamic Economics and Financg2Z80.

% The people of the townships: the townships were the Jewish settlements afgiamihah of theBanu
Nadir, and possibly of other tribes. See Ibid., p. 183.

38



society!®, This would require the IFIs to channel their business portfolios in industries
that can produce great benefits to society including telecommunication, technology,
engineering, health care, construction, transportation, and education, and to refrain from
investing in those of questionable ethics or which produce harmful outcomes such as
tobacco, alcohol, pork processing, gambling, prostitution, pornography, firearms, and
weapons of mass destruction!®t. In simple words, the concept of Islamic banking
emphasises the need to blend banking services with social welfare in creating a mutual
economic relationship that seeks both to generate benefits for the IFIs and also to

appreciate and advance the social values of the community.

AThey ask thee concerning wine and gambling.

profit, for men; but the sin is greater than the profit".
(Surah Al-Bagarah 2: 219)

AO ye who believel I ntoxicants and gambling,
arrows, are an abomination, - of Satan's handwork: eschew such (abomination), that ye
may prosper. Satan's plan is (but) to excite enmity and hatred between you, with
intoxicants and gambling, and hinder you from the remembrance of God, and from

prayer: will ye not then abstain?d

(Surah Al-Ma 6 i 5t 80F1)

100 Accounting, Auditing, and Governance Standards as at Decembey 20953. Also se@orld Bank
and Islamic Development Banik 125

101 several IFIs in the Middle &auch as the Abu Dhabi Islamic Bank, Sharjah Islamic Bank, and Al Hilal
.yl KFE@S S@Sy RSAAIYSR GKSANI Odzad2 YSNEQ igtdry |1 OF NR
alia, alcohol, pork, and tobacco. Although several IFIs have startedide alustomers to purchase

tobacco due to the differences Bharia'opinions concerning its prohibition, the purchases of the other

illicit items remain prohibited. Nonetheless, it is arguable that the conceptSifiaia‘compliant credit

card can furtherboost the prospect of thdslamic bankingndustry as a viable and ethical banking

alternative. SedNada Al¢ | KSNE WLaf Il YAO .lyla 'tt2g ¢206l 002 t dzNJ
<http://gulfnews.com/news/uae/general/islamibanksallow-tobaccopurchasenow-1.1367888>

accessed 22 September 20141so seé Y Af . K2@ NHzf = W. I NOf F@auy / dzad2 YSNJ
Cards in Bars and Clubs - ! 5L . @rabian Business, 8  April 2014

<http://www.arabianbusiness.com/barclaygistomerswon-t-haveissueusingcardsin-barsclubs
adib-545552.html> accessed 17 September 2017
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Correspondingly, several IFIs in the Middle East have begun to bring this notion to reality.
For example, the Bank Al-Bilad of Saudi Arabia launched a new branch in Riyadh that
provides banking facilities to people with sight, hearing and other physical disabilities®2.
In the United Arab Emirates, the AbuDh a b i | sl ami ¢ Bdomated a(néWADI B6)
mosque to the local Fujairah community as part of its corporate social responsibility
activities, which also include the provision of residences for the Imam and Muazzin (the

caller of prayer)'%. Similarly, the Noor Islamic Bank of the United Arab Emirates offered

bank services through the post office to capture t he 50 per cent of t he

population and low-paid workers with no access to a formal banking account'®. Likewise,
the Bangl adeshi Gr ameen B &aslkldcsdemonstated the nanc e

feasibility of Islamic banking as an effective tool to alleviate poverty*°®.

2.2.2.7 Avoidance of Hilah (Tricks) in Trade

Sixthly, the principle of Muammalat prohibits the application of Hilah (tricks or
deceptions), which includes the elements of fraud, misrepresentation, and juristic ruse.
For example, a debtor cannot present a gift to his or her creditor before the settlement

102 1 gal T AfWIR A | h LISy a . MawyaO(Riyadi, 2 28] JByA 2014 f SRQ
<http://www.zawya.com/story/AlBilad_Bank_opens_branch_for_disabled
ZAWYA20140726045522/?1ok=045500140726&&zawyaemailmarketing> accessed 1 January 2017

h a

pro

mwSigairol /2Yo0Sazx Ww!5L. wSO023yAaSR  F2NUz/&{ARAL NR QA G A

<http://cpifinancial.net/news/post/42363/adikrecognisedfor-csrinitiativesfrom-un-globatcompact

subsidiary> accessed 22 September 2047 (1 KS¢ ! Yi2(iX W! 5L. DAFTda bSs
<http://www.cpifinancial.net/news/post/28919/adikyifts-new-mosquein-fujairah>  accessed 22
Septembe 2017

104 Shanmugam, p. 95.

105 Several critics have argued that the Islamic microfinance concept, particularly the one implemented in
Bangladesh, could not serve as an effective mechanism in alleviating poverty because it will encourage
overindebtednessdue to multiple borrowings, which will continue to trap the society in poverty.

However, a recent finding by the World Bank has proven these criticisms as bagelsissnic

microfinance had in fact increased the personal expenditure, household asséisgiid & dzLJLJ &8 T OKA f
education and benefited women more than men. SE&KS 902y 2YA 40X WaAONRBFAYIl Y
WSKF oAt AGLI G ANReyEcohoynidtl9 IAfrili 2013, ttp://www.economist.com/news/finance
and-economics/2160099biggeststudy-so-far-finds-microcredithelpspoor-after> accessed 15 August

a z

NI

S

2017 Abbas MirakhoraR  %F YANJ LIj6F € = Wv Il NR | | &l yp. 1820.@NBIBA Y yOSQ @H

effort was also undertaken by the Akhuwat, an Islamic microfinance institution in Pakistan, which had
implemented the financing method @ard AlHasan(benevolent loan) at recorded an extremely high
recovery rate. It utilised the mosques as the place to operate its microfinancing business and had since

grown steadily. Seé { Kdzg I 62 WI A&ai2NEQ OHAMTDU FRKOGLIYKK G 66D | Kdzo

September 2017 Islamic Financial Services Bdalainic Financial Services Industry Stability Report, 2013
p. 142143.
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of debt as it serves as an excuse to delay the repayment and justify the implementation

of Ri b Another example is the maneuver of a sale contract to bypass the Sharia' law
prohibition of Ri b la principle, Sharia' law condemns all types of fraud. It legitimises

any profit attained in businessf@ s o | ong as ithe rulsstohtleggame,iabdh i n
engage in open and free competition without deception or fraudd®’. This corresponds

with the following provisions of the Holy Quran and the Sunnah:

fWoe to those that deal in fraud, - Those, who when they have to receive by measure
from men, exact full measure, But when they have to give by measure or weight to men,
give less than due. Do they not think that they will be called to account? i On a Mighty
Day, A Day when (all) mankind will stand before the Lord of the Worlds?0

(Surah Al-Mutaffifin 83: 1-6)
In one Hadith, Abdullah reported that Prophet Muhammad (p.b.u.h.) mentioned:

Ailt is obligatory for you to tell the truth, f
and the man who continues to speak the truth and endeavours to tell the truth is
eventually recorded as truthful with God, and beware of telling of a lie for telling of a lie
leads to obscenity and obscenity leads to Hell-Fire, and the person who keeps telling

lies and endeavours to tell a lie is recorded as a liar with Godd®.
In another Hadith, the Holy Prophet (p.b.u.h.) was also quoted as saying:

i When t wdradp, theypdvesthe choice (to proceed with or cancel the transaction),
so if they are honest and clarify (e.g. the defects in their merchandise) their trade will be

blessed, but if they lie and conceal (defects) there will be no blessing in their traded®.

106 3wWoe to those that deal in fraud. Those who, when they have to receive by measure from men, exact
full measure, but when they have give by measure or weight to men, give less than due. Do they not
think that they will be called to accoufitt  (BuBa® AMutaffifin 83: 1-4) of Ali

WaAfld2y CNASRYI WEABKRKS ({2 QNI { dza3 3198 a Aa (G2 LYONBI &
Markus Holzinger and Klaus Richter (e@)rporate Ethics and Corporate Governa(®gringer Berlin

Heidelberg 2007) <http://dx.doi.org/10.1007/978540-708186_14> accessed 24 J@§14 p. 63.Also

seel AAKFGK adzySSTF IyR 20KSNAEZ WIAfFK Ay GKS Laftl YA
(2011) 1 Malaysian Law Journal

108 This Hadith is Sahih SeeBook 32,Hadith 6309 ofImam Abul Hussain Muslim Ibn-WAajjaj, Sahih
Muslim (7 Vol. SefHafiz Abu Tahir and Zubair Ali Zai eds, Nasirudelithattab tr, publishedn Riyadh,
1st edn, Darussalam Riyadh 200XIso see Vol. 4, BookHadith1971 ofAlTirmidhi

109 ThisHadithis Sahih SeeAl-Bukhari and Khan
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In general, there is a mixture of scholarly views among the four schools of Islamic
jurisprudence regarding the issue of Hilah. The Maliki and Hanbali® schools opined all
Hilah as Haram, while the Hanafi and Shafie opined it as permissible in the absence of

any fraudulent intention to deprive the rights of the society or demean the reputation of
Islam1°, However, several Sharia' scholars have expressed their concerns over the
application of Hilah in Islamic banking. For instance, the issue of Hilah is evident in Bai
Al-Inah (sale and buy back contract), an Islamic financial instrument only permissible in

two countries, namely Malaysia and Brunei!'l. In this instrument, the bank would
purchase an asset from the client on a cash basis and then immediately resell the asset

to the customer at a marked-up price on a deferred payment basis. The Hanafi, Maliki,

and Hanbali schools identify Bai Al-Inah as a stratagem to circumvent the prohibition of
Riba'-based financing by providingl F1 s wi t h a Rildatsiace its mdimimention t o
is more to obtain the cash than the commodity itself'2. Moreover, this instrument is also
susceptible to manipulation by the bankst o0 t ake advantageleafdr t he cust
cash and subsequently to subjugate them to debt!'3, However, the Malaysian and Brunei
Sharia' scholars, who subscribe to the Shafie school, rebutted the stance of the Hanafi,
Maliki and Hanbali schools, and argue that the motive of the parties cannot serve as a

strong factor in declaring Bai Al-Inah impermissible!!4,

110 Muneeza and othersp. 5. Also sed®allah AlBaraka,Al-Fatawa AlSyar'iyyah li AMajmu'ah Al
Barakah AMasrifiyyah (Collective Sharia’ Decisions of thBahka)(AFBarakah Banking Group, Riyadh,
2007)

WMeAGlE bdzZNE@FYaAlIK YR { I AWLYH& RYOAARIWIYIUOf A Oy AYA 2 ¥
0KS *ASgLIRAYG 2F {A&l al K { KI N WA-LTBelMItfaceien BBbal! yy dzl f 2 2
Crises of Riba": Resilience, Rasge & Reform, Kuala Lumpur, -28 November 2012)p. 123;

Shaharuddinp. 129.

112 There exists a substantial concern thdilah can serve as a caflage to validateRiba‘based

transactions. In this regard, the Malaysi&haria'scholars have warned the IFIs to strengthen and

enhance their operational and documentation processes to comply with the perimeters set for the

utilisation of Bai Allnah. See! &8 NI ¥ 2 | 2RA 5dzadzZl AX W/ 2YY2RAG& adzNI ol K
LYy2@FGA3S 1 LIINRFOK (2 [AljdzZARAGE alylF3aSYSyiQ ownnto
Finance 1p. 10. Also se®van Jemiz y 2 |y S5SNI YI y 3 Wiugah KlalaysifRualg I ¢ | NNIHzlj Q
Lumpur, Malaysia, 21 July 2010) Religion
<http://www.utusan.com.my/utusan/info.asp?y=2010&dt=0721&pub=Utusan_Malaysia&sec=Bicara_A
gamaé&pg=ba_02.htm> accessed 8 September 2A%%a'dj principle 2, p. 5.

113 Nurrachmi, Mohamed and Nazap. 12. Also seBlikail and Arifin p. 185.

4The Malaysiarsharia! RGA a2 NB [/ 2dzy OAf 6 W{ ! / QMWilahkstramentSsAdht A 8 SR G KS
asBai Allnahprovided it fulfils the following conditions to avoid any abuse from unscrupulous parties
the instrument must consist dfvo clear and separate contracts, weh must not contain any specific
condition to repurchase the asset; the parties must conclude both contracts at different times; the
conclusion of the contracts must follow a particular sequence, namely the parties must completely
execute the first sale antract before the second sale contract; and thanust exista transfer of
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Admittedly, these conflicting views on Hilah can cause confusion to stakeholders,
especially the customers, who want to believe that Islamic banking can provide a unique
and practical solution to the pursuit of a banking alternative, which conforms to the
religious and moral principles advocated by the prophets of ancient i Abraham, Jesus,
and Muhammad, peace b e Wihphe permissibditnof Ba Al-lndh. u . t . ) .
and several other controversial instruments, the stakeholders could conceive a negative
perception of the prospect and viability of Islamic banking, which may arguably exhibit a
lot more in common with the Western banking system. Then again, it remains
academically fascinating to observe whether the permissibility of these controversial
instruments in addition to the other issues face by the industry, can serve to advance or

impede its progress in the years to come.

2.2.2.8 Justice and Fairness in Trade

The final principle of Muammalat advocates the notion of justice, balance and fairness
in trade (Al-Adlu Wa At-Tawazun). The prominent Sharia' scholar Ibn Taymiyyah
considered justice as an integral outcome of the Islamic monotheism that integrates both
Muslims and non-Muslims. He described justice as a noble notion that applies to every
matter and everyone regardless of their faiths. Interestingly, he even argued that
fi énjustice is absolutely not permissible irrespective of whether it is to a Muslim or a

non-Muslim or even to an unjust persond*®.

Islam recognizes that God owns the dominion of the heaven and earth, and whatever
mankind possesses is nothing but a trust from God. As the vicegerent of God on this
earth, the Holy Quran reminded mankind of the obligation to administer justice always,
even if it may jeopardise the life, financial status or reputation of the parties involved. In
Islamic jurisprudence, this exercise of justice is known as Suls t i @&lmlad. According
to Al-Khafif, a renowned Hanafi scholar, the administration of justice or the exercise of
onebds r i ght bemalidandlgwfui, dutsitanlayf also cause harm or damage to

the others!®. Undoubtedly, the Sharia' law does not view the concept of justice as a

ownership of the asset and a valid possession of the asseB&#eNegara Malaysi8hariah Resolutions
in Islamic FinanceSecond Editigrp. 109113. Also sedaymiyyah

5geeTaymiyyah Also seea / KF LINI Yy R w20SNI 2 KFLX Sas wLatl YAO
553St2LISRQ 06091 bSi 9yOeof2LISRAIFIY SRAGSR 6@ w20SN
economicswhat-it-issand-how-it-developed/>accessed 22 September 2017 Kayed and Hassan

6] Rl al RASKI ! 6RdzZ DKIYyAZ W{2Y$S ¢K2dAKGa 2y (K
t2f A08Y ¢KS altleaaily t SNBLISDPIBAEE sedlivAbKnafifpAF H | 2
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matter of choice, but a divine obligation deeply rooted in the teachings of the Holy Quran

and Sunnabh.

iSay: "My Lord hath commanded justice; and that
every time and place of prayer, and call upon Him, making your devotion sincere as in

His sight: such as He created you in the beginning, so shall ye return”.
(Surah Al-A 6 r7a2B)

iGod commands justice, the doing of good, and |
all shameful deeds, and injustice and rebellion: He instructs you, that ye may receive

admonitiono
(Surah An-Nahl 16: 90)

fO ye who believe! stand out firmly for God, as witnesses to fair dealing, and let not the
hatred of others to you make you swerve to wrong and depart from justice. Be just: that

is next to piety: and fear God. For God is well-acquainted with all that ye doa
(Surah Al-Ma 6 i 5 8&h

O ye who believe! Stand out firmly for justice, as withesses to God, even as against
yourselves, or your parents, or your kin, and whether it be (against) rich or poor: for God
can best protect both. Follow not the lusts (of your hearts), lest ye swerve, and if ye
distort (justice) or decline to do justice, verily God is well-acquainted with all that ye doa

(Surah AI-N'i s4al@5)

As far as its application to commercial trade is concerned, the manifestations of justice
are exemplified in practices such as: transparency in measurement, price, and quality of
commodities; mutual consensus in trade agreement; free-will; impartiality; and

generosity towards the customers.

The importance of justice in Islamic commercial trade was illustrated in the following
provisions of the Holy Quran and Hadith, which highlighted the Prophet Muhammad
(p.b.u.h.) Gadvice to the merchants to practice generosity and avoid Talaqqi Al-Rukban,
a practice where city merchants stop incoming caravans outside the city and purchase
the goods at unusually low prices before selling them to the city dwellers at higher prices

Tabusing the caravan owner 6s | ack inftafingthen owl edge

Milkiyyah Fi AByariah Alslamiyyah (Ownership in Islamic Laayiblished in Cairo, Dar-Rikr AfArabi
1966) p. 101.
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prices of goods in the city''”. This transaction, however, is allowed if the seller has the
option to terminate the contract if they find themselves unfairly treated after learning the

real market value of their goods.

AO ye who b etlpyeurmopertfEanbng yoarselves in vanities: but let there
be amongst you traffic and trade by mutual good-will: nor kill (or destroy) yourselves: for

verily God hath been to you Most Mercifullod
(Surah An-Ni s4a2®)
Jabir bin Abdullah reported that Prophet Muhammad (p.b.u.h.) mentioned:

AfMay God have mercy on the person who is | enie
and |l enient when he deMinds his payment (debt

Ut hman b istateddhatfProghet Muhammad (p.b.u.h.) said:
iGod wi bl Padmdt se a man who was | enient when h
Abdullah bin Tawus narrated from Ibn Abbas that Prophet Muhammad (p.b.u.h.) said:

ADo not go to meet the caravans on the way (f
know the market price); a town dweller should not sell the goods of a desert dweller on

behalf of the | atter. o | asked | bn Abbas, 6 Wh
a desert dweller by a town dwell er ?06®He said,

From the Islamic banking context, the application of justice is evident in several Islamic
financial contracts such as the Mudarabah and Musharakah, which, inter alia, apply the
concept of profit-and-loss sharing and require contracts to disclose important information

such as the profit-and-loss margin, the contribution ratio of each party and risk

117H, Kureshi and M. HayaEontracts and Deals Islamic Finance: A Users Guide to Cash Flows, Balance
Sheets, and Capital Structui@giley 2014)p. 6;Wahbah AlZuhaili,Figh and Islamic Lawsol IV (Mohd
Akhir Haji Yaacob et al tr, Dewan Bahasa dan Pustaka, 293)0.

118 ThisHadithis Sahih See Vol. 3, Book 18adith2203 ofAnsari
119 ThisHadithis Sahih See Vol. 3, Book 18adith2202 ofibid

120ThisHadithis Sahih. See Vol. 3, Book Bidith 367 ofHamidy and othersAlso see Vol. 5, Book 44,
Hadith4501 ofAnb | & Bdek 10Hadith3620 oflbn AtHajjaj Book 31Hadith97 ofM AnasMuwatta
Imam MalilcThe Fist Formulation of Islamic LagAisha Bewley tr, published in London, Kegan Paul
International 1989)

45



management policies*?*. Since the disclosure of information and transparency in

contracts constitutes the most vital characteristic of Islamic banking!?, it is imperative

for all the staff and officers to possess adequate knowledge of the tenets underlying the

IFlos financi al products and services in relaying
stakeholders and ensuring the attainment of a good understanding of anything to which

they are about to subscribe!?®,

2.3 Basic Islamic Financial Instruments

231 Murabahah

Murabahahi s deri ved fr om 1t ihVhioh madns extra,vadditiah, oo f o)
profit’?4. Commonly referred to as a mark-up sale contract or cost-plus financing,
Murabahah i s al s o kKbhMumbahatalsi Al-dmir Bi Al-Shirab Myrabahah to
Purchase Order), or Bai Bithaman Ajil ( 6 B B ABa) Muajjal in the South East Asian
countries such as Malaysia, Brunei and Indonesia'®. From a business perspective, it is
a sale-and-purchase transaction based on a cost-plus-profit basis that gives the buyer
the option to submit the payment in either a bullet or instalment form. This infers that
Murabahah can exist in two forms, namely a cash Murabahah and a credit Murabahah.
In Islamic banking, it refers to a sale and purchase contract between an IFl and a

customer, where the IFI purchases an asset on behalf of the customer and sells it to the

121 Bank Negara Malaysi&guidelines on Musharakah and Mudharabah Contracts for Islamic i@anki
Institutions(Bank Negara Malaysia 200p) 14;Ayuh p. 27.

122 Guiding Principles on Conduct ofdhess for Institutions Offering Islamic Financial Seryiged6.
Also sedJllah, Jamali and Harwopgd. 219.

123 Fromthis researche@ & LISNEA 2 Yy | f theed Mafysidr rioAFs yofferhd Islamic financial

LINE RdzOGa YR aSNWAOSa owLaflYAO 6AYyREeEOeeredA O 61 & & dzN
G2 Sy3l3sS gAGK GKS oly1Qa aSOdz2NAGE& 3JdzZ NRaz a6 SSLISNA:
application procedures, product information and its differences from the Western banking products than

obtaining them from the information cauers or officers of the banks. Although several reasons could

have motivated this unusual practice, it is arguable that the IFI should not only provide the relevant

training on theSharia'principles ofislamic bankingo its professional staffs, but also aspire to include its

non-professional ones, who must receive sufficient exposure to the basic thedsjaofic bankingnd

G§KS NBfSOIFyid LINPOSRdINBa Ay | O02YY2RIGAy3a WdzydzadzZ £ Q Ooc

124 Ayul p. 215.

1255, Haron and N.W. Azntglamic Finance Banking Systé@cGrawHill 2009) p. 141;Muneeza and
others, p. 2.
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same party at an agreed mark-up price!?®, To illustrate, an IFl purchases a commodity
for US$ 1,000 and later resells it to a buyer at US$ 1,400. Here, the US$ 1,400
constitutes the Murabahah price and the US$ 400 constitutes the ribh or profit for the IFI.
There also exists a specific condition under Sharia’ law that requires the IFI or the selling
party to disclose the actual cost of the asset and the profit it would gain from the sale of
the asset to the buyer'?’.

As much as the modern application of Murabahah has received recognition from the
majority of Sharia' scholars, there also exist several considerable concerns in relation to
its structure and compliance with Sharia' law such as its potential application as a form
of Hilah to circumvent the Sharia' prohibition of Ri bhg thanoeuvring the purchase of
assets'?, |t is arguable that these conflicts of opinions may have occurred because of
the evolving nature and complex structure of Murabahah such as, inter alia, the presence
of Wa 6(gromise) on the part of the customer to purchase the asset from the IFI, the
benchmarking of its mark-up profit with the market interest rates, and the acquisition of
asset by the IFI, which do not exist in the classical Murabahah structure!?®. Accordingly,
it can serve as a permissible instrument under the Sharia' law if the IFI can prove that it
has a solid interest to acquire the asset, a physical possession of the asset, and the
willingness to bear the risks associated with it*3°. However, most IFIs have encountered
extreme difficulty to fulfil these conditions given the fact that their interest in the
Murabahah contract only extend as far as providing financial assistance to the customers.

As this would imply that the actual intention of the IFIs is merely to extend financial

1268 A, OshodiAn Integral Approach to Development Economics: Islamic Finance in an African Context
(Taylor & Francis 2016p. 162;Habib Ahmed,Product Development in Islamic Ban{&dinburgh
University Press 201;13aiful Azhar RoslIgritical Issues aislamic Banking and Financial Markets: Islamic
Economics, Banking and Finance, Investments, Takaful and Financial P{Bimémgas Publishing 20Q5)

p. 87-88.

127Bank Negara Malaysislurabahah(Bank Negara Malaysia 2018) 90 SOYSRRAY DdzySeé s Wa dz
CAYlLyOAy3d wSOAAAGSRY ¢KS /2yGiGSYLR2NINE 5So0lFdGS 2y |
Discourse 495p. 497;Abu ZaydBay AlMurabahah Wa Tatbigatuhu Afu'asirah Fi AMasarif Al
Islamiyyah(published in Beirut, Dar Alikr 2004)p. 37. Also seAyuh p. 213.

128 Bank Negara Malaysi®urabahah p. 4;,Guney p. 5a.. Also se®eck, Demirgi#kunt and Merrouchg
p. 435.

1290nly the determination of the asset price acciigl to its original cost originates from the classical

Murabahahstructure. SeZayd p. 498499. Also seibid, p. 239243;{ ®. ® {F ANX f f €% WadzNJ oI
{2YS [/ 2YyGNRPOSNREALFE LAAdZSSEAQ OHNPIREIDDMWY I WSOMNE&T2TADA
/ 2N1I2 NI GS D2@SNYlFyOS IyR wSazz I GA2yY ! [/ Iff F2N ad

130 Shari'a Standards for Islamic Financial Institutigns521532; Khan p. 809;Sairally p. 81. Also see
Azrul Azwarp. 12;Chong and Liyp. 129;Ahmed
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assistance and profit from the interest payment, most Murabahah instrument would

appear as nothing more than a facade to justify Ri b a 6

Since Murabahah mimics the standard debt contract commonly offered under the
Western banking system, it is clearly understandable why its application has challenged
the contention that the Islamic banking system can act as a viable alternative to the
interest-based financial system. It must be clear, however, that Sharia' law allows
Murabahah as long as it functions as a credit sale to the customer and not a loan to
finance the c u%.tNomwithstahding these dnsertainties, Murabahah
remains the most common financing instrument used by IFIs in Malaysia, Indonesia,

Bahrain, Pakistan, Sudan, Djibouti, Kenya, Kuwait, Nigeria, and Turkey®?,

2.3.2 Mudarabah

Commonly referred to as a profit-sharing contract, Mudarabah is a partnership contract
between the Rabb Al-Mal (capital provider) and a Mudharib (a skilled entrepreneur)
under which the former will provide a capital injection to the latter, who will contribute his
labour and expertise to a project authorised by Sharia' law and agreed by both parties?3?,
In other words, instead of focusing on the creditworthiness of the customer to repay the
capital, the IFI will focus on the productivity prospect of the entrepreneurship in
approving the Mudarabah contract. As the capital provider, the Rabb Al-Mal does not
participate or intervene in the management and operation of the entrepreneurship

projectt34,

Both parties will share the profits in accordance with the terms of the Mudarabah

agreement with the Rabb Al-Mal solely responsible for any financial losses incurred in

B Ayuly Sairally

132 International Monetary FundMulti-Country Report: Ensuring Financial Stability in Countries with

Islamic Banking Case StudiesPress Release; Staff Rep@NIF Country Report No 17/145June 2017,

2017) p. 13, 20, 28, 36, 43, 51, 60, 67, 75, 84. Alsa s8Ny | NR2 +A 1T OFAy23 WwLaftlYAO ChA
{SS1 a 02 LR GS DdzA R y OS 2y adzNJ ol KI / 2y iNF OGaQ
<http://www.reuters.com/article/infosysceo-successiondUSL2N1L40L6> accessed 16 Augut7;2

International Shari'ah Research Academy for Islamic Finance (ISRA) and Thomson Réargcs,

Commercial Law Report 20@2017) p. 28;Thomson Reutersnnovation in Islamic Liquidity Management

2017: Transformig Islamic Finance Busing2917) p. 31.

BB EFGamal p. 120Ayub p. 322;UsmaniAn Introduction to Islamic Finange. 13.

134 M. Bellalah,Islamic Banking and Finan¢€ambridge Scholars Publisher 2Q18) 33; Usmani,An
Introduction to Islamic Finance. 13.
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the entrepreneurship endeavour unless the losses are caused by the Mudharibd s
misconduct, negligence or breach of any contractual provision®*. An example of the

application of Mudarabah facility in Islamic banking is the Mudarabah-based investment

account. Here, the customer will act as the capital provider whereas the IFI will act as

the entrepreneur, who wi | | i nv e s tin Shdri#-compliant aotimites. m6 f und
the event of financial losses, the customer remains solely responsible unless there exist

sufficient evidences that prove the IFI was negligent in the management of its customer6 s

fund, at which point the IFl is penalised and not compensated for the labour it has already

expended?®®.

2.3.3 Musharakah

In Arabic, Musharakahme ans O6sharingd or Ot o¥umcotrast f or a
to Mudarabah, in which one party provides the capital injection while the other acts as
the entrepreneur, Musharakah requires all the parties to contribute to the cause of the
business venture®®, It allows the parties to pool their resources in a specific investment
project and share any resulting profits and losses; a trait, which bears a similarity with
Mudarabah®*®, Although Musharakah does not enjoy the same popularity as the other
Islamic financing contracts, it remains one of the most authentic financing models of the
Sharia' after Mudarabah®. In Islamic banking, it can take the form of a contract between
the IFI and the customer to contribute capital to an enterprise, whether existing or new,

or to own a real estate or moveable asset, either on a temporary or permanent basis.

1B5Ayub p.308f AGA CIF NARFK 0 RLIWK DY H NEA W RONRE Ly &adNHzySyi:
(2009) 30 Company Lawyer 1 T8&maniAn Introduction to Islamic Finange. 13.

136 Dar and Azamp. 43. Also seayuh p. 308.

137M. Khan and M. BhattDevelopments in Islamic Banking: The Case of PakR#grave Macmillan UK
2008) p. 48;UsmaniAn Introduction to Islamic Finange. 17.

138 The AAOIFdefines Musharakahl dan dgreement between two or more parties to combine their
assets, labour or liabilities for the purpose of making a grofit Sh&i'a Standards forlésnic Financial
Institutions p. 203. Also sedsmaniAnlintroduction to Islamic Finangp. 13;Ayuh p. 307.

B9 ! @ 5FNJ YR Wowad t NBatsSez W[ IOl 2F tNRBFAOG [2aa
LYoFflyOSaQ o n hJournal ofilslamiy BirgahGlall SériicegIevik and J Charafhe

Behaviour of Conventional and Islamic Bank Deposit Returns in Malaysiarkeg(TMF Working Papers,

2011y UsmaniAn Introductiorto Islamic Financep. 13. Also se€hong and Liwp. 129.

140 M. Hussain, A. Shahmoradi and R. TArkOverview of Islamic Finangeternational Monetary Fund
2015) p. 7;Abu Umar Faruq Ahmadheory and Practice of Modern Islamic Finance: The Case Analysis
from Australia(Brown Walker Press 201¢). 187
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Profits are shared according to the ratio stipulated in the contract, while losses are
shared in proportion to e'.dtisalgpaommaonly reféredts

as a partnership or joint venture contract!42,

2.3.4 ljarah

In Arabic, ljarahmeans6t o gi v e s o m&.ttmiolweg two partias,mamelp the
Muijir (the lessor) and the Mustajir (the lessee)!*4. In an Islamic banking context, an ljarah
contract refers to an agreement made by a financial institution offering Islamic financial
products and services to lease to a customer an asset specified by the customer for an
agreed period against specified instalments of lease rental. Simply put, it is the lease of
an asset by the IFI to the customer at an agreed rental charge plus the profit with the
ownership of the asset remaining in the hands of the IFI**>. The ljarah contract is slightly
different to the lease contract offered by a western financial institution in the sense that
the leased asset must comply with Sharia' law and only be utilised for Sharia'-compliant
purposes 6. For example, the lease of a premise to conduct gambling, drugs-
manufacturing, or prostitution is prohibited from ljarah. Currently, ljarah is mostly applied
in the hire purchase of vehicles known as Al-ljarah Thumma Al-Bai ( 6 A | ToAABifadah
Muntahia Bi-Tamleek or Al-ljarah Wa Al-Igtina as it is known in the Middle East, which

resembles the hire purchase instrument in western banks. It comprises the combination

har e

141 Erdem Oz and other§hariah NorCompliance Risk in the Banking Sectopdoh on Capital Adequacy

Framework of Islamic Bank-SB Working Paper Series, March 2016,08/P3/2016, 2016) p. 3839;
Ayub p. 312, 3160smaniAn Introduction to Islamic Finance

142 Askari, Igbal and Mirakhpp. 192;UsmaniAn Introduction to Islamic Finange. 15.

143 Asyraf Wajdi Dusukislamic Financial System: Principles & Ofiena (International Shari'ah Research

Academy for Islamic Finance (ISRA) 20d.1233;UsmaniAn Introduction to Islamic Finange. 109.

144 C.L.E.C. Limited and CorporatissvaleBusiness Knowledge It in Islamic Fingiissvale Corporation
2010) p. 66;Brian Kettell|slamic Finance in a Nutshell: A Guide for{Specialist§John Wiley & Sons

2010) p. 5455.

145 Shanmugm and Zaha Rin@. 20;Ayul p. 130, 279Wahbah ZuhailiaFFigh Allslami WaAdillatuhu

(Financial Transactions in Islamic Jurisprudefid@hmoud Amin EGamal tr, published in Damascus,

Dar AlFikr 2003)p. 386387.

146 Maha-HanaanBalala,Islamic Finance and Law: Theory and Practice in a Globalized, Wairlsl (1B

Tauris 201Q)p. 29;M Fahim Khan aniflario Porzio)slamic Banking and Finance in the European Union:

A Challenge Studies in Islamic Finafitswvard Elgar Publishing 201p) 97;Kettell, p. 55.
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of an ljarah contract with an Al-Bai (purchase) contract, where the lessee will enter an

Al-Bai contract to purchase the asset from the lessor at an agreed price!.

2.35 Istisna

An Istisna contract refers to an agreement to sell to or buy from a customer a non-

existent commaodity, which is to be manufactured accordingtothe buyer 6 s s peci

and delivered on a specified future date at a predetermined selling price'*®. Here, the IFI
operates as the financier between the seller or manufacturer and the buyer or customer.
For example, the IFI provides finance to an aircraft manufacturer for the construction of
aircraft for a specific airline company. In Istisna, the parties will agree on the price of the
commodity, its specification, and the place of delivery in advance*°. However, the
delivery time of the commaodity is not fixed in advance and can vary according to
circumstances i though the buyer can opt to set a maximum date of delivery in the
Istisna contract!®. Similar to the other Islamic financing instruments, the buyer can opt

to submit the payment in advance or after the delivery of the commodity*°?.

As far as the right to cancel the Istisna contract is concerned, the parties can opt to
cancel the contract at any time before the manufacturing process of the commodity
begins®2. However, there are two juristic opinions pertaining to this right. On one hand,
Imam Abu Hanifah, the founder of the Hanafi school, opined that the buyer can exercise
Khiyar Ur-Ru 6 y (arhoption to see) and decide whether to accept or reject the
manufactured commodity'®3. On the other hand, Imam Abu Yusuf and the majority of the

Sharia' jurists of the Ottoman empire argued that the buyer cannot terminate the Istisna

147Bank Negara Malaysi§hariah Resolutions in Islamic FinanS&econd Editigrp. 3;Shanmugam and
Zaha Ria, p. 20, 3334.

148 Dusuki,Islamic Financial System: Principles & Operatipn&07;Khan and Porzjg. 53;Chong and
Liy, p. 129.

149 Article 389 ofAl-Majalla AlAhkam AlAdaliyyah (The Majelleyul p. 263;Usmani,An Introduction
to Islamic Finangep. 135.

150 Jaquir Igballslamic Finance Manageme(®lobal Vision Publishing House 2QQ2)92;Ibn Abidin
UsmaniAn Intoduction to Islamic Financp. 138.

151 Article 391 ofAl-Majalla AlAhkam AlAdaliyyah (The MajellglEFGama) p. 90.
1521gbal, p. 92;Usmani,An Introduction to Islamic Finange. 89.

153 A, KhorshidEuromoney Encyclopedia of Islamic Fingiizgomoney Books 2009). 17 Usmani,An
Introduction to Islamic Finance. 137.
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if the commodity conforms to the specifications initially agreed between the buyer and
the manufacturer because it can inflict substantial financial damages on the
manufacturer, who has utilised all his time and resources to prepare the specified
commodity. This latter opinion has since served as the preferred legal stance between

the four schools of Islamic jurisprudence®®,

Historically, the application of Istisna existed in the Muslim community due to specific
financing needs in areas such as manual work, leather products, shoes and carpentry.
Later, it grew into a major financing method that renders it possible to meet the financing
needs of major infrastructure and industrial projects®*®. Together with Salam, Istisna is
an exception to the general Sharia' rule that insists on the existence of the subject matter
at the time of the contract on the juristic grounds of Maslahah (public interest) and the

common need of society!®®.

2.3.6 Salam

Similar to Istisna, Salam is a future contract between the seller and the buyer in respect
of the supply of a commaodity, which will be delivered at a future date®®’. It is often applied
in the agricultural sector, where the bank advances money for various inputs to receive
a share in the crop, which it then sells for profit!>8. During the time of Prophet Muhammad
(p.b.u.h.), Salam was used to assist farmers who required finance to grow their crops

and feed their families up to the time of harvest®°.

In contrast to Istisna, the time of delivery of the commodity constitutes an essential part
of a Salam contract'®. The buyer must also submit the full payment in advance before

the delivery of the commodity to avoid from turning the transaction in a sale of a debt

54 Khorshid p. 17;UsmaniAn Introduction to Islamic Finange. 137.
155Bank Negara Malaysi8hariah Resolutions in Islamic FinanSecond Editiarp. 2123; Ayub p. 262.
156 Khan and Porzjg. 53;UsmaniAn Introduction to Islamic Finange. 135136.

7K, Ullah and W. AdaraghouliUnderstandingslamic Financial Services: Theory and Pra¢ogan
Page Publishers 2017%). 38;Chong and Liwp. 129.

158 Ahmad p. 305;SM Hasanuzzamanslam and Business Ethi¢sstitute of Islamic Banking and
Insurance 2003)p. 443444.

159 UsmaniAn Introduction to Islamic Finange. 129;EFGama) p. 82.
160 UsmaniAn Introduction to Islamic Finange. 136;Ayul p. 255.
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against debt, which Sharia' law has expressly forbidden®l. As much as Salam benefits
the seller, who will receive the full payment of the commodity in advance, it also benefits
the buyer, who can obtain the commaodity at a lower price than the price in spot sales®2.
It is necessary that the quality of the assets intended to be purchased and its date of
delivery are fully specified leaving no ambiguity which might lead to dispute'®. This
requirement corresponds with a Hadith narrated by Ibn Abbas, in which the Prophet
Muhammad (p.b.u.h.) stated, AWhoever pays in advance the price of a thing to be
delivered later should pay it for a specified measure at specified weight for a specified
periodd®4.

2.3.7 Sukuk

Originated from the Arabic word of Sakk, whichmeans6 cer t of i 6at dér ,o0f pay
Sukuk represents a hol der 6s proportionate ownership il
underlying asset where the holder assumes all rights and obligations to such an asset.
In the Middle Ages, Muslims used these certificates to represent their financial
obligations in trade and other commercial activities. Similar to modern cheques, the Sakk
represents a written vow comprising the order, date, name of issuer, and the sum that
the merchants must pay*®®. In modern days, Sukuk indicates, ifiw@stment instruments,
which allocate the capital by floating certificates, as an evidence of capital ownership,

on the basis of shares of equal value, registered in the name of the owner, as joint

161 1mam Malik opined that the sedir can grant a grace period of two to three dayshe buyer before
submitting a full payment of the commaodity. However, this concession should not form part of the Salam
contract. SeeAbu-Muhammad AbédAllah IbrQudamah Kitab AfMughni (The Enricherpublished in
Beirut, Dar AKitab AlArabi 1983) Also seddyuh p. 241;Usmani,An Introduction to Islamic Finance.

129, 136Rosly p. 139.

162 Ayuh p. 242;Usmani,An Introduction to Islamic Finange 129, 131132.
163 Ayuh p. 255;Usmani,An Introduction to Islamic Finange. 130.

184 ThisHadith is Sahih See Book 334adith 3 of AFBukhari and KharmAlso see Book 44adith 168 of
Anb I al QA

165 M. Ariff, M. Igbal and S. Mohamadhe Islamic Debt Market for Sukuk @&@es: The Theory and

Practice of Profit Sharing InvestmdBtdward Elgar Publishing, Incorporated 2012)50;A Saeed and O

{1t KXY W5S@St2LIYSyd 2F {dzldzZlY tNXr3IYIGAO YR LRSIFfA
of International Banking Law drikRegulation 4,1p. 46.
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owners of shares in venture capital or whatev er shape it may take, i n p

A

each oneds dHhare therein

To generate liquidity, Sukuk can be sold or purchased in the secondary market. In
contrast to conventional bonds, which pay interest based on ownership of debts, the
Sukuk holder is entitled to the profits based on their ownership of real underlying
assets'®’. In other words, Sukuk emphasizes the need for a direct relationship between
the profit return and the real economy. It is akin to the asset-backed bonds that exist in
the Western financial system with a slight difference in the assets utilised i the
underlying asset in Sukuk cannot be used for activities that do not comply with Sharia'
law such as, inter alia, prostitution, gambling, firearms or drugs manufacturing, pork

processing, and intoxicated drinks®8,

2.4 Magqasid As-Sharia' v Profit Objective

2.4.1 Introduction to the Magasid As-Sharia'

Undeniably, mankind stands as o n e o fs wdaadedubdcreations that surpasses even
the likes of Malaikah (angels), Syaitans (Satan), and Djinns (Genie). The Holy Bible has

approved this contention in Genesis 1: 26-27, which remind mankind of their value in the

eyes of God.
AiAnd God said, |l et Us makki meanessé®Oar Godhageeanéed
in His Own i mageébo

(Genesis 1: 26-27)

The Holy Quran further explains thatt he angel s and Godbs ot her cr
opposed the creation of mankind for fear that it would bring nothing but chaos and

destruction in return.

166 Resolutions and Recommendations of the Council of the Islamic Figh AcadermgQDEBH. 6161.

7+ @ 9FSYRAOSZ Co QCriica is#dsandIChafkengesdin 1sldmi¢ Edé@#omics and Finance
Devel@ment(Springer International Publishing 201@) 9;Shanmugm and Zaha Rina. 47.

168 \ichael TMcMi f Sy S W1 2480 { SOdNAGAT FGA2Y {dldzl FYR LAEEFYAOD
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iBehold, thy Lord said to the angels: "
Thou place therein one who will make mischief therein and shed blood? - whilst we do

celebrate Thy praises and glorify Thy holy (name)?" He said: "I know what ye know not".
(Surah Al-Bagarah 2: 30)

The greatness of mankind was displayed in the Holy Quran when God commanded the

angels to prostrate themselves before Adam, the first of mankind*®°.

ABehold, Thy Lord said to the achagWheslhave
fashioned Him (in due proportion) and breathed into Him of My spirit, fall ye down in
obeisance unto Him." So the angels prostrated themselves, all of them together: Not so
Iblis: He was haughty, and became one of those who reject Faith. (God) said: "O Iblis!
What prevents thee from prostrating thyself to one whom | have created with My hands?
Art thou haughty? Or art thou one of the high (and mighty) ones?" (Iblis) said: "I am
better than He: Thou createdst me from fire, and Him thou createdst from clay." (God)
said: "Then get thee out from here: for thou art rejected, accursed. And My curse shall

be on Thee till the Day of Judgment".
(Surah Al-Sad 38: 71-78)

Accordingly, Muslims believe that God has appointed mankind as his vicegerent on this
earth and provided them with a set of comprehensive guidance to govern their conduct
and inter-relationship with one another. Everything on this earth has its own purpose.
For example, the birds decorate the skies with their wings; horses, camels, and
elephants provide the means of transportation; while cows, sheep, chicken and alike
provide mankind with meats and the source of energy. Likewise, the same applies to
mankind itself, who plays an important role as the vicegerent of God. From the Islamic

perspective, this is where the Maqgasid As-Sharia' plays the role as the beacon of light in

everyaspectof manki ndos | i f e the germeters asiordaineddy God eci s el

in the Holy Quran.

169 AL Tabari,The History of ATabari Vol. 1: General Introduction and from the Creation tdelbed vol
1 (SUNY Press 1988) 257265.Also se€C. Cakmakslam: A Worldwide Encyclopedia [4 volum{@gC
CLIO 2017). 45.
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AfDoes man think that he outplrpose)?&adhe fiotadwomcontr ol | e
of sperm emitted (in lowly form)? Then did he become a leech-like clot; then did (God)

make and fashion (him) in due proportiona
(Surah Al-Qiyamah 75: 36-38)

Averily, this is My way, | (otled pathg theywilisaatteyht : f ol | o

you about from His (great) path: thus doth He command you. that ye may be righteousa
(Surah AI-A n 0 &:rh53)

According to Imam Al-Ghazali, there exist two divisions of Maqasid As-Sharia’, namely
the Dunyawi (the material world), and the Deen and Akhira (the religion and the
Hereafter)'’°. These consolidate as a set of principles that aim to protect the five
important aspects of life, namely the Al-Din (Islamic religion), Al-Nafs (the soul), Al-6 A q |
(intellect), Al-Nasl (posterity), and Al-Mal (property)**. Imam Al-Qarafi also mentioned
that some jurists added Al-6 | (hahour) to the Magasid As-Sharia'*’2. Imam Al-Shatibi
viewed these principlesasa p adfriee nfan from the grip of his own whims and fancy,
so that he may be the servant of God by choice, as he is one without it3"3. Imam Al-
Ghagzali further opined that the safeguarding of these five elements promotes the Sharia’
law maxim of Al-Amal Bil-Makruf Wa-N a h i 6 A n i(the eryobinménteof better good

and forbidding evil) that ultimately serves to benefit the public interest!’,

70 38N} F 2F2RA 5dzadzlA FyR ! 0RdzZ FTSSY 16217 FARZ W! [/ NRAI
Magasid A{ KI NA I K Ay L&fTFYAO . lIylAy3d YR CAYylsO0SQ oHnnT
Management and Accountingilso seeSharifah Hayaati Syed Ismait@udsy, Asmak Ab Rahman and

a2KR LIFYyA Ay a2KR %IAy>I WOFS]GAFT D2@SNYyly RIFy tStl
Governancé YR Lia LYLX SYSydGlraGAz2y Ay LatkYAO ! RYAYAAUGNT GA2)y

M Mugammad aWi K A NJ L oTyeatise' od Matdsill Ahariah(The International Institute of Islamic

Thought (IlIT) and Islamic Book Trust (South East Asia Publisher) 200B3. Also seblustafa Omar

Mohammad and Syahidawati Shiah y > W¢KS ho2SOGAGS 2F LatlkYAO 902y 2YA
of Magasid A{ KI NA I KY !/ NRA (A Ol Easwludal & Sdentific-Research¥580 a A RRf S

172|pid., p. 118.
13Wahbah ZuhailiAl-\Waijiz Fi Ushuli Afigh(DarlAl-Fikr 1995)

W GASl vtyel REE I fetatif Nil@Nil&i Islary dalamzRengungkafiad Napiddn Tahunan
[ SYol3F YSdzty3aly {@FINAFKQ o6unmou y ! Y{9{ o6W2daNyIft 2°F
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2.4.2 The Role of Magasid As-Sharia' in Islamic Banking

In regard to Islamic banking, the Magasid As-Sharia' has undoubtedly a crucial role to
play in modern financial transactions as the dividing line between what Sharia' law
ordains as permissible and impermissible. It is akin to the pillars of a building, without
which the latter will collapse to ruin and destruction. Amidst the increasing call from
financial practitioners and scholars for the formation of an ethical banking concept,
especially following the devastating effects of the 2008 financial crisis, the Islamic
banking industry has shown great promise as a competent and better alternative to the
conventional banking system”. With its prohibition of the payment and receipt of
interest, uncertainty and the non-engagement with industries of questionable ethics,
Islamic banking may already provide the sought-after blueprint of an ideal banking

system.

Importantly, the Magasid As-Sharia' not only serves as a crucial element in providing
cohesiveness and clarity to Islamic banking stakeholders, but it also injects the
necessary boost to the reputation of the industry itself as a viable banking alternative
that complies with the tenets of the Sharia' law!’®. Since Sharia' compliance is a
distinctive characteristic of Islamic banking and a major point of attraction for consumers,
stakeholders have become more conscious and demanding of the need to align their
financial arrangements with the laws and principles of Sharia' law!’’. Failure to cater to

this demand on the part of the IFI or even the occurrence of any non-Sharia’ compliance

175 The majority of Islamic financial scholars and practitioners believed that a crisis of failed morality as a

resut of greed, exploitation, and corruption in the financial sector had triggered the global financial
meltdown in 2008. SeKayed and Hassap. 555. Alsosee dzK | YYI R | @dzo X WwWLatl YAO CA
to the Roots - ¢ KSYS G2 6S t2YyRSNBR Ay !'FOSNXYIGK 27F
<http://www.islamicfinance.deffiles/IFIs%20must%2tn%20t0%20the%20roots.pdf> accessed 22
September 2017p. 3;Tutton; Swartz p. 409430; Gamal EDin; { Y} G KNRA Y| NR &l gl &l YX
Collapsest 2 2 Kl (0 9EGSYy(d R2S& ClFAfdaNB (2 C2ff2¢ /[ 2NLRNI
Convention, Sri Lanka, 201D. 181;Deutche Welle Englistislamic Banking as an Ethical Alternative

(YouTube 2012)

176 Malaysia International Islamic Financial Centre (MISE3riah Compliance in All Matters. The Priority

of a Robust Islamic Finance Ecosysg®i4) p. 5. Alsoseg @ R CIF NB 21 Fy R agd#l YYI R C
D2PSNYIFyOS F2NJ LatkYAO CAYylLyOSY /KIFIfftSy3aSa FyR t NI
of Islamic Finangep. 150.

177 wafik Grais and Matteo PellegrirGorporate Govelamce and Stakeholders' Financial Interests in

Institutions Offering Islamic Financial Servig&®S4053, 2006p. 2;M Umer Chapra and Habib Ahmed,

Corporate Goverrece in Islamic Financial Institutiof@ccasional Paper No 6, Jeddah, IRTI/IDB, 2p02)

23, 74YF NRY DAYSYl > W{KINAISWNYK ywirSE 12 FI yLRL €/ 2YN1O2 NIy amz
Governance 86p.88b I aASNJ ad® {dzf SAYIlIYS>S W/ 2NLI2NIGS D2OSNYyI yOS
the Budapest Univertsi of Economic Sciences and Public Administratiqrp98.
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events could lead customers to withdraw their deposits or switch banks’®. A field
interview conducted by Chapra and Ahmed!” in 2001 to study, inter alia,t he cust omer s 6
reaction to non-Sharia' compliance by an IFI, highlighted a high prospect of bank runs
with 130 out of the 153 customers (85.6 per cent) in Bahrain, 109 out of 165 (66.8 per
cent) in Bangladesh, and 141 out of 150 (94.6 per cent) in Sudan, indicating their
willingness to withdraw their deposits and move to another bank if their IFI failed to
comply with Sharia' law in conducting its business!®. Similarly, in Pakistan, the
withdrawal risk triggered by the same cause remains significant with research indicating
that IFlI customers had displayed the willingness to sacrifice higher returns and

convenience for the sake of Sharia' compliance!®!.

2.4.3 The Islamic Concept of Tahsil Al-Ribh (Attainment of Profit or
Profit Maximisation)

As a balancing scale between promoting the well-being of the society on one hand, and
adhering to the divine commandments, on the other, the Magasid As-Sharia' serves to
promote a financial system that not only complies with Sharia' law, but also functions as
a means for customers to generate profits from a wide array of Sharia'-approved financial
instruments, which are confined to Murabahah, Mudarabah, Musyarakah, ljarah, Salam,
Istisna, Sukuk, or a hybrid of any of these Islamic financial instruments. Indeed, Islam
recognises the importance of wealth for the continuity of life and strongly urges mankind

to mutually prosper through the legal means outlined by Sharia' law'®. In fact, the

178 Other triggering factors which may exhort the customers to withdraw their funds from the IFIs are the

YA&AYlF Yl 3SYSyid 27F Sh&iShoRcBrhpitaack isstid)an@bad rdpyitiidhtbe services

offered. Seel 6 A6 ! KYSRY W2 A0GKRN}glf wAaal Ay LatrYAO .lyla
(International Conference on Islamic Banking: Risk Management, Regulation and Supervision, Jakarta,

Septembe 30 - October 2) p. 460465. Also se&uidance on Key Elements in the Supervisory Review

Process of Institutions Offering Islamic Financial Services [Excluding Islamic Insurance (Takaful)

Institutions and Islamic Mutual Fundg]. 6;CNJ y {1t Ay ' £t Sy FtyR 52daAfla DIFIfSz
(1998) 53 The Journal of Finance 12451245Gerrard and Cunninghamp. 205.

179 Chapra and Ahmed
1801bid, p. 109, 120.

BlkunK2 [ SS YR {KF{TANI ! fflKZ W dzady YSNRNAGIGWQ GdzREM M2
International Journal of Islamic and Middle Eastern Finance and Managemera.1337.
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Prophet Muhammad (p.b.u.h.) himself had served as a tradesman; a profession also
adopted by his companions and the subsequent Sharia' jurists such as the third Caliph
Uthman Bin Affan and Imam Abu Hanifa, the founder of the Hanafi school of Islamic

jurisprudence!s?,

By the same token, the idea of profit maximization also received a strong support from
influential Sharia’ jurists such as Ibn Khaldun'®, who opined that mankind enjoys the
right to profit from mutual trades; and Al-Sayyid Sabig'®® and Imam Al-Syarbini'®, who
both opined that Sharia' law allows the accumulation of wealth from trading transactions
when both contracting parties have reached an agreement. In the modern context, the
International Islamic Figh Academy ( 6 | 1¥FaArd@ing body under the auspices of the
Organisation of | s | ami ¢ Co o p ¢ alsa issuedna cqrrésPondihg Jatwa that
affirms the above stance on profit maximisation if it conforms with the perimeters allowed
by Sharia' law such as the avoidance of Riba’, Gharar, and Maysir in business
transaction; the promotion of SRI; and adherence to other ethics in Muammalate®.
Although Sharia' law abstains from prescribing a specific maximum profit margin and
allows a trader to accumulate as much profit as possible, it highly encourages the trader
to apply the customary ethics in Muammalat such as generosity and leniency in trade*®.

18Nijcholad ®5® C2aiSNE WLatl YAO t SNELISOGAGSE 2y (KS [ &
Classical Sharia and a Brief Comparison of the Sharia Regimes with West&rf S [ I 6 Q OHAMA
European Business Organization Law Review (EBPRI&

184 |Ibn Khaldun (Abdul Rahman bin Muhammad bin Khalduia@lirami), A-Mugaddimah (The
Introduction)(Dewan Bahasa ddpPustaka 1995)p. 467.

185 Al-Sayyid Sabidfigh AlSunna (The Jurisprudence of Traditjaml 3 (Maktabat AQahira 1994)p.
147.

186 Al-Syarbini Muhammad A{hatib,Al-lgna’ Fi Had AFadz Bi Abi Suja’ (The Persuasion:dustdnding
the Text of Abi Sujayol 2 (Maktabah Wa Matba'ah Sulaiman Mar'ei 1995142,

187 The International Islamic Figh Academy, (2017) <http://www.fighacademy.org.sa/> accessed 22
September 2017

188TK S L Sharia' 2solution is not binding on the OIC member states. Yet, it is very persuasive,
especially within thdslamic bankindraternity since the IIFA commands a wider respect than the other

two standardsetting bodies, namelthe AAOIFI and the IFSB. Sae Maximum Profit Margin for Traders

Alsosed 6Kl 2Fy {AYy3IKI WCAIlK ! OF RSY@& The dzildysian Regedve ¢ K2 NP d
(Kuala Lumpur, 3 November 2009) Islamic Finance <http://aibim.com/content/view/2142/105/>
accessed 18 June 2017

189 From a common understanding, many would beti that generosity and leniency in trade will hinder

the accumulation of wealth. On the contrary, the Muslims believe that generosity or leniency in business

will only invite blessings from God and prosper the business based on the provisionsHolyt@@uran

suchasinteraliad D2 R Aad YySOSNI dzyadzald Ay GKS fSFad RSANBSY
59



Above all, Sharia' law advises mankind to observe moderation in their pursuit of profit
whilst striving to maximise the holistic good of society®® as opposed to focusing on

enriching themselves?®:,

24.4 Islamic Legal Maxims of Risk and Profit i Al-Ghunm Bil Ghurm
and Al-Kharaj Bi-Dhaman

As the rule of thumb in Figh Al-Muammalat, Sharia' law mandates that the return of profit
is only justifiable when it results from the active participation and fair undertaking of risks
between the contracting parties. This mandatory correlation between the risk and profit
return is captured in the Islamic legal maxim of Al Ghunm Bil Ghurm (no risk, no return)
and Al Kharaj Bi-Dhaman (the right to return is justifiable by assuming the risk of loss)*®?,
and also reflected in the famous Al-Majelle Al-Ahkam Al-Adliyah, a codification of the
Hanafio s school commerci al | aw tJordabh univa%®9 aadd opt ed by
1970 respectively®3. In simple terms, these maxims postulate that the entitement to
profits would depend on the outcome of the entrepreneurial endeavours and the agreed
risk sharing between the contracting parties rather than on a pre-determined interest

rate.

In these legal maxims, Sharia' law provides a distinction betweenthe pr of i teofor 6r a
ret ur n f raadthe intrpst in thelsénse that the return of profit is only justifiable

if it flows naturally from the outcome of the business endeavours between the contracting

giveth fromHis own presence a great rewar(Burah Arb A #14@andad 1 S GG KIF G R2SGK 3I22R aKlI
G6Sy GAYS&a | & Y(6ztak Al Q6KMOJof ADNB RA G X €

190 Baker Ahmad AlserhaiThe Principles of Islamic Marketif@ower Publising, Ltd. 2011)p. 1+12.
Also seeshanmugam and Zaha Rjma 7677.
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192Bank Negara Malaysi&inancial Stability and Payment Systems Report 20137. Also sekl Fahim

YKI Yy Watotjskfthe ZFhemyfyRf Islamic Economics: A Survey of Selected Contemporary Writings

2y 902y 2YA0a wStS@Iryid {dzoa2aSOGa 2F CAIKQ 0¢KS2NBGAOI ¢
27 March 200Q)p. 69;{ A ¥dzf ! T KF NJ w2&f & | yR a2-RdtufihaRsislofi KI RA a2 K|
LatlFYAO .Fylau Ly@SaaySyid 5SLRaArda |'yR ,pRIGNSK2t RSNEY

19370 illustrate, article 85 of thal-Majelled G I th&kenefit of ahing is a return for the liability for loss

arising from that thing T | NJithe@étrneny is &return for the benefitT | Yy R Ithelukdét S yy I &
is in proportion to the benefit and the benefit in proportion to the buikd&@eeAl-Majalla AlAhkam Al

Adaliyyah (The MajelleWilliam M BallantyneEssays and Addresses on Arab L@eaitledge 2011)p.

129130.
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parties'®4. Since an IFl cannot generate profit from the practice of lending money, it must
revisit its business strategy for suitable alternatives that can allow it to maximise the
sharehol der s and \auewihin the pearkssiilecankdt efrSkada’ law.
For example, under the Mudarabah instrument!®®, the bank acts as a Rabb Al-Mal
(financier) to provide the capital injection to a Mudharib (entrepreneur) of an approved
business venture. Whilst the Rabb Al-Mal solely bears the financial risk, the Mudharib

will bear all risks associated with the execution and operation of the entrepreneurship.

Although the ultimate control over the entrepreneurial activity lies with the Mudharib, the
Rabb Al-Mal has a major say in important investment decisions such as the period for
investment, location, type of project, commingling of funds and participation of other
investors'%. In Mudarabah, both the Rabb Al-Mal and the Mudharib will share the profits
at a predetermined ratio while any financial losses is borne solely by the Rabb Al-Mal
unless it can prove any negligence or breach of any contractual provision by the
Mudharib®®’. With this in mind, the Rabb Al-Mal or the IFI can justify its acquisition of
profits as it has already fulfilled its part of the bargain by undertaking its share of the risk
within the entrepreneurship endeavour, namely the financial risk. In addition, since the
IFI can filter incoming applications for Mudarabah financing, it can mitigate its risk
exposures, thus ensuring a viable business environment with a higher degree of
profitability that also complies with this Sharia' law maxim. Alternatively, another Islamic
banking instruments such as Musharakah also fulfils the maxim, in which the contracting
parties will share an equal ratio of the profits and financial losses resulting from the

venture, thus levellingtheIFI6 s r i sk exposure with its i

nvest (

194 Shanmugam and Zaha Rjpa3. Alsoseé dzaal Ay D wl YYIF X W¢KS LYLRNILFyC

Ay Latl YAO CAyYI 6 ®Gokpbratd OfvaeifishipiatzliCorygl 80220% H 1 N

195 An example oMudarabahbased instrument that the IFI can offer isvaudarabahcurrent account

product. In contrast to the ordinary Islamic savings account in which the payment of dividends depends

oniKS LCLQa RAaONS iadargbahcubairiatcditSanjlly agshaike Kof the profits

generated based on a pidetermined ratio agreed when opening the current account. Baek Negara
Malaysia Shariah Resolutions in Islamic FinanSecond Editigrp. 2627. Also se&haharuddinp. 130.

1% Beck, Demirgi#kunt and Merrouchep. 435. Also seShariah Standard on Mudarabah BNM/RG/GL

0124, p. 5.
197 Shariah Standard on Mudarabah BNM/RG/GL-@12. 14.
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2.4.5 Challenges in Balancing the Maqasid As-Sharia’ and Profit
Objective

Similar to the Western banking institutions, IFIs operate as commercial institutions with
an interest in generating profits from their diverse financial products and services. As the
IFlIs are not charitable organisations, it would appear challenging to balance the need to
adhere to the Maqasid As-Sharia’, on one hand, and the maximisation of profit, on the
other. The common preference of the latter has often caused theological difficulty to the
IFI6 S$haria' advisors in promoting the socio-economic functions of the IFls, especially
when their profit maximisation endeavours indulge elements deemed Makruh or Haram

under the Sharia' law'8.

Consequently, the prevalence of the profit maximisation ideology within the IFI6 s
objectives has provoked criticisms from Sharia' scholars, industry practitioners and
Islamic banking enthusiasts, who had questioned the low application of the Maqgasid As-
Sharia' inthe | F lactual practices. For instance, Saleem?!®® complained that the IFIs did
not practise what they preached with interest being charged but disguised behind the
Islamic veil. Ariff and Rosly?® , Bacha?®!, and Zaman and Movassaghi?®? claimed the

products offered by the IFls bear close resemblance to those of the Western financial

98 v Lafl YAO o y1 SNgfaasimylpaid? is SRcerded, wé adreyvérycondmitted to the

development of the Islamic financial market. ltisagiga (2 Sy KFIy OS 2dzNJ aKI NEK2f RSNEZ
institutional perspective, we do not setamic bankingither as a religious requirement or a social need.

2SS 4SS Al Y2NB Ay (SN¥a& 2F K2BeadSt YNIBHESWKREYAE YA KK NF
9ELIR&SE / {w ClI Af N0 Alsh,Isedl Empiridalyebeartdeavhave pointed out

GKIGd GKS LINPFAG YFIEAYA&ALFGAZ2Y ARS2f23& NBYIFAya NBR2(GSR
that it can contradict the interest of thBlagasid AsSharia’ SeeChoudhuryp. :42. Alsose¢ | &1 vy~ WL Y
{SINOK 2F (KS tSNOSLIiAz2ya 2F GKS { KIZNRTOorK { OK2f | NA 2y

99 Muhammad Saleenislamic Bankingh $300 Billion Deception: Observations and Argumentsitmm R

(interest Or Usury), Islamic Banking Practices, Venture Capital and EnlightéMifiteig Corp 2006 Also

see Tawfigue Aa dzo F NI 1 YR b22NJ az2KFIYYIR haY{ ¥k ER @KLK &k G A
alatlIKFK Ay LATIFYAO .FylAy3a tNIOGAOSaAY !y LylfearaqQ ¢
6 October 201Q)p. 1613;9 YA NI { S & fHnYkATCE . W y 1 a { K2 dzf FEmidafes 4/F YSR U 9 (G KA
(United Arab Emirates, 9 December 2013) <http://www.emirates247.com/business/ecanomy
finance/islamiebanksshouldbe-namedethicatbanks201312-09-1.530641> accessed 3 September

2017.

200 Ariff and Roslyp. 301319. Also se&han Zaman and Movassaghi
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institutions. Hasan?*® argued that there was a lack of integration of the Magasid As-

Sharia' in modern Islamic banking products and services. Finally, Dusuki?* reiterated

the importance of realising the Magasid As-Sharia' withinthe IFI6 s f i nanci al ope|
as a key differentiator between the Islamic and Western banking system?%,

It is arguable that these criticisms bear a certain degree of truth. There actually exist

several controversial practices within the Islamic banking industry, which have since

raised considerable doubts of the 61 s| ami ci tyé of the existing
services i n t odaupsastiatimpatrhkee t c If auirsipHacfrdifféidmess o

between the Islamic and the Western banking products and services. For example, there

is a lack of difference between the profits rates of IFIs and the interest rates of the

Western financial institutions?°. Additionally, Anuar et al?®” discovered that there exists

a significant link between these rates with the fluctuation of the interest rates of the

Western financial institutions influencing the profit rates of the IFls, thus raising doubts

of the profit-and-loss sharing paradigm of Islamic banking.

In another example, the majority of the Mudarabah-based equity financing (partnership),
which encapsulate the Sharia' requirement of profit-and-risk sharing, was practised as
Murabahah-based debt financing (mark-up sale) since the latter enabled the IFIs to
generate quick profits2®®. Another example is Bai Al-Inah, in which a commodity is
purchased and immediately sold at a marked-up price for profit. For example, a vendor
sold a computer to a purchaser for US$ 5,500 on a deferred payment basis. The
purchaser then sold it back to the vendor for US$ 5,000 cash. Here, although the
purchaser has obtained US$ 5,000 in cash, he is still obliged to pay US$ 5,500 to the

203 31 ys WLY {SINOK 2F GKS t SNOSLIWiA2ya 2.4 KS { KINR

204 pusuki and Abozajgh. 144165.

5 XGKS NBFfAal G-3hard, sBolild ke ledjubliioked intb &specially in structuring a
financial product. Otherwise, Islamic banks are just an exercise of semantics; their functions and
operations are no different from conventional banks, except in their use of euphemisms to disguise interest
andcirdzY @Sy G G KS YI ye .Béebidyp. 044, LINPKAOAGAZ2YacE

206 Chong and Liu
207 Anuar, Mohamad and Shah. 35.

208 Murabahahis the most commno mode of financing preferred by the IFls today, accounting to 90 per

cent of the totallslamicfinancing as its markip concept enables the IFIs to generate quick proSese

Vizcaing International Shari'ah Research Academy for Islamic Finance (ISRA) and Thomson Reuters,
Islamic Commercial Law Report 203/ 28; Thomson Reutersp. 31;{ K2 A0 DKAl aX W¢ NI Yy
UadzN} 6621 LatnYo .FeylnNb | 6N -WECHdivdFaiwa Againsn 1 | &
LatlFYAO . FYylAYyIDWuAnmMue 2AfSe g {2ya
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vendor on a deferred basis. Apparently, it is arguable that the main motive behind Bai

Al-Inah is to obtain a quick cash instead of extracting the usufruct from the purchased

commodity. In other words, Bai Al-Inah can operate as a stratagemthatpr ovi des a O6éback
d o oforéthe IFIs to circumvent the Sharia' law prohibition of Riba' through the

manipulation of sale and purchase methods.

Then again, it is interesting to note that industry practitioners have perceived the
presence of t hes e 0 mo de ranecegsaryoaddupivotad to enable the Islamic
banking industry to stand in parallel to, and compete with the more established Western
banking system?®, In the same vein, this argument is flawed as a means of justifying
any indiscriminate departure from the crucial principles of Magasid As-Sharia'. The mere
cosmetics and masquerading of Western banking products as Islamic banking products
even prompted Pakistani Sharia' scholars to issue a Fatwa in 2009 that declared Islamic

banking as Haram, or unconstitutional according to the tenets of Sharia' law, though 21°,

2.5 Conclusion

This chapter has attempted to explain the conceptual dimension and theoretical
framework of Islamic banking from the Sharia' law perspectives by referring to the

principles of Muammalat, which are derived from both the primary and secondary

sources of Sharia' law. Contraryt o t he conventional banks, Il FI1 s o
based on the Maqasid As-Sharia’, which are identified as the prohibition of R i h @héarar,
Maysir, Hilah, and the promotion of ethical business practices such as justice, fairness
and transparency. The 2008 global financial crisis has created an urgent-yet-unique
209 W2 Ky C2al0SNW 2WLIRHB! y{GKF NA I Laft !l Ys A1 Deteyhbeh Y@K Q . . / b ¢

<http://news.bbc.co.uk/2/hi/business/8401421.stm> accessed 22 September 2017

210 Ghias p. 420. Itis worth noting that Islamic banking constitutes a portion of a larger and emerging

sector called theHalal industy, which also comprises other lines of business such as logistics,
pharmaceutical, and production of foods among many others. The giddlal economy is expected to

hit US$ 2.3 trillion by 201&nd and top US$ 3.7 trillion by 2019. As the varibiatal businesses would

continuously demanding capital injections, it can provide the IFls with an ideal platfooffer their

FAYFYOALIEf NB&az2dzNOSa Ay ONRGAOFET | NBIFa &dzOK Fa YAONERTA
the Halalindustry epitomizests business sphere as the embodimentSifaria'‘compliance in both form

and substance, it serves all the more reason for Islamic banking to retain its competitiveness whilst

remaining true to theShariaLINA y OA LJt S& G2 022 ad otKeSiakilitybfth&datd RSNEQ O2y
industry. Sed NI RS ! N} 6 A+ > WwWDft26lf 1 +FfFf LYRddzZZGNEB DNRga vyLIO
2017 <http://www.tradearabia.com/news/MISC_326749.html> accessed 16 August 2017 Sophie Morlin

L NRPYZ Wal {SdzLlJx aSRa FYyR {LI2NNA 2&NYS2XKR /IFHEX tHol BAA
<http://edition.cnn.com/2016/08/29/world/halatindustry/index.html> accessed 21 September 2017
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awareness among banking consumers of the need for an alternative to complement the
Western banking system, which had since suffered from a crisis of failed morality?**.
Meanwhile, the Islamic banking system, which is identified as a viable banking
alternative?'?, has long focused on the concept of a banking institution not only as a
medium to generate profit, but also as a tool to integrate and prioritise the Maslahah
(public interest) and ethical values in banking practices. In reality, however, Islamic
banking is not yet deserving of such an accolade, at least amidst the presence of several
highlighted controversial products and practices within the industry. In addition, empirical
research has shownthatconf |l i cting opinions between |1sl a
thought may have contributed to the inconsistency of Sharia' rulings with regards to

Islamic banking products such as, inter alia, Bai Al-Inah, Tawarrug, and Murabahah?*3,

To summarise, this chapter provides a comprehensive literature overview of the concept
of banking from an Islamic perspective, particularly its application to | F Ipracfices. An
understanding of Islamic banking is essential in order to inform the reader of the
corresponding issues that will be discussed in the subsequent chapters. Chapter 3 will
further explore the conceptual and foundational dimensions of corporate governance
under the Sharia' law and highlight its differences and diversities vis-a-vis the Western

corporate governance system.

211Hendry Kayed and Hassap. 555. Alsosee @ dz6 = WL aft I YA O CAY Il yTOesemdza G ¢ dzN
be Ponderedh y ! FUSNXI G K 27F { KoS3;Tutde Sldary ip. 409430; Gantal EDIlA a8 A & Q
Kariyawasamp. 181;English

2121n 2009, the Vatican City declared their recognition of Islamic Finance as one of the alternatives to
globalfinancial crisiend Pope Benedict XVI urged financial experts to studyistemic bankingnodel.

Seel 2NByil 2 ¢20 NPT W+l GAOFY {l&a LatlYAO CAylLyOS al i
2009 <http://www.cimer.org.au/documents/vatican.pdf> accessed 17 September 2017

23 5dzadz] AX W/ 2YY2RA grammea @MP):0 AnK Inrfovative N&pproach to Liquidity
al yI 3S5,YpS ¢0i Mso se&van Deraman, There also exists many other Islamic schools of
jurisprudence apart from the major four suchZahiri! & 1 |Z8y8eelLaythee Thawree Jareerjetc.In
fact, no lesghan 19 schools had appeared between tffeahd the 4" century. However, the majority of
Shariajurists in modern times regarded tHeur major schools as thluktabar (officially recognised or
popular) ones because of their better documentation and more establiStetialegal methodologies,
procedures, andsharia'Hukm (Sharia'ruling). SeeA.S. AMansur,Kedudukan Mazhab Dalam Syari'at
Islam (The Position of Mazhab According to the Islamic Prindiplestaka Al Husna 1984). 8284. Also
seeMuhammad Saed Abditahman/slam: Questions And Answesshools of Thought, Religions and
Sect§MSA Publication Limited 2003bn Hajar' Asqalanifahdib AfTakdib (published in Beirut, Dar Al
Kutub Allimiyya)
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CHAPTER 3: THE ISLAMIC CORPORATE GOVERNANCE FRAMEWORK?*

3.0 Introduction

Corporate governance forms an indispensable element in the structure of any
corporation. For an important institution such as a bank, a strong corporate governance
framework serves as a cruci al f éndhe institation n mai nt a
as a guardian and intermediary for the safekeeping of money and the rewarding of
investment. Gradually, the concept of corporate governance has developed and begun
to attract renewed attention from policymakers around the world, particularly after a
series of landmark corporate failures over the last few decades. These failures included
the collapse of Barings Bank in 1995, Enron, Arthur Andersen and WorldCom in 2002,
Merrill Lynch, Bear Stearns and Lehmann Brothers in 2008, and the subsequent inability
of major banks such as the Royal Bank of Scotland and Lloyds Banking Group to sustain

themselves without government support?.

As soon as the sub-prime mortgage crisis in the United States of America triggered the
global financial crisis in 2008, the after-effects swiftly reached the European continent
and started to take its toll on several high-profile European financial institutions. In the
United Kingdom, the crisis severely hit Northern Rock and prompted the government to
nationalise the bank in February 20083. In Germany, the IKB Deutsche Industriebank
became the first financial institution in the country to be rescued by a government-led

bailout*. Sachsen LB followed suit when it was bailed out by Landesbank Baden-

L A major segment of this chapter was presented at thd" 10ternational Conference on Islamic
Economics and Finance on the-25" March 2015 in Doha, Qatar and the Islamic Finance and Law
Conference 2015 on the 1#5" May 2015 in University College Dublin, Ireland.

2Kariyawasamp. 178181; Jerry W MarkhamA Financial History of the United States: From Eff@n

Scandals to the Subprime Crisis (22006); From the Subprime Crisis to the Great Rere40062009)

(Routledge 2015W2 Ky / @ [/ 2FFSS3I W2 Kl { in?l@o/tle Causéd yfahe 2008/ LYy A G A | €
CAYlLYOALEt / NRAAAQ O6HANDO ¢ 10FRWANPdmbinsid and dtrelikda NI G S [ | &
and World Finance: A CaStudy in EthicE&Springer 2006)p. 19, 143.

3l @dzy {2y3 {KAYyZ WwSTFiSOGA2ya 2y b2NIKSNYy w201Y ¢KS
(2009) 23 The Journal of Economic Perspectives 1010:102;WI yS / NRBFG FyR / KNR A DAf S
w2 01 b (A BinahcialATankegli7AFRbfu@ry 2008) <http://www.ft.com/intl/cms/s/0/9ba3c422
dd6e-11dcad7e0000779f@ac.htmli#axzz3ZMHmMBKdc> accessed 28 August; 20tifed Nations,

Corporate Governance in the Wake of the Financial Crisis: Selected InternationalUriged Nations

Conference on Trade and Development, 2010)57.

DN Yy YAN] LI GNEND[IZy &3 2[NS N2 i DRBY (KS CAYyFYOALFf [ NX.
Financial Market Trendp. 81;.L @ NJ { A W BwopeSIKBBaMdai C I OS &inahchKTimeED A a Y Q

August 2007) <http://www.ft.com/intl/cms/s/0/38cadc081el-11dc8328
0000779fd2ac.html#axzz3ZMHmMBKdc> accessed 15 Septembet2itEd Nationsp. 57, 71.
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Waurttemberg, a public-sector bank®. In France, the crisis prompted BNP Paribas to halt
withdrawals from its three investment funds after witnessing their share price plunged by

almost 20 per cent in less than two weeks®.

Since then, the global financial crisis had exposed the Western banking industry to
concerns from economists regarding its business strategies, solvency, image, reputation,
and public relations’. In the United States, the credit crunch has brought a crisis of
reputation to its banking industry with banking institutions performing worse than
pharmaceutical companies, oil and gas companies, airlines, media outlets, and
telecommunication firms in terms of reputation with the public®. Similarly, in Europe, the
Eurozone sovereign debt crisis severely affected public confidence in European financial
institutions®. After the 2008 financial crisis, the banking industry ranked as the least
trusted industry globally as a result of having a poor reputation for illegal and unethical

SKirkpatrick p. 81;L @1 NJ { AYSyaSys W{I OK&Sy [. A& .FlnanéiasbR 2 dzi
Times (Frankfurt, 18 August 2007) <http://www.ft.com/intl/cms/s/0/9e6e71latd22-11dca51d
0000779fd2ac.html#axzz3ZMHmMBKdc> accessed 14 SeptembetRitEd Nationsp. 71.

6. 1yl1aQ akKlkNBa KFE@S RNIadgAaOl e ¢DABmIed3ms, thadrdks/ R (1 K S
in the US recorded losses of US$ 423.7 billion in market value, &llby the UK at US$ 307.1 billion.

SeeDSNII 2 SKAY3ISNE W[ Saazya FTNRY (GKS CAyl vafchal f al NJ
LYRdzZAGNE FyR t2tA0& al 1 SNAQ AlsossasShiy 8 102;3edstigarOBoydf  a I NJ S
W. bt tIF NA6lFa CNBSTI Sa CdzyRa +a [2ly [2&a4a8a w2A
<https://www.bloomberg.com/news/articles/20008-09/bnp-paribasfreezesfundsasloanlossesroil-

markets> accessed 22 September 20¢7/K 2 Y& 2y wSdziSN&BEEZ W. bt CNBSI Sa bwH
{ dzdo LINR Y S Q Retit&r® YoaAugust 2007 <http://www.cnbc.com/id/20188987> accessed 18
September 2017 / bb X WeAYSEAYSY .yl Ay3 / NAaAaQ / b
<http://edition.cnn.com/2008/BUSINESS/09/30/us.bailout.timeline/index.html?eref=rss_latest>

accessed 22 September 2017

T'WAGlF Y2dGFral FyR w23SN) . SyySia:z Walyl3aay3ad (GKS wSl
Financial Crisis: Implications of Public Anger, Processing Depth anddtigs Memory Interference for

tdzof AO wSOFft 2F 9@SydiaQ oHnwMp. 8. A¥szedbdlaitte,201£2Ghobah | NJ S G A
Survey on Reputation RidBeloitte, 2014)p. 13.

81 SFGKSNJ [FyRezZ WIYSNAROFLY . Fy1SNHA wnmo { dzNBSe
<http://www.americanbanker.com/magazine/123/americanbankers2013-surveyof-bank
reputations10601051.html?zkPrintable=1&nopagination=1> accessed 22 September. 20%8 see

/| KSNAS W hgSys W.2FNR DI YS aNer ySadof Gompdtaie Gaverfaddel?2 f & 2y
andWhythePos® Yy N2y | YAGSR {dGFGSa 22dAZ R . SySTAG FNRBY Liba
p. 167.

9YYl 5dzy1fSesr WANWFIRAYICASKEG?2 (2 Nw EhandiaFTinfe@Ra M2y vy I y OA | f
2015) <https://www.ft.com/content/bf47c4b4ef22-11e487dc00144feab7de> accessed 17 September
20179NJ 1A [AALlFYSYS WOdzNRLIS 2AGK2dzi . FylakK ¢KS cCdzid
Financial Market Symposium, Alpbach, 28 August 2014 <http://www.bis.org/review/r140905a.pdf>
accessed 22 September 201Mso sedpsos PublicAF I ANAR X WwSLldziF GA2y { Yyl LJAKZ2I{
Ipsos Public Affairs <https://www.ipsos.com/ipsa®ri/en-uk/reputation-snapshotbankingindustry>

accessed 22 September 2Q3¥ 4.
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behaviour®®. This lack of trust and public confidence prompted the financial service
community to look at the concept of ethical banking, with Islamic banking touted by
economists and finance experts as a suitable alternative®'. By 2016 and 2017, global
trust in the banking industry has significantly improved but it remains the least trusted

industry compared to energy, food and beverages, and technology industry?2.

However, Islamic banking is not a perfect alternative. In fact, there have been examples
of corporate failures in high-profile IFIs within the last two decades including the collapse
of the Islamic Bank of South Africa in 1997%3; the demise of the Ihlas Finance House in
Turkey in 2001'*; the commercial losses of Bank Islam Malaysia Berhad in 2005%; and
the various fraudulent cases that led to losses in the Dubai Islamic Bank between 2004
and 20071, Additionally, the 2008 global financial meltdown affected several other IFIs

0 EdelmanEdelman Trust Barometer Financial Services Industry REit#) p. 13. Also seeendry

1 Kayed and Hassap dzO& 2 Aff Al Yazys WLAIGYAO. /. Iyfaad. 8Gd&a%MWOKy
<http://news.bbc.co.uk/2/hi/asiapacific/7918129.stm> accessed 21 September 2@130 seeHussien

fFaNy 3 wDft2o0lf CAYyFYyOAlFf [/ NAEAAA YR LAtRX¥AO CAYIl yOf
4,

12 Edelman 2017 Edelman Trust Barometer Financial Ser{R@E7) p. 22. 23, 32, 33. It is worth noting
that the global trust in banking industry also varies according to jurisdictions and other factors. For
example, trust irbanking industry in the UK and US is influenced by Brexit and the presidential election
respectively.

13 The Islamic Bank of South Africa suffered from a lack of regulatory supervision, weak risk management,

numerous loans to insiders, unsound managemand also a debt of between R§IR70 million (US$ 47

¢ 65 million). Sed K+ N¥ S& / h{SIKFflIYZ We¢KS t2tA0A0FT 902y2Y@ 3
wSLJzof A0 2F {2dziK ! FNAOI Q omddpydar38o ! FNAOIY W2dNY It 27

lhlas Finance, the largest IFI in Turkey, was forced to cease operation due to financial distress and weak

corporate governance framework. Sétumayon Dar and Talha Ahmad AaaGlobal Islamic Finance

Report (GIFR) 201BMB Islamic UK Limited, 201p) 111{ F € YI'y { &SR ! f A X WCAYylI yOA Ll f
Failure[ Saa2ya FTNRBY /f2adaNB 2F LKfla CAYI,pF8L.AYy ¢dzN] SeQ o1

The Malaysian maiden Islamic bank encountered losses totalling to US$ 142 million in 2005 due to

unsound corporate governance practices, namely inappropriataposition of itsSharia'board; with

none of its members familiar with the banking operations, as well as a lack of sound and proper credit

and debt collection policies. Seel NJ] SNJ adza Kl 12 WwW{OFryRFt 1 AG .Fyl Latly
Arab News, 19 December 2005 <http://www.arabnews.com/node/277580> accessed 21 September

2017 al flFéeaAl YAYAZ w. Iy Lattly [244Sa 5 dzS 02 4z St g
<http://www.malaysiakini.com/news/53659> accessed Zpt®mber 2017

16 The Dubai Islamic Bank lost nearly US$ 501 million due to fraud cases intolwing its former
executives, who were arrested along with another 7, with analysts citing weak internal controGolBee
SimJaz2y s W5 KMy At fA2Y  CNIdzZR ¢NRIf ¢KIQ w2 01 SR
<https://www.thenational.ae/uae/dh18-billion-fraud-trial-that-rockedbusinessl.577778> accessed 17
September 2017{ A YS2y YSNNE W{S@Sy / KINBSR h ¢SMhded, 10f SISR Ppn1
March 2009 <https://www.ft.com/content/ba68bdaficd311de-a5550000779fd2ac> accessed 22
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such as the Kuwait Finance House, Al-Rajhi Bank, Al-Hilal Bank, and the Noor Islamic
Bank of the United Arab Emirates, which prompted a bailout from the Emirate of Abu

Dhabi when the crisis began affecting the Dubai government?’.

However, these cases only represented a small fraction of the larger Islamic banking
industry that had remained unaffected by the financial crisis. This resilience was due to
two crucial ingredients of the Islamic banking system?®®. First, the strong foundation of
Islamic banking that prohibits, inter alia, the involvement of IFls in interest-bearing and
speculative financial instruments. For instance, the IFls could not hold assets such as a
credit derivative swap (6CDSd) or coll ateral:
assets do not comply with Sharia' law. Second, the unique feature of the Islamic
corporate governance system, which this chapter will explain, shielded the majority of

the IFIs from the aftermath of the financial crisis in 2008°.

In brief, this chapter focuses on examining the concept of corporate governance under
the Sharia' law and its distinguishing features from the Western corporate governance
concept based on their respective theological, ideological and corporate culture
orientations. Accordingly, the chapter is divided into three segments. The first will explain
the philosophy of Islamic corporate governance, particularly the influence of Tawheed
(Islamic monotheism or unity of God), and the institution of Hisbah in the formulation of
modern Islamic corporate governance. The second will look at the Islamic corporate
governance framework of the IFls and analyse the divergent roles played by each
corporate organ in ensuring an optimum level of Sharia’ compliance. Finally, the third

will explain the comparative features of the different Islamic corporate governance

September 2017Also seea A OKSt £ S 2Lt G2y W/ kFy | CAYlFYyOALFt [/ NRA
CAYylLyOSQ o6unmm0 mp wth{ ,pdig?2Y | 2y2NAE ¢KSaAras 5S5S0SyY
72 Lt G2y 5Lyl 9f L lFftdF2A yR {2Nrel tSNXYFGF&FNRAT W

WAIKGAY LatlFrYAO CAYylLyOS Q .f22Y0SNEBZI M3I3MdAIE HAwMA
crisisprompts-sukukholdersto-seekassetrights-islamicfinance.html> accessed 22 September 2017

18 | 6dzNJ a2ftFK YR 20 KENREYPEKSYR2DUSNFENOBYOSAAT L&
Journal of Financial Services Research p9398;l 6 A6 ! KYSRX WCAYlFYyOALFf [/ NR&A
LAEFYAO CAYyLyOSQ ounndpv M L{w!p1ByiSNYyFidA2ylf W2dzNY

YKayedandHassga 2 f € K {F 6dzNJ F YR YINRY 2| NSaz W52Z€a / 2NLRI
Banks Provide Better Protection Against Financial Crisis? Empirical Investigation on Corporate
Gowernance Perspectives of the IntereSINBS . | y1a Df2o6lffteQ oydK LydGaSNyl!
Economics and Finance, Doha;29 December 2011)p. 34. Also see RSt | KYSRX WDf 206 f

/I NAaAay 'y Latl YAO teryatiofiadBurral®NsamiSandiMiddlé East@rmFmanced o

and Management 306o0. 307.
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models adopted by the IFIs around the world, namely the international standards system,

the centralised system, and the de-centralised system.

3.1 Epistemology of Islamic Corporate Governance

3.1.1 Definition of Islamic Corporate Governance

In the presence of different corporate governance models around the world?, it is
impractical to confine corporate governance to a single definition. From a terminological
perspective, corporate governance originates from a combination of the Latin word of
@orporatusb (a group of people authorised by the | aw
Gr ee k whkubedano f ( © o*. Eetheiaally,)it points to the way an organisation is
administered, controlled, and directed. In the context of a company, corporate
governance refers to the exercise of contr ol b
managers in order to ensure that their actions and decisions reflect the objectives and
interests of the shareholders?2. According to the Organisation for Economic Co-operation

and Development( 6 OECD6) , cor porfatheeundestooelasnance i s

20 There exist a number of corporate governance modelsludingthe AngleSaxon model, German

model, Latin model, Confucian model, Japanese model, and Islamid.rrod¢he purpose of this study,

GKS GSN)¥Y WwW2Sa0GSNYy 02Nl NI (S -sae@vddld e corpokatef NB FSNJ
governance models due to their predominant application in the Western world ES&mndiar Malekian

FyYyR !'0ota !'fA S5FNBFSATZI WLafFYAO I fdzSa C2NBINR Ayidz
Conference on Business and Economic Research, Kualait, 2628 November) p. 46. Also se€T.

Clarke and D. Bransomhe SAGE Handbook of Corporate Governg®&&E Publications 201p) 392

393.

A SS GKS RSTAY ATHHA Hogd (e8l)fhe ©ands® Sxfuyt Mictionary of English Etymology
(Oxford University Press 2003)Iso seé\.L. DempseyEvolutions in Corporate Governance: Towards an
Ethical Framework for Business Cond@reenleaf Publishing Limited 2018) 10;S. PereraCorporate
Ownership and Control: Corporate Governance and Economic Development in SfiN@fk&cientific
Pub. 2011)p. 27;A.S. Hornby and J. Turnb@ixford Advanced Learner's Dictioné®xford University
Press 2010)

21 dz0 [FSPSY FtYR [ SO wliy28a1AZ W 2N1LIR2NIGS D2OSNYIl yoOS
World Economic Forum, 25 July 2014 <https://www.wefororg/agenda/2014/07/corporate
governancebanksfinanciatstability/> accessed 20 September 2013huangge WenShareholder

Primacy and Corporate Governance: Legal Aspects, Practices and Freatieri3i(Routledge 2013)p.

216; Adrian CadburyReport of the Committee on the Financial Asped Corporate Governanceol 1

(Gee 1992)p. 15.
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MM set of relationship between a company®és man
other stakeholders (through which) the objectives of the company are set, and the means

of attaining those objectives and monitoring performance are determined&?®.

From the banking aspect, t he Basel Committee
definedc or por at e g otheanamer m which thesbusiness affairs of individual
institutions are governed by their board of directors (B®DD6 and senior management
affecting how a bank sets its corporate objective, daily business, interest of the
stakeholder, to align corporate activities in a safe and sound manner and to comply with
the laws and regulations, and to protect the interest of depositors@*. Here, it is arguable
that the scope of corporate governance from the financial industry context covers a more
diversified group of stakeholders such as the employees, depositors, suppliers,

customers, supervisors, government, and the society.

From the Islamic banking viewpoint, there is no precise definition of corporate

governance i at least prior to the introduction of the IFSB guidelines. Based on these

guidelines, the scope of Islamic corporate governance differs from the Western

corporate governance in the sense that the Islamic version stresses the attainment of a

specific objective, which not only mandatest he safeguarding of t he
interest, but also an overall compliance of the IFl6 s products and operat.i

fundamental precepts of Sharia' law.

According to the IFSB-3 , Il sl ami ¢ corporate gawetrohance [
relationship bet weagemend itsBOD fisasharedaddersreandh other
stakeholders that provides the structure through which the objectives of the company
are set, and the means of attaining those objectives and monitoring performance are
determineda | t continues to explain thatsetdfis sSys
organisational arrangements whereby the actions of the management of IFI are aligned,
as far as possible, with the interest of its stakeholders; provision of proper incentives for
the organs of governance such as the BOD, Sharia' board and management to pursue

objectives that are in the interest of the stakeholders and facilitate effective monitoring,

23 Organisation for Economic @peration DevelopmentQECD Principles of Corporate Governance 2004
(OECD Publishing 2004)iso seés. Aras and D. Crowthéslobal Perspectives on Corporate Governance
and CSRTaylor & Francis 201,). 164.

24 principles for Enhancing Corporate Governamcés6. Alsoseé:S G A | {1 K NI NB&Ad T & O
Seminar for Central Banks and Monetary Agencies on AAOIFI's Accounting Standards, Kuala Lumpur, 29

May 2002) <http://www.bnm.gov.my/index.php?ch=en_speech&pg=en_speech&ac=124&lang=en>
accessed 22 September 2017
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thereby encouraging IFI to use resources more efficiently; and compliance with Islamic
Sharia' rules and principles&®. Then, IFSB-10 moves to distinguish the concept of Islamic
corporate governance from the Western corporate governance by highlighting the
unique aspect of Sharia' compliance of Islamic banking i fthe set of institutional and
organisational arrangements through which an IFl ensures that there is an effective
independent oversight of Sharia' compliance®.

Comparatively, both the OECD and BCBS provide broad-yet-clear perspectives of
corporate governance in their terms while the IFSB narrows the context to fit the
specificities of Islamic banking. However, the definition of corporate governance offered
by the IFSB remains in need of a significant upgrade to reflect both the universal and
specific nature of Islamic banking. Islamic banking is not a financial system that merely
seeks to ensure the compliance of all financial products, services, and operations of the
IFIs with the tenets of the Sharia' law. It is also one that aspires to advance the socio-
economic status of the society without prejudice to the non-Muslims community.
Al t hough the 6c 8hamll iaawrdc ¢ swit thke tomdslgmicd/iérdioh er ence i n
of corporate governance,thel ack of universality element in th:¢
corporate governance can lead non-Muslims to perceive Islamic banking as a system
exclusive to the Muslims only 7 thus belittling its actual concept of an ethical and

universal financial system.

In this regard, the thesis offers an improved definition of the Islamic concept of corporate
governance, which will refine the scope of its current objectives to include a broader
concept of societal accountability that befit the universal and egalitarian nature of Islam
I I a set of policies' arrangements that dictates how an IFl is managed, operated and
controlled through governance structures that: guarantee transparency and full
compliance of the IFI& objectives and business interest with the rules of Sharia' law;
protects the best interest of all stakeholders; and promotes financial activities that

improve the socio-economic status within society regardless of religious-orientationa

25 Guiding Principles on Corporate Governance for Institutions Offering €lalyit Financial Services

[Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutual Fpn@3]. Although th&haria'

board is also known as thgharia'Council,Sharia'Supervisory Boardgharia'Control CommitteeSharia’

Council and Rigious CommitteeSharia'Controller, and thesharia’Control Board, this thesis prefers to

use the termShariaboard for the purpose of consistency. Sed K 6 DNJ dal ¥ W{ KIF NAI K { dzLJS
in Islamic Financial Institutions New Issues and Challenges: A Comparative Analysis between Southeast

' aAl a2RSfa FyR D// a2RSp.83® O6HnmMoO H@Pp | dzYry2YA04a oo0o0

26 Guiding Principles on Shari'a Governance Systems for Institutions Offering: ISimancial Services
(IFSBLO), p. 2.
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3.1.2 Origin of Islamic Corporate Governance i the Institution of
Hisbah

As notes, prior to the last two decades, the concept of corporate governance was
relatively new to the Islamic banking industry. In fact, there neither exists a specific
Arabic phrase that connotes the teranhcodldor por a
point to the exact origin of corporate governance in Islam?’. However, it is arguable that
the concept of corporate governance is evident within the Sharia' legal principle of Siyasa
Al-Sharia’', which refers to the act of governing the subject necessary to the community
such as, inter alia, security, market regulation, taxes, and public security, in accordance
with the Sharia' law?8. This principle conforms with several Quranic verses which stress
the need for good governance and constructive collaboration between the authorities
such as the state or a company, and the subjects such as the shareholders or other

stakeholders, otherwise known as Hisbah.

ifLet there arise out of yldthatisgood enpidingahatipeopl e

right, and forbidding what is wrong: They are the ones to attain felicitya
(Surah Ali Imran 3: 104)

firhe believers, men and women, are protectors one of another: They enjoin what is just,

and forbid ovhat i s evil é
(Surah At-Taubah 9: 71)

fi éHelp ye one another in righteousness and piety, but help ye not one another in sin

and rancour: fear God: for God is strict in punishmenta
(Surah Al-Maddah 5: 2)

In general, Hisbah refers to the practice of a group of individuals, who invite the public to

do good deeds and avoid the forbidden matters as set down by the Sharia' law?.

27 AbuTapanjeh p. 561. Also sea SNy Y [SgAas WwWLAfl YAO [/ 2NLRNFGS
Islamic Economics p. 5.

28 Asifa Quraishf YRS &3 We¢KS { KFENAF tNRBOEfSY @A KUnesityNRA | [ S3
Law Review 54%. 550552; A-Qudsy, Rahman and Zam 470.

2 The prominentSharia’jurist, Ibn AlQayyim AlJawziya had stressed the religious valuegobd
I32FSNY I yOS FTNRY DRARA alSS/NB LOSAGH AYSES alkasS o yR 1 Aa . 221a
Therefore, if a just leadership is established, through any means, then therein is the Wayg b GHfthS S
Qayyim AlJawziyah;llam AFMuwagi'in 'An Rabb Ahlamin (Informing the Drafters of Legal Documents
About the Lord of All Being@)luhammad ibn Abd Bakr tr, Maktabah Alllmiyyah 1991)Also se&ami
I'FYFENYSKE WhnNRARIAWRAAYRKC DudFyaRy2FatiK8 yR Ala LYL
(1964) 48 Sudhoffs Archiv fur Geschichte der Medizin und der Naturwissenschaften 157 lIbn Taimiyyah,
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Accordingly, the Prophet Muhammad (p.b.u.h.) was himself the first Muhtasib
(enforcement officer), who initiated the practice of Hisbah in the history of Islam®. This

corresponds to the following Hadith narrated by Abu Hurairah:

The Messenger of God (p.b.u.h.) passed by a pile of food. He put his fingers in it and felt

wet ness. He sai d, fO owner of the food! Wh a't i s
Messenger of God. o6 He said, AWhy not put it on
Then he s aércheatsifhéMb moeone of usd.

In simple words, Hisbah involves the practice of surveillance by the Muhtasibs in
enforcing the implementation of Sharia' law and Islamic ethical values in all aspects of
t he communityaos daily conduct . Thi s woul d i n
administration, and fair-market practices®. In the latter, the Muhtasib is responsible to
inspect the bazaar (daily market) and ensure the Sharia' compliance of the business
transactions executed therein such as ensuring the use of proper weight and measures,
promoting a free-market economy and fair-trading rules, and preventing frauds, illegal
contracts and the hoarding of necessities®3. Additionally, it is also important to note that
Hisbah cannot be executed arbitrarily and in disregard of the rights of the general public
such as the right to privacy or the right to property, on the pretext of preventing the

occurrence of Sharia' non-compliant events34.

Al-Hisbah Fil Islam (Hisbah in Islaidar AlKutub AlArabiyyah, Cairo 1967) Nicola Ziad&k, A a 0 I K 2 | Qf
adzKil 8A0 CAQf L&t Y 0Ot dzo {CatfblicPomsAB 2F (GKS adzKil &A0 Ay

0 Faaly !06dz ! f nC2id& YHWR WERKIS YER2 2YA0 w2fS 2F (GKS {{l
[ AGSNY GdzZNBY ¢KS +*ASga 2F Loy ¢ A Y peszd@gardvlamatc 0 mMp 5A 3
WL y & Kisbahdtin Peranannya dalam Mengawal Kegiatan Ekonomi Negara Islam (The Institution of

|l A&40FK YR Lia w2fS Ay (GKS D2@SNYyryO0S 2F 902y2YA0 !
Muamalat 113 p. 115.

31 ThisHadithis Sahih See Vol. 3, Book 1Radith 1315 ofAl-Tirmidhi

RCldd by {FIfSKXI W¢KS LyadGAGdziazy 2F 1 Aao0kKY Lia w2fSa
(National Conference on Islamic Economics 2009, Kuala Lumpur, Febreity p03. Also seé £ 1 C 2 dzt
and Solimanp. 8.

331n this situation, theMuhtasibis also referred to aSahib AlSuq(market supervisor) oAFAmIl fi At
Sug(market office). SeeAbu-Tapanjeh p. 563;Taimiyyah p. 1215. Also sedamat, p. 118131.

34 The limited nature of thMuhtasitQa | dzi K2 NAGe& ¢l a KAIKEAIKGESR Ay |y Ay
AlKhattab, when the caliph demolished a house to expose and humiliate the mewiibies household,
who were consumingkhamré A Yy i 2 EA OF SR RNAY 140 | 26SOSNE GKSe& I NHC
more erroneous than what they had committed based on the Quranic injunctions that forbid a Muslim
FNRY SYdSNAyYy3a | K2 gain8ssienAUpsh2eddising (hik Ristakes YnsaNildraediately
regretted his hasty decision and asked for their forgiveness.ASe€e "Agqgad, Abqariyyat "Umar (The

74



Soon, the practice of Hisbah was followed and enforced by the many companions of the
Prophet Muhammad (p.b.u.h.) such as the first and second caliphs of Islam i Caliph Abu
Bakr As-Siddiq and Umar Al-Khattab respectively®. The latter was particularly renowned
for personally patrolling the streets for the purposes of obtaining a better picture of the
condition of his people and preventing crimes®. Inadvertently, Umar 6 s practi ce ex
the application of Hisbah to include the prevention of criminal offences leading to the
formation of the first police institution in Islam and the development of Figh Al-Jinayat

(Islamic criminal law).

Moreover, the appointment of a Muhtasib was not limited to men but had also included

women such as Sayyidah Ash Sh-Adadiydh, veha wereSa mr a 6
both appointed as Muhtasibs by Umar in Madinah®’. By the early of the Abbasides period

(750 CE onwards), Hisbah underwent a unique development under Caliph Abu Jaafar

Al-Mansur as a result of the establishment of a special office entrusted with the sole
objective of aligning the publicbs daily condi
of Al-Amal Bil-MakrufWa-Na h i 6 A n {tHe enMinmekt af better good and forbidding

evil)38.

Relatively, the exemplary leadership of Umar Al-Khattab highlighted the gravity of
responsibilities of a Muhtasib. During one of his night patrols, he encountered a woman,
who was cooking while her children were weeping beside her. Umar asked the reason
for their weeping and the woman replied that they were hungry and she was only boiling
water in the pot to raise false hopes; hoping the children would fall asleep. Although she
was suffering great hardship, the woman did not blame the caliph but said that only God
woul d decide whether the caliph wasHeariogcount ab

Genius of Umar)Dar AlMa’arif 1976) p. 140. Aso seqSurah AHujraat49:12) (Surah ABagarah2:189)
and (Surah ArNur24:7)of Al

35 Ali bin Hasan AQarni,Al-Hisbah Fi'l Madi Wa'l Hadir (Hisbah in the Past Brekent) vol 2 (published
in Riyadh, Maktabah ARushd, Riyadh 1994). 499521; Taimiyyah

3¢ Musthafa Murad,Kisah Hidup Umar Ibn Khattab (The Life Story of Umar lbn Khégablishedin
Jakarta, Dar Afajr 2007)p. 1¥12;a dzK I YYIF R | F A KAY YShafiyah fTBe Pdligies &f a | K !
LatkrYAO D2@SNYYSYydoQ omdpydpo m LL!a [F¢ W2d2NYIf wmod

87 Mamat, p. 115;Athiyah Musthafa MushrifamAl-Qadha Fi Alslam(The Jurisdiction of Islarfgublished
in Beirut, Dar AstSharg AlAusat 1966)p. 181.

BE¢KAA 2FFAOS ¢l a aSaINBIAFGSR FNRY (GKS NBad 2F GKS 3
the influence of politicians. Sédamat, p. 115. Also seleewisp. 17 6 Rdzf ' TAY L&f | KA I W2 2

Supervision and Shar'iyah Governanceh{gbah wa akiyasah athar'iyah) by the SixteehtCentury
{OK2f I NBEQ OHnnc® ¢KS,ph3aABSNERAGE [AONINEB 2F adzyAOK
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this, Umar immediately went to the Baitul-Mal (treasury), took a bag of flour, rushed to
her house and started the fire. When the food was prepared and the children fell asleep
after eating it, Umar went home and frequently utteredthewo ma s @ 1 t e Ordyésod i
would decide the accountability of Umar towards his peoplea Another narration reported

t hat Umar 6 s ¢ onc e pHisbahwassevagptomati bh é i tfghdre sai d, f
dies an animal because of starvation within the boundaries of an Islamic state, | will have

to be answerable to God. If there dies a camel helplessly on the bank of the Euphrates,

| fear that God will question me for thatd®. Hence, the above connotes the enormous

responsibilities of a Muhtasib, who is not only accountable to the society, but also to the

Almighty God.

As far as its relevancy to Islamic banking is concerned, Hisbah serves as an integral
check-and-balance mechanism for the banking industry, especially in cognisance of the

paramount importance placed by the industry on Sharia' complianceint he | Fl1 s& f i nanci
activities. In modern Islamic banking practices, the role of Hisbah is assumed by the

Sharia' board, whose duties include, inter alia, the supervision of t he
activities in ensuring their full compliance with the Sharia' law*°. Nonetheless, it is

arguable that the responsibilities of a Muhtasib do not suit a supervisory body such as

the Sharia' board as in most circumstances, the Hisbah institution normally lies under the

jurisdiction of the state rather than the IFls. With the Muhtasibs being paid by the state,

which also remains independent from any direct connection with the industry, this

approach can prevent the Sharia’ board members from behaving in a manner

inconsistent with the spirit of the Sharia’ law and the interests of the stakeholders.

There are also concerns over the issue of potential bias of the Muhtasibs towards the
state. However, the Holy Quran and the Sunnah rebutted any such presumption and
emphasised that the chief objective of Hisbah, namely the Al-Amal Bil-Makruf Wa-Nahi
6ANniI | {the rekjoinment of better good and forbidding evil), is to prevent the
exploitation of power by the state and the misconduct of the Muhtasibs before the people.
Further, Sheikh Muhammad Abduh, a prominent Egyptian Sharia' jurist, asserted that Al-
Amal Bil-Makruf Wa-N a h i 0 A n iisla mamdatoky abtigation for all Muslims to treat

¥ 1SSt ! KYIR vdzaNBaKA YR aSKY22R {dzZ Gty YK2]1KINE WLAC
(2012) 7 Dialogue 3§. 46;Saeed MMoht& | Y W+xAaA2y YR *AaA2yI NBE [ SIFRSNAEK
(2007) 3 International Review of Business Research Paperp 2283259. Also seé 0 Y AX 0oR Jj n

ALY dzo, ah3 (published in Beirut, Dar Sadir 19§8)305.

40 Governance Standard for Islamic Financial Institutidiso seeAhmed Muhammad Abd Aziz Najjar
and others,One Hundred Questions & One Hundred Answers Concerlasingcl8ankgInternational
Association of Islamic Banks, Jeddah 1980)
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everyone alike regardless of their social standings in the community**. This corroborates
the following Hadith described by Ab u S a-&hudri: Al

firhe Prophet Muhammad (p.b.u.h.) s ai d, 6The best Jihad
speaking a word of justice (even) to an oppressive rulerd?.

Hence, in the attempt to promote a better transparency in the practice of Hisbah within
the IFls, the banking industry may want to consider the formation of a specific Hisbah
institution dedicated to Islamic banking, which is placed under the stated girisdiction or
an independent body that possesses industrial links with the key players of the Islamic
banking industry. The latter players would include predominantly the AAOIFI and the
IFSB described later in this chapter*®. Accordingly, the proposed institution will not only
provide the market players with an independent authority for the issuance of Islamic
banking Fatwas (Sharia' opinions), but it will also serve as a platform to harmonise at a
global level the differences in Sharia' opinions among the different schools of Islamic
jurisprudence via a systematic collection and clarification of ambiguous Islamic banking
Fatwas (Sharia' opinions). Eventually, this will assist in mitigating potential Sharia' non-
compliance risks and market confusion as a result of the diversity of Sharia' opinions in
Sharia' law. A later part of this chapter will discuss the benefits, roles and functions of

such an institution to the development of the Islamic banking industry**.

3.1.3 Islamic Corporate Governance v. Western Corporate Governance

3.13.1 Theoretical Foundations

From a general perspective, there are three features that can distinguish the Western
corporate governance system, which is represented by the dominant Anglo-Saxon* and

41 T.M. AsySyawi,Syura Bukan Demokrasi (Shura alb#mocracyGema Insani Press 1997). 88;
Rashid Rida and kbhim Shams ADin, Tafsir AlQur'an AlHakim vol IV (Ibrahim Shams-Bin ed,
published in Beirut, Dar Mutub MWL f YA el wmddpd

42 ThisHadithis Sahih See Book 38adith4330 ofDawud and Ibn AAshcath Narrated asdasanin Vol.
4, Book 7Hadith2174 d AFTirmidhi

43 See discussion on theM®IFI and the IFSB at p. 1154,

44 See discussion dikhtilaf Fi AlFugahaat p.134-148.

(effo

45 Although the AngleBaxon model is predominantly practised in the United States, Ireland and the
United Kingdom, it is also adopted by other countries such as Canada, Australia, New Zealand, South

Africa and the majority of South East Asia countries sed¥laaysia, Philippines, and Singapore. A€z
Fernando,Corporate Governance: Principles, Policies and Pragiessson Education 20Q9). 54;
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the German models “¢, from the Islamic corporate governance system. The first
differentiating factor lies in the theoretical foundation that has played an important role in
the existence of both of thesesy st ems. Whil e agency theory and
formed the foundation of the Western corporate governance system, the Islamic
corporate governance system grounded itself on a stewardship theory model #’.
According to the agency theory, which is based on the rationale that a person will always
choose a decision that optimises his or her economic interest, the Anglo-Saxon corporate
governance model concentrates more on profit maximisation and the protection of
shar ehol der snterestsithgrnon the iataredts of other stakeholders*. As the
agent of the shareholders, the BOD is responsible to preserve and enhance the
shar ehol de bysdnhgaging anl busmess activities deemed beneficial to the
shareholders and actingasa medi ating authority that synchron
decisions and conducts withs h ar e h o | dmaximigatiop anifion*t. In other words,
the corporate governance approach advocated by the Anglo-Saxon model is narrow in
its scope as it might be said to ignore the influence of the external environment within

which the company exists that can also influence its success.

On the other hand, the stakeholder theory places a significant emphasis on the objectives
and interests of the other stakeholders such as the employees, creditors, suppliers,

community, and the environment and calls on the company to consolidate them in its

YodzE TAFEA T FAFYST W 2N1LRNFGS D2@SNYIFyOSYnatRedeivSNY | Yy R L ¢
of Business Research Papers,27.756; Y. LuoGlobal Dimensions of Corporate Governa¢ilackwell
Pub. 2007)p. 36.

460n the other hand, the German model, which is also known as the r@oidl European model, is
adopted by the majority of European countries such as Germany, Holland, Greece, and to an extent,
France. Sedarilyn Ong Siew ACorporate Governance In Islamic Banking And Financial Institutions:
Islamization Trend and Issu@EB Working Paper Series No 1008, 2q1.Q)5;Fernandg p. 54.

47 Zafar Igbal and Mervyn Lewisn Islamic Pergetive on Governandg&Edward Elgar Publishing 2008)
272;al €t ALK {dzZf FAYlIYS b2N}X{1YlF !'6R al2AR FYR b2NIAYyA az2K
CAYlFYOALIf LyaidAalddziaAzya Ay adshndAcoutity6®.@nmpv y | aiAly W32

®) yRNBS 28402 W 2NLRNI 0SyR2AGNFIK Y St F 2 B BRI QY B3 n n o
Governance: An International Review 1@7110;Perera p. 28.

“R. Muller and D.B.A.M.B.A.P. Ralf Mul@nvernance and Governmentality for Projects: Enablers,

Practices, and Consequeng&aylor & Francis 2016). 2728;S. Boubaker, B.D. Nguyen and K. Nguyen,
CorporateGovernance: Recent Developments and New TrSputinger Berlin Heidelberg 2019) 417,

Luh Luh Lan and Loizo§MJ Of S2dza> WwSOKAYy{1Ay3a ! 3Sy0Oe ¢KS2NBY ¢KS
of Management Review 294. 297, 298a . f FANJ IyR [ {d2dzix W/ 2NL1JRNI GS !
1 O02dzyiltoAfAdle IyR (GKS aSRAFGAY3I w2fS 2F (GKS / 2NLI2NI
404.
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decision-making and future planning®®. Proponents of stakeholder theory claim that a

c ompany 6s haedrecivand indiesst effects on the external environment within

which it operates, thus rendering the company responsible to a wider audience than its
shareholders®. Accordingly, the BOD and the management team must ensure that the

corporate governance structure of the company reflects its commitment to safeguard and

enhance interests of a wider constituents of stakeholders®2. The theory does not change

the roles and functions of the BOD but merely expands them, which now must respond

to the needs and interests of the other stakeholders®. Likewise, the essence of the theory

does not necessarily call for directors to abandon or leave the pursuitof s har eh ol der s ¢
profit maximisation in limbo as it remains possible for directors to satisfy the interests of

a wider stakeholder constituents whilst striving to maximise share hol der s 6 val ue

same time®“.

By comparison, the stewardship theory, which underlines the foundation of the Islamic
corporate governance system, regards the | FI &
Sharia' board, as stewards, who shoulder the responsibility to lead the IFI towards
achieving the business goals of the company that correspond to the tenets of the Sharia’
law®>. From this perspective, it is reasonable to suggest that the Islamic corporate

S0R.E. Freeman and otheiStakeholder Theory: The State of the (@ambridge University PressiZ),

p. 170;Silvia AyusoMiguel Angel Rodriguez and Roberto GarBiasponsible Corporate Governance:

Towards a Stakeholder Board of Directoi€SE Business School, University of Navarra, Working Paper

WP No 701 July 2007, 2009. 2,5+ yiS aSyRS&a !t RNAIKAZ W/ 2NLIR2NIF 4GS
l3aSaayYSyild 2F GKS /2y @SNHSYyOS | 8L TIKSaIWELpOo H AN N0 C
108.

812 Ly CldzZl ALK 21y ,dza2FF |yR LRNAHYIROSdKERNRSE S QWa
Journal of Business & Management p255Eva Janssah W¢ KS { G {1 SK2f RSNJ a2RSt Y
hgySNEKALI YR D2@SNY I yOS { (NHzOG diNBrs@sed. €. Fermanido,p ¢ W2 dz
Business Environme(Rearson 2011 )p. 279.

52 For example, the BOD can consider appomtinrepresentative of neshareholder stakeholders as a

director or creating a committee comprises mainly of stakeholder representatives dedicated to corporate

social responsibility. Sed. Klettner, Corporate Governance Regulation: The Changing Roles and
Responsibilities of Boards of Directfraylor & Francis 2016). 49;Lan and Heracleoup. 298;Ayuso,
Rodriguez and Gargip. 4W Y| £t SNE W9 @l tdzZ GAy3 {GF1SK2ft RSNJ ¢ KS2 NJ
249 p. 256.

SKlettner,p.49{ al NBEKFff | yR L& whyYRA ISHANBWIRINEIK SARISNAY [ | g
(2012) 35 University of New South Wales Law Journgl[2995.

54 Ayuso, Rodriguez and Gargm 4;Kalet p. 256.

%5 Ahcene Lahsasnéntroduction to Fatwa, Sharh Supervision & Governance in Islamic FindG&RT
Publications 2011)p. 9;a F NA I . KFGGA FyR LakKlFl . KFGGAZ W5S@St 2
D2@SNYIyOS Ay Latl YAO CAY lafdr8Ministrative BadencesH6p LakggsdaNy/ | {2
p.721 0 ® | fCaye wodb&i&e! @bey God, and obey the Messenger, and those charged with authority
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governance system shares similarities with the German model in the sense that both
cater to a much larger audience comprising both shareholders and other stakeholders
such as the general public and the environment®. This altruistic approach corresponds
to the Sharia' principle of Maqasid As-Sharia’, which calls for companies to refrain from
placing too much emphasis on the profit-maximisation of their shareholders neglecting
the rights and interests of other stakeholders such as those of the God, the religion, and
the society ® . Instead, companies must seek to strike a balance between the
sharehol ders and s4g ank enbucel tithie avesydne involivee rinetiset
business operations and endeavours of the companies can perform their responsibilities
to their best abilities. Ultimately, Muslims believe that this staunch corporate probity not
only enhances the companybs goodwi | | as a socially sresponsib
the blessings of God that will pave the way to the companyd s success,worldot h i n tF

and the Hereafter®®.

3.1.3.2 Corporate Culture i Collectivism v. Individualism

The second feature that differentiates Islamic corporate governance from the Western
model rests within their respective corporate culture or emphasis. In the Anglo-Saxon
model, the generation of profitsandthema x i mi sati on of t hesesvbarehol der
as the primary objectives of the company and hold primacy over the interests of other

among you. If you differ in anything among yourselves, refer it to God and His Messenger, if ye do believe
iy D2R YR G4KS [lald 5FeyY GKFG A& o(SuadAb AlEQofy2ad adzdl
Ali

56 Accounting, Auditing, and Governance Standards as at Decembey [20959;Shamsher Mohamad,

Zulkarnaim dzK I YF R {2NA | yR a2KlIYSR 9al1lyRIN {KIFEKZ W{KINIIK
/I 2YYAGGSSa Ay LatlrYAO .lyla Ay altlreailrQ az2KFYSR 94&f
Shariah Committees in Islamic Banks in Malaysia (January 25, @®8)a l t A1 a® | | FSST I Wiy |

2F / 2NLI2NI GS D2@SNYyIyOS Ay LatlrYAO FyR 2SaGdSNyYy t SN&LIS
Economics and Law. 98100. Also sedlaliah Sulaiman, Norakma Abd Majid and Noraini Mohd Ariffin,

W/ 2N1LIR2 NI GS D2OSNYIyOS 2F LathkrYAO CAYylFYyOALf LyadAddzia
Islamic Economics and Finance, Doha21®ecembef011) p. 6.

57¢So he who gives (in charity) and fears (God), and (in all sincerity) testifies to tlie/estill indeed

make smooth for him the path to Bliss. But he who is a greedy miser and thinks himself sufficient, and
gives the lie to the begtWe will indeed make smooth for him the path to misery; Nor will his wealth profit
him when I falls headlong (into the PitjSurah ALayl92:511)of Ali.

58 & Xand for those who fear God, He (ever) prepares a way out. And He provides for him (or her) from
(sources) he never could imagine. And if anyone puts his trust in God, sufficient is (God (Bufdm
Al-Talag65:2-3) of ibid. Also se\l-kJawziyah
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stakeholders®. By contrast, the German model treats the interests of every stakeholder
as equal and as significant as those of the shareholders due to their intrinsic values and
substantial influence on the performance and sustainability of the company. To put it
simply, the German model places a profound focus on the collective interest of a wider
range of stakeholders and tends to foster a more societal influence than the Anglo-Saxon

model®°,

An agency problem arises whenthe st akehol d elasts With thosd & the st s
companyb6s sharehol dertscausing d 0 wHlooymmgpm aog eemmdn f i r s
dilemma for the management®’. Since the publication of Berle and Means6seminal text

The Modern Corporation and Private Property in 1932%, corporate governance scholars

and economists have viewed the Anglo-Saxon model as a weak corporate governance

system because it does not effectively address the agency problem. This is the case

even in the presence of several attempts to reconcile the interests of the shareholders

with those of the stakeholders, because the eventual goal of a company which adopts

the Anglo-Saxon model remains the maxi misfaBjon of
contrast, the German model provides a better and more equitable alternative that

balances the interests of the shareholders with those of the stakeholders®. This is due

to the fact that stakeholder theory not only mandatest he companyds manage,]

maximise the value of the company as a whole by taking into account the interests of a

S9CNBRSNAO] + tSNNEZI WeKS /2NLRNIGS D2@SNYylyOS 2F L
19 Mich St U Coll LJ Intl L 251 256. Also seg dzOA 'y / SNYF (G2 We¢KS 9YSNHAYSF
Governance Model: Anglp  E2y > [/ 2y iGAySyidlts 2N {dAtt GKS / Syid:

European Public Policy 14F. 150;gbal and Lewisp. 272.

O9NAO 9y 3IES yR ¢SGALl Yyl 5 I|-tiérBbakddald Worked Padifiphtidomin/Us. § KS D
[FoY | {GF{1SK2t RSNJ ¢KS2NE 2F (G(KS CANYQKammamd 0 np D
Archer, chapter 21. Also se€hristine A. MallinCorporate Governanogublished in Oxford, 2nd edn,

Oxford University Press 2007). 16.

®1pDouglas ABosdey R w20 SNI ! tKAffALAYI WYHSHNBaAGIQOKBEANBMCDOYRM
of Management Review 27@. 276;Perry, p. 256.

52 Adolf A Berle an@ardiner C Meand,he Modern Corporation and Private Propépyblished in New
York, Commerce Clearing House 1932)

Bw2y |l GKIy w al OSeé IyR DS2FFNBe t aAfftSNE W yAOBSNAL
D2@SNYIyOS bt NEofSYbY | [ 221 G D&NDohafsHIChawtJLI y | Y F
(eds),The Revolution in Corporate Finaneel 4 (Blackwell Publishing 2004)so se&konald Philip Dore,

Stock Market Capitalism: Welfai@apitalism: Japan and Germany versus the ASgbons(Oxford

University Press 2000). 7194; Hampel CommitteeCommittee on Corporate Governance (Final Report)

(January 1998 edn, The Committee on Corporate Governance and Gee Publishing Ltd.11998)

64 Mallin, p. 16;Engle and Danyliylkp. 100.
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wider range of constituents such as the general public, but it also allows these

stakeholders to participate in corporate decisions®®.

On the other hand, the Islamic corporate governance system seeks to promote the
alignment of the economic interest of the company, its shareholders, and the other
stakeholders with the principles of the Sharia' law®®. In the Islamic banking environment,
the system calls for the IFIs to place the interest of the stakeholders on the same footing
as those of the shareholders with Sharia' law acting as the fulcrum that bridges the two®’.
In fact, it is important to note that Islamic banking neither aims to provide a direct
financing competitor to the Western banking system, nor to serve as a financing tool for
the IFIs to generate profit; rather, it aspires to function as a society-oriented financing

proposition®® (see Figure 5).

Characteristics of Vision, IFls Non-IFls
Mission, and Objective
(VMO)
Foundation Tawheed® Secularism
Motivation Worldly and hereafter Worldly
1% YANI Lljokf FYR !'00Fa aANI{K2NE W{dlFI]1SK2f RSN&A a2RSt

(2004) 11 Islamic Economic Studies 46, Silvia Ayuso, Miguel Angel Rodriguez and Roberto Garcia,

Maximising Stakeholders' Interests: An Empirical Analysis of the Stakeholder Approach to Corporate
Governanc€lESE Business School, University of Navarra, Workpeg WP No 67 January 2007, 2Q07)

p.3l yi2yA2 | NH2YRIylIX W¢KS {GF1S8SK2t RSNJ ¢KS2NE YR GKS
Ethics 1093p. 109.

66 Accounting, Auditing, and Governance Standards as at Decembey 20353;Mohammed Alsanosi,
WeKS /2y0SLIG 2F [/ 2NLRNIGS D2OSNYIFyOS Ay ,pil3é6 NAF Q OHAN
347. Also sedbuTgpanjeh p. 561562.

5760 mankind! Verily We have created you from a single (pair) of a male and a female, and have made
you into nations and tribes, that you may know each other. Verily, the most honoured of you in the sight
of God is the most rightecéig§Surah AHujurat49:13)of Al

% Thomson Reuters and Dubai Chamber of Commerce and IndGs$E$, 2013 Review: Steps Forward for
Growth (Dubai Islamic Economy Development Centre, Dubai, 2q13%8;| I al vy~ WLy { SI NOK 27
t SNOSLIiA2ya 2F GKS {KIFENAQIK {pOK2ft |l NE 2y {KINAQIK D2@S8

69 See discussion ofawheedat p. 8691
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Orientation Profit maximisation, Profit maximisation,

financial growth, financial growth, and
continuity, and divine continuity
blessings
Business Ethos Business as part of faith Business as a material
need

Strategic Management VMO of the organisation is | VMO of the organisation is
closely related to the based on material interest
concept of ¢ per se.

vicegerent

Operation Management Every process, input and No Sharia' compliant
output is guaranteed guarantee for every
Sharia'-compliant. process, input and output.
Promoting productivity Promoting productivity

within the perimeters of only within the perimeters

Sharia' law. of self-serving interest.
Financial Management Sharia' compliant No Sharia' compliant
guarantee in every guarantee in every
financial process, input financial process, input
and output. and output.
Marketing Management Marketing initiative is only Marketing initiative
done for Sharia'-compliant includes Sharia' non-
financial products. compliant financial
products.

Figure 5: Comparison of VMOs Between IFls and Non-IFIs™

As noted earlier, it is widely known that Sharia' law prohibits the IFIs from engaging in
any financial activities involving Riba’, Gharar, Maysir, or unethical subject matters and
business practices such as, inter alia, prostitution, alcoholic beverages, pork processing,

pornography, firearm& manufacturing, entertainment, Hilah, excessive uncertainty, fraud,

® Modified. SeeMuhammad Ismail Yusanto and Muhammad Karebet Widjajakushteaggagas Bisnis
Islami (Upholding Business the mia Way)(Gema Insani 2002p. 2223. Also sedrawan Febianto,
W{KFENARFK /2YLX ALYyl a2RStf 2F . dzaAySacal39pMAGASaQ o6Hun
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mistake and misrepresentation’’. In the same manner, Sharia' law also imposes a moral
responsibility on the IFIs by decreeing Zakat (alms payment) as mandatory in ensuring
that society can also benefit from their presence’®. Essentially, Zakat, which the Holy
Quran has mentioned as many as 32 times (in isolation) and 26 times (enjoined with the

obligation for prayer), constitutes one of the five important attributes of Islam™.

Linguistically, Zakat i s an Ar abic wor d t hat confot es 6gr c
Technically,itr ef er s t o ¢ a(or a pag ¢f wealthyo ds specéiédtbynSharia’ law
for the advantage of certain beneficiaries™. Accordingly, it requires qualified individuals
and companies such as the IFIs to surrender a specified portion of their wealth to the
Baitul Mal (the treasury or the equivalent of an Inland Revenue department) .
Subsequently, the Baitul Mal will distribute the funds to the seven groups of society
specified by Sharia' law as the appropriate beneficiaries, namely the poor; the needy; the
Amil (the person appointed by the Baitul Mal to collect the Zakat); the Muallaf (the person
who recently embraced the Islamic faith); those who are in great debt; those who work

in the path of God; and the wayfarers’’.

" See discussion on these elements in Chapter 2.

26And be steadfast in prayer; give Zakat; and bow down your heads with those who bow down (in
worship¥ (Surah ABaqarah2:43)T Ofdheir goods, take alms, that so thou mightest purifi aanctify
GKSYY I yR LINI & (Sarah AlliakitaHO:N03)0fAIK | £ T X €

3 The remainindour attributes of Islam are th&alimah Tauheetestifying that there is no God but the
One God, and the Prophet Muhammad (p.b.u.h.) is His Messei@gdah(prayer), fasting during the holy
month of Ramadhan; andajj (pilgrimage to Meca, Saudi Arabia).

“adzK | YYI R (SbaykatiNayl AtAwtaf (Attainment of the Objectiveyol 2 (published in Beirut,
Dar ajFikr 1983)p. 169A-Qardaw® ! f 3ARd to& $h whose wealth there is a fixed portiBurah
Al-Maarij 70:24)of Ali

S ¢And in their wealth and possessions (was remembered) the right of the needy, him who asked, and him
who (for sane reason) was prevented (from askii@@urah ADhariyat51:19)of Ali. Also seeAbd at
Rahman al Jazid\-Figh Ala Mazahib Al NB | QF K 0 L & f & Acko@inghNazhehFauk BehaBSof O
Thought) vol 2 (published in Cairo, MaktabahTajariyah alkKubra 1991)p. 435.

%1t is important to note thaZakatis only compulsory on companies and qualified individuals once their

net earnings or profits have reached the determirdgabd I OSNI F Ay @F € dzS a4 RSGSN¥AyYy
Islamic affairs department). The deductible percentageZakatis 2.5 per cent o the personal savings

or income, 10 per cent on agricultural produce, and 20 per cent on the produce of mines or mineral wealth.
SeeAl-Qardawj p. 556.

77 (Surah AfTaubah9:60)of Ali.
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Although Sharia' law does not prohibit the accumulation of wealth by individuals and
companies’®, it recognises the possibility of the creation of an economic disparity
between the rich and the poor because of the quest for profit maximisation’. In other
words, there willemergetwogr oups of di fferent economi
(the rich), and t he (@he door). Acearding to Sheikh Ali Al-Jarjawi, these two
groups will remain separated by hatred and jealousy that will eventually lead to
catastrophic consequences such as theft, rape, corruption, and murder®. From the
Sharia' law perspective, Imam Al-Ghazali emphasised that wealth is merely a trust from
God and if one fails to utilise it according to the manner prescribed by the Holy Quran
and the Sunnah such as to alleviate the hardship of the poor or the needy, the person
will not receive any share of the pleasures accorded in the Hereafter®!. Therefore, the

system of Zakat not only serves as a bridging mechanism that balances this economic

c

capa

di sparity, but also as a medi utmntdo peuxrpirfeys so noe

earnings from a religious standpoint®?.

At the same time, it also important to note that the obligation of Zakat does not aim to

O0spderedd the poor while they remain idle

rich. In fact, according to Ibn Al-Humam, the actual aim of Zakat is to relieve the poor

without impoverishing the rich in order to transform the former from being the recipients

and

8 dand when the Prayer is finished, then may ye dispersed through the land, and seek of the bounty of
God: and celebrate the praises of God often (and without stint): that ye may pédSpeah AWdzY dzQ | K

62:10) Also seé¢Surah Al Q NBZjof ibid

Y 6dz { hoRSBMI G GKS t NRLKSG a dzKHe Yool (Ruhairi)dvwdlkhtdrdhié & O

Paradise before the rich among theby five hundred years inter¢all hisHadithis Sahih See Book 36,
Hadith48 of AFTirmidhi Also see Book 8Hadith 136 ofHamidy and others

8 From the Islamic perspective, there ango forms of envy. On one hand, there is the acceptable

Ghibtah or envy without malice, and on the othehe prohibited Hasad or envy with malice. Segli
Ahmad al JurjawiHikmah alTasyri'wa Falsafatuhu (The Beauty of Islam and Its Philosdptay)is
Kurniawan ed, published in Jakarta, Gema Insani 2@06)33186.

81 |Jmam Muhammad AGhazalilhya Ulumuddin (Inner Dimensions of Islamiar$iip)(Fazlul AHM Karim

tr, printed in India, 16th Impression edn, Islamic Book Service (P) Ltd, 2055). Also seBaeed

al AR

82 iThe parable of those who spend their substance in the way of God is that of a grain of corn: it groweth
seven ears, and each elaas a hundred grains. God giveth manifold increase to whom He pleaseth: and

God careth for all and He knoweth all thiagSurah ABagarah2:261)of Ali. Also see Book 45jadith
90 oflbn AlHajjaj

BbdzNJ . P NRT FK !6dz . F1FN FYyR ! 6RdzAf wtKAY ! 6Rdzf wh KYl )
CFLEFGA2YQ O0HnnT O HA W2dz2NY It 27F Y /py3& Alsosd@ditehdrst AT | y A
FYR | w20SNIaX WeKS{WSaZARYy wAOKf 1Skt DEPEIKSIE ¢K

November 2015 <http://lwww.lexology.com/library/detail.aspg=2d8eab205db-41al-9bad
9fc517100dff> accessed 19 September 2017
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of Zakat to the givers of Zakat themselves in the future®*. Indeed, the realisation of this
objective was highlighted during the reign of Caliph Umar Abdul Aziz, where there was a

surplus in the Baitul Mal due to the absence of eligible Zakat recipients®.

As far as Islamic banking is concerned, it is interesting to note that the concept of Zakat
has since contributed t @ro-finhneing dnstrureehtoqueshesnt of I FI
Qard Al-Hasan (interest-free loan)® and the provision of education grants in the
industryos bid to uphrodgp arhsei bnloytdiShana' laa uddperdo fhi yt i
For instance, the Jordan Islamic Bank established a specific fund, which provided Qard
Al-Hasan service to more than 33,000 beneficiaries for justified social purposes such as
education, medical treatment, and marriage®®. Likewise, the Jeddah-based IDB has also
contributed to the development of scholarships in the fields of Islamic banking, especially
Islamic microfinance, in its 56-member countries in the form of research scholarships,
technical assistance programmes, and disaster reliefs®. Furthermore, since Sharia' law
only imposes the extraction of Zakat from Sharia'-compliant incomes or profits, which
correspond to the business nature of the IFIs that upholds the principles of Maqasid Al-
Sharia' ®° , the whole concept of Zakat constitutes another unique feature that

distinguishes the Islamic from the Western corporate governance system.

84 Al-Qardawij vol.1, p. 59.

8 A.A. Hakammar bin Abdul Aziz: Peribadi Zuhud Penegak Keadilan (Umar bin Abdul Aziz: The Humble
and Just)Alam Raya 2009p. 59. Also seAl-Qardawj vol. 2, p. 46.

8 Qard AlHasanis a comhiation of the Arabicwords @ar&> 6 KA OK YSI y& WHagahy Q 2 NJ Wi 2
GKAOK YStya WiAYRQ 2NJ WaINrdAGdZRSQd LG A& Ffaz2 OlFffSR
any return from the borrower. Seéhmad and Hassamp. 68.

87 &Who is he that will loan to God a beautiful loan, which God will double unto his credit and multiply

many times? It is God that giveth (you) want or plenty, and to $tiadl you retura (Surah ABagarah
2:245)0of Ali. Alsosed 6 A0 ! KYSRI WCAYlIYyOALFf LyOfdzAaA2yY FyR Laftl Y
t N2ERdzOG&azX hdzi NBIF OKX FyR { dzaill A yHcandnficADévelepmenyandi® L 1j 6 | €
Islamic Finance (World Bank Publications 2013)
<http://books.google.com.my/books?id=EZpVAAAAQBAJ212213; AlQardawj vol. 2, p. 560.

88 Jordan Islamic BanKhe Thirty Fifth Annual Report 20(&)13) p. 22; Jordan Islamic Bani§econd
Report on the Social Responsibility 20A@&13) p. 28.

8 slamic Development Bang. 1616. Also se¢lassan and Lewip. 281282.

91t is difficult to implement the concept atakatwithin the Western banking environment due to the

presence oShariahon-compliant elements such aster alia Riba, Gharar andMaysir. This postulation

is based on &ladithy I NNJ G SR o0& ! 6dz | dzZN»} AN} K {KI  Ofioki BeoleNR2 LIK S a dzK
Indeed God is Tayyib (good) and he does not accept but wipabd. ThisHadithis Sahih. See Book 47,

Hadith3257 ofAl-Tirmidhi
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3.1.3.3 Ideological Views i Tawheed v. Secularism

The third feature that differentiates Islamic corporate governance from the Western
model lies in its ideological view. While the concept of Western corporate governance
stemmed from socially der®% slamiccdrporategovemanceh u mani s
concept took its shape from the ethical principles that are rooted deep within the
teachingsofIslami s peci fi cally t he g o v-elatiomshipovih onef humar
another, and most importantly, with God, in every matter®. Above all, the primary
objective of Islamic corporate governance is to serve God and uphold his commands in

line with the injunctions of the Holy Quran and the Sunnah®:,

91 Alsanosip. 347. Alsseelewis p. 14.

92 Muhammad AlSayyid Yusufafsir Ekonomi Islam: Konsep Ekonor@ian (Interpretation of Islamic
Economics: The Quranic Economic Con¢Apt) Ezzat Alubarak ed, Murtadho Ridwan tr, published in
Johor Bahu, Perniagaan Jahabersa 2008)110113,175183;/ K2 dzZRKI NB { f I KdZRAY X Wh 9/ !
GKS LatlFrYAO tSNRELSOUAGS 2y [/ 2NLRNIGS DPBBENYI yOSQ o

% & Xelp ye one another in righteousss and piety, but help ye not one another in sin and rancour: fear

God: for God is strict in punishménBee(Surah Al | Q A 532) K Ali. In oneHadith, Anas bin Malik

Y I NNICIKSSR Yt N2 LIKS G adzKIl YYI R ydulbivthep dasetked be was ukjustor the{ dzLJLJ2 N.
GAOUAY 2F Aye2daAaGAOSe»Q 1S s1a FalSRZI Wwh aSaaSy3asSnNd
AyedzZaidAO0Ss odzi 6KIFG |o2dzi KSfLAY3I KAY gKSYy KS 02Y°
committing hjustice, and thisapresents giving support to hidaThisHadithis Sahihfrom AlBukhari. See

Kathir, p. 12531254,
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Figure 6: Tawheed as the Apex of Islamic Corporate Governance System

In principle, the Islamic corporate governance system differs from its Western

counterparts in the sense that companies, in this case the IFls, owe a duty to uphold the
commandments of God before anything else (see Figure 6)%. This is in contrast to the

Western corporate governance concepts such as the Anglo-Saxon and the German

models, which do not incorporate any religious sentiments or consciences within their

respective corporate governance frameworks. However, this does not automatically

imply that the Islamic corporate governance system neglects the interest of the company,

shareholders and the other stakeholders as Sharia' law also guarantees the protection

of these groupsod6 financi al 0 bj e cldlamic basking Thi s i s
products such as the application of Mudarabah in current or savings account products,

and the I slamic Negotiable | nstr uméevudharib,f Deposit

i s obliged t o maxi mi se the value of t he share

“1 AAKFGK adzySSTF FyYyR wdaAyA | Faalyr W{KFIENARUIK [/ 2NLRN
D2@SNYIFyOS /2RSQ o6unmn0 wmn Ly SNIZEABATEpyrjehp. 382 dzNY | f 2 F .
l 6 Rdzf wl KAY ! 0RdzZf wlKYlIYyZAPeaBYRBIDAPSNENYREY 1Sy | ODE dzy
(1998) 15 American Journal of Islamic Social Sciences 55
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materialises within the permissible parameter of Figh Al-Muammalat (Islamic commercial

law)®.

In the Islamic corporate governance system, the most important stakeholder of the

Islamic banking industry is Islam itself*®. If industry players such as the IFls fail to comply

with the strict rules of Sharia' law, it is submitted that the Islamic banking concept is

merely an attempt by banking institutions to exploit the image of Islam as a brilliant

marketing scheme in order to profit from the 252 billion Muslim population worldwide.

Since the 061 sl amunddniablyanfiuential imthe Mudlire comriunities, it

remains subject to exploitation by the banks as a strategic leveraging tool to settle a
bankd6s position as an ideal | sl &mThes bringsn k  wi t
negative repercussions that not only can damage the credibility of the IFIs and the global

Islamic banking market, but also the reputation of Islam as a whole. Hence, it is important

to note that the Sharia’ compliance element serves as a crucial ingredient of the Islamic
corporate governance system in justifying the

further distinguishes Islamic banking from the Western banking system.

In essence, the core of Islamic corporate governance rests on the precept of Tawheed;
a fundamental concept from which everything else radiates in Islam i from the Sharia'
principles to everyday conducts®. From the theoretical point-of-view, the precept of
Tawheed comprises three cardinal principles, namely Agidah (faith), Sharia' (Islamic law),
and Akhlag (ethics). It constitutesi é a mands commitment to God,

reverence and gratitude, the only source of value. What God desires for man become

9 Seediscussion oTahsil ARRibhat p. 5759. Also se&hariah Standard on Mudarabah BNM/RG/GL-012
4, p. 7;Bank Negara Malaysi&hariah Resolutions in Islamic Finan&econd Editigrp. 2427; Abdul
Rahmanp. 59.

¥a2KFEYYFR adaNNI} & 1dzyiSNE We¢246FNRE 6KXRL&LENER O OK Qz3 1
Intrernational Journal of Business and Technopreneurship £2126129;wl KYF G Ayl YIF aNRA X Y/
D2@SNY I yOSY /2y @SylGAaz2ylt @ad Latp.¥AO t SNELISOGABSQ

%7 SNYyFNR2 +ATOFIAYy2T WLaAf|l PRO DIRYTd QwSNNIRBRAYNE OR ¥
<http://www.tradearabia.com/news/REAL_261263.htmI> accessed 21 September, @dddelines on

Corporate Governance for Licgad Islamic Banks (GHIBNM/RH/GL 002, p. 89;{ KI ¢y 2 | y3IX W2 |
FYR tSFOS Ay LYGSNylragaAzyrt LatlFYAO CAYylIyOSQ 2 KI NI
Pennsylvania, May 2010
<http://repository.upenn.edu/cgi/viewcontent.cgi?article=1136&context=wharton_research_scholars>

accessed 28eptember 201,7p. 18.

% John L Esposito and Dalia Mogahatho Speaks for IslanmWhat a Billion Muslims Really Thig@&allup
Press2007)p. 11 | &F yX W/ SNB02 NIOBY PB@GSNY | ypR83Latl YAO t SN&
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the value for him, the end of all human endeavour®®. On the other hand, from the
practical point-of-view, it necessitates one believing that God always sees all of his acts
and conducts and that nothing on this earth will ever escape the attention of God!®. In
brief, the concept of Tawheed asserts that every conduct must comply with the Sharia'

law and also is accompanied by the belief that God is ever watching®?.

Accordingly, the first principle (Agidah) requires every Muslim to believe in the concept
of the oneness of God, who possesses the sole command over everything that exists
within and between the realms of the heaven and the earth!%2, Subsequently, Islam
postulates that God had chosen mankind, out of all His creations, to become His
vicegerent on earth'®, Thus, God had reminded mankind that they shall be accountable
to Him in the hereafter for all of their deeds'®. This would include every aspect of a
h u ma n Gisfronh a pf eer s oelatirsship with their own family to their relationship with
society. From this point, actountalslity mhGed that s t ha't t

precedes everything inthisworldd i s paramount in |Islamic corpora

The second (Sharia’) and third (Akhlaq) principles respectively direct the company to
ensure that the nature and operations of its affairs adhere to the principles and ethics of

the Sharia' law. This mandate corresponds to the opinions of prominent Islamic scholars

I FakyY W/ 2NLB2NIGS D2OSNYIFyOSuntet S5 6SNY yR LatlYAO

PDATEALY WAOST WLATI ¥AD2BIUKABDAYBHRQIEBDhYLIX DI WR 820 | €
t S

100This concept is known as-lhsanin Sharia'law. Se€Ali ibn Muhammad Jurjani, 8ayyid aSharif,

Kitab AlTa'rifat (Maktabat Lubnan 1978p. 12.

W TiTrGe 'teF adzyAN) K !'oR !''TATZ !''KYFR LNRKIF a2l1Ki{lFNJ
hNBFYyA&dlraAx LAfIY OLKAalyYy Ay (GKS ! RYAYyAdngoflsami®y 2F L&t |
Management: Towards the Strengthening of the Ummah, Bangi, Selapg&3; Al-'Allamah Musthafa

Muhammad, Terjemahan Jawahir ABukhari (The Translation of JawahirBAlkhari)(Muhammad Zuhri

tr, published in Indonesia, Raja Murah@dna'ah 1979)p.39-40.

102 (Surah AsSajadah32:4-5) of Ali

g, SK2f RZ ¢Keé [ 2NR &ehtd &Rvicdgerentiok &arthl:" VHg\Sshid WiltFhou @akd f ONJ
therein one who will make mischief therein and shed bloodfilst we do celebrate Thy praises and

JE2NATFE ¢K& K2fé& o0yl YSOKb SefSuiah ABRYarai1303B)giil o KIF G &S 1y
g yR 2SS KFE@S FLaadSySR SOSNE YIyQa oRSDSRagouti2 KAa ySC
for him a scroll, which he will see spread open. (It will be said to him) Read thine (own) record: Sufficient

is thy soul this day to make out an account against §n8ee(Surah AL a NZ:1814)of ibid.
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such as Hasan Al-Basri!®®, Umar Abd Aziz'%®, Imam Al-Syafie'?’, and Yusuf Al-Qardawil®
on the essential connection between faith and actual practice. It can be summarised as
fthe harmonisation of faith and conviction that is implanted in the heart, and realised
through action rather than mere outward expressionsd®. Additionally, Ibn Al-Uthaymeen,
a prominent Sunni scholar, opined that mankind must learn to appreciate and implement
a set of 77 acts of faith as ordained by the Sharia' law in understanding the complete
concept of Tawheed 1. Accordingly, it is arguable that a major part of these acts have
already been amalgamated into the Islamic corporate governance system and practiced
in Islamic banking i for example, the prohibition of Riba', Gharar, Maysir, and Hilah,
among others, in financial transaction''!; the implementation of Zakat*'?, SRI*'3, Al-Amal
Bil-Makruf Wa-N a h i  Muakart*%t and the promotion of Sharia'-compliant practices
amongthelFlos empl oyees ®nd customer s

1051bn TaymiyyahKitab Atlman: Book of FaittDar AlKutub Afllmiyyah 1983)p. 251. Also sedunter,
p. 126.

106 ALK halidi,Fi Zilal Alman (published in Damsyiq, Dar-®alam 1994)p. 26.
107 | bid, p. 24.

108 yusuf AlQaradawilman dan Kehidupan (Iman and Lifplblished in Selangor, Dewan Pust#&kgar
1985) p. 25. Also seblasan AlAyyub,Tabsit AfAga'id Atislamiyyah(published in Cairo, Dar-Abwzi
wa ANasyr wa Alslamiyyah 1994)p. 17.

W¢KS LINIoftS 2F GKS FOlGdzZtf Latl YAO Hof heliekersia@ Y Sy (A
those who, when God is mentioned, feel a tremor in their hearts, and when they hear His Signs rehearsed,

find the faith strengthened, and pgall) their trust in their Lord; who establish regular prayers and spend

(freely) out of the gifts We have given them for sustenance; such in truth are the believers: they have
grades of dignity with their Lord, and fovginess, and generous sustenani&@e (Surah AlAnfal 8:2-4)

of Ali

110 According to Imam Muhammad-Baihagi, there are 77 act# faith as ordained by th8haria'law ¢

the highest rank of the faith is the belief in the One God, and the lowest is the removal of pebbles, stones,
GK2Nyasz adaodla 2N yedKAy3a GKFG Y& Mubanidd AV y 2 (G KSNJ
Uthaymeen Fatawa AlAgidah (The Collection of Fatwas on Agidghiplished in Beirut, Dar Al 1993)

p. 136138. Also see Book Hadith60 oflbn AtHajjaj

111 See discussion on these elements in Chapter 2.

112 5ee discussion afiakatat p. 8385.

W vi2Gz WI5L. DAT(a;Shir8llgp.282.a1jdzS Ay Cdz2l ANI KQ

114 See p. 7576.

115 Accounting, Auditing, and Governance Standards as at December 2. For example, the Bank
LatlyY alfle@&ail . SNKI Rompisaypmieraa-daykSa peanicurit dlefm@@of T A @S
their Islamic corporate governance structure. This is evident in a number of its corporate practices such
as the implementation of Islamic dress code to all employees; the airifgdbén (call for prayer);

temporary suspension of bankid G NI yal OGA2y RdzZNAy3 LINF @SNRa GAYST
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Given these points, the concept of Tawheed serves as an integral element in the Islamic
corporate governance framework as it places equal importance o n t h efinahcRll
structure and aspects such as the Sharia' compliance of the IFI6 s f i nanci
services, and business conducts. In fact, compliance with Sharia' law constitutes a
significant part of the vital elements of an efficient Islamic corporate governance
framework as prescribed by the IFSB-3, namely:

(@) The actions of the | FI 6's ma nnaugt eben alignied with the interests of
stakeholders;

(b)  Proper incentives must be provided to the organs of governance such as the BOD,
the management, and the Sharia’ Board to pursue objectives that are in the
interests of stakeholders; and

() There must be compliance with the principles of Sharia' law?*®.

Nonetheless, it is also observed that contrary to this ideal framework, there remains a
substantial concern that the IFIs have yet to realise the complete application of the above
fundamental Islamic corporate governance principles, particularly the compliance of the
financial products and services with the principles of the Sharia' law. For example, there
has been a continuous utilisation of controversial Islamic financial products such as the
Murabahah-based debt financing **”, Bai Al-lnah'*®, and Tawarrug*® in certain
jurisdictions, which fails to reflect the above-mentioned values that urge the alignment of
the IFI6 s f i pradootsiaadl services with the requirements and interests of both
Sharia' law and the stakeholders. Hence, these issues present a complex future
challenge to researchers and scholars in determining the actual foundation on which the

current Islamic corporate governance system rests.

0s

al

employees and customers; opportunities for employees to engage in additional spiritual actwiges,
religious seminardftar (breaking of fast), Friday prayer amdrawikh(nightprayer during the Ramadhan).
These practices are also exercised in Malaysia by the other IFIs such as Bank Muammalat, Bank Kerjasama

Rakyat, and Tabung Haji.

118 Guiding Principles on Corporate Governance for Institutions Offering Only Islamic Financial Services

[Excluding Islamic Insurance (Takafustitotions and Islamic Mutual Fundg. 27.
117 Seefootnote 208 in Chapter.2Also seé\nuar, Mohamad and Shap. 2831.

118 Nursyamsiah and Kayadilpi. 123;Shaharuddinp. 129. Also sefotnote 27 and 40 in Chapter. 2

119 Seefootnote 27 in Gapter 2 Also sedslamic Development Bank and Islamic Financial Services Board,

Islamic Finanai Services Industry Development: ‘Maar Framework and Strategie& MidTerm Review
(2014) p. 30.
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3.2 Islamic Corporate Governance Framework in Islamic Banking

3.2.1 The Principle of Shura (Collectiveness) in Sharia' Law

Basically, the term Shura originated from the Arabic word of Shawara, whi ch means ¢
advi s e d o o sl Adcadingly, when a matter requires the making of a decision
that both involves and affects the interest of the public, the Islamic concept of justice
necessitates the implementation of Shura as a guiding principle. This corresponds to the

following provisions of the Holy Quran:

ié and c o n(thapedple)tntafins (of moment). Then, when thou hast taken a

decision put thy trustin  Go d . For God |l oves those who put t
(Surah Ali Imran 3: 159)

fAnd those who respond to their Lord and keep up prayer, and their rule is to take

counsel among themselves, and who spend out of what We have given thema
(Surah As-Shura 42: 38)

Generally, Muslims believe that the Prophet Muhammad (p.b.u.h.) never consulted
anyone i not even his companions, in the determination of religious matters because of
his direct connection with God*?'. Of course, there exist numerous instances that
highlighted the adoption of Shura by the Prophet (p.b.u.h.) in non-religious matters.
According to Al-Razi*?? and Al-Qurtubi'?3, the practice of Shura does not aim to favour

the human intellect over the divine revelation, but to teach humanity of the concept of

120Hans WehrA Dictionary of Moder Written ArabigJ Milton Cowan ed, published in Beirut, 4th edn,
Harassowitz Verlag 1979). 574575 a dzK YYI R bl 1T SSNJ YI YI YKSt3Z W¢KS
5S@St2LIYSy i 2F { KdzN}¥ Ay 9 NIpE279ABdseeMdGolanvMopiuddin M L
FYR a2KIYYFR add I KARdzZA L&flYZ W5SOAaA2Y Sautal Ay 3 {
Ot F NIAOALI GAGBS alyl3ISySyidov FyR 9EIYLX S& FTNRBY 9F NI @&
and Management 79. 79.

LPIASYF R wlARRYRIZY ¢ KS v dzZNRI y ArGNandyRopedtd ttJThs Intrfationa? y & dzt G I
Institute of Islamic Thought (IlIT) 2011). 5, 1718; Khadija Katja \Whler-Khalfallah, Wemocracy

Concepts of the Fundamentalist Parties tfekia and Tunisia/ f  AY YR wSFfAGE@Q 6HnnT
Journal of Conflict and Violence (1JCV,)p7@&0.

122Fakr ADDIn M AfRaziAlFTafsir AlKabir (The Large Commany), vol 3 (published in Beirut, Dar-Al
Kutub A¥limiyyah 1990)p. 7980.

1231 6 dzW! 6 RQuitubilAKWI! Y JAhkehi Atlv dzNXD e Companéium of Legal Rulings of the Quran)
(published in Beirut, Dar Autub AAWL f Y A &,119149%A4.n n 0
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unity and the importance of consultation in administrative issues, i.e. the significance and

wisdom of collective decisions over those made individually.

For example, during the battle of Badr Al-Qubra (2H/624 C.E.) and Uhud (3H/625 C.E.),
the Prophet (p.b.u.h.) consulted his companions on the proper discourse that should be
taken against the Quraish armies!?*. Similarly, the Prophet (p.b.u.h.) accepted the
suggestion of Salman Al-Farisi to construct trenches around the Madinah city in the battle
of Khandaqgq, and sought counsel from his companio
accused of indecency'®. After the demise of Prophet Muhammad (p.b.u.h.), Muslims
continued this act of democracy by introducing an open dialogue session that was
implemented in the first discussion to elect a successor to the Prophet (p.b.u.h.) 7 of
which the majority of Muslims elected Abu Bakr As-Siddiq as the first caliph of Islam??¢,
By the time of Umar Al-Khattab, a consultative council already existed to function as a

proper medium to discuss the appointment of the subsequent caliph?’.

Indeed, Islam regards the act of decision-making as a trust from God and Shura as an
important system that ensures the observation of this divine obligation in protecting the
rights of all parties involved. From another perspective, Shura also prevents the
subjugationofs oci et yds r i g h tcertaimgrouptohpeoplé, particukarly thbse a
who are entrusted with public authority'?®. Although Shura operates as a socially driven

mechanism, the majority of Sharia' scholars opine that its decisions are not binding on

24Tagiuddin AANabahaniThe Ruling System in IslgBth edn, Khilafah Publications 199¢) 238:Al-
Khaldi,Nizam AdShura Fil Islam (The AdministratiohShura in Islamjpublished in Amman, Maktabat
Al-Risala AHaditha 1986)p. 2528.

125 AnNabahanip. 52,CFH GAK haYlys WwLatlyY Ay yIR aXKBSN y{OBLIS 2 ¥5 § K
[1997] Center for MuslinChristian Understanding History and International Affairs, Edmund A Walsh

School of Foreign Service, Georgetown University, Washingtop.OQ;lbn TaymiyyahAl-Siyasah Al

Shariyah (The Politics of Sharia' Lgwiblished in Beirut, Dar Marifah 1967)E. Cotran, A.O. Sherif and

U.L.C.I.LM.E. Lamemocracy: The Rule of Law and Is(&pringer Netherlands 1999). 458459.

126 AsySyawj p. 103. Also sedbd AtNasir Tawfig Al (i G I -Reltif BiMljihad AW YI UAQ 6/ 2y FSNBy O
on Alljtihad AlJama fi AFA'lam Adlslami, AAin, 1996) p. 8.

127 There were six candidates named by UmavA I G G 6 & KAa LIRGSyidAlt &dz00Saaz
Talhah, A#42dzo I @ NE { | QWRCY Yy Ro Al yaiidzAdiFasan AliSbn Muhammad lbn

Habib AlBasri AIMawardi, AFAhkam AdSultaniyyah (The Laws of Islamic Governa@&sddullah Yate tr,

TaHa Publishers Ltd 1996). 13.

Badzl FFFENI ! {KFATKEZ WOUKAOA 2F NEBEBYONIWMEYQ ad yhyyaO Ap/ ILWMS
Journal of Islamic Social Sciences; J1W/. MeriMedieval Islamic Civilization: An Encyclop€iaylor &
Francis 2005). 171172.
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the ruler or a particular authority, unless the parties form a covenant to implement a

binding decision?°.

However, Sharia' scholars such as Sheikh Yusuf Al-Qardawi, Muhammad Salim Al-
6 Awwa , and T@&A lawdibagteagdwithAhis opinion and contended that the
outcome of Shura should bind the parties since the decision is resolved through a
majority vote *°. Additionally, Sharia scholars such as Ibn Taymiyyah and Sheikh
Muhammad Abduh regarded Shura as an obligation rather than an option!*!, especially
in matters that involve the rights and interests of stakeholders at large'*. In other words,
a non-binding Shura decision can make a mockery of the entire Shura process. This
corroborates wi t h t he view of | bn 60Ati yya,
commentator, who proposed that if those in power fail to consult those who possess a
better knowledge and conscience of God such as the Sharia' scholars or pious people,

they should be dismissed from their respective positions®3,

As far as the application of Shura in Islamic banking is concerned, the practice of binding

Shura decisions has been implemented at the national level in several countries by the

central Sharia' boards such as the Higher Sharia' Super vi sory Board (6HS
Central Bank of Sudan'®*; the Sharia' AdvisoryCounci | ( 6 SBMINMalays@a)f*®; t h e

the Higher Sharia’ Aut hority (6HSAOG6) of ®tahddheBamiaBoard Ar ab

129 Amir Shaharuddin and other&atwas on Islamic Capital Markets: A Comparative Study Between

Malaysia and Gulf Goperation Council (GCC) Countridg@esearch Paper (No:40/29)1(International

Shari'ah Research Academy for Islamic Finance (ISRAY pOI2) T y Iy 1 alys Wiy Lyi{N
/| 2Tt t SOGADS L2GAKFERY [/ 2y0OSLIi FyR ! LILX AOI R Q OHANC
37-38.

B0yysuf AV F NI RF A X W{KdzN} Aa /2YLIGAo0fS gA0GK (KS 9aasSy
27 June 2011) <http://www.islaopediaonline.org/fatwa/yusufil-qaradawishuracompatibleessence

democracy> accessed 22 September 20430 seéAn-Nabahanj p. 249250.

131 Muhammad Umer Chapraslam and the Economic Challer{¢g&@amic Foundation Leicester 1998)
242-243;1 I & y3X W/ 2Nl N} GS D2OSNYIyoOSY282 SaiuSNYy +FyR Latl

132 (Surah Ali ImraB: 159) (Surah AsShura4?2: 38)of Al

1330sman p. 11;Abd AtHaqq Ibn Ghalib Ibn A, AF-Muharrar AlWajiz (The Compendious Recoxab)
3 (published in Fez, Ministry of Awgaf and Islamic Affairs 1$0280281.

134 Section 21 (1) ofhe Banking Business (Organisation) Act 2003
135 Section 55 and 57 of th&entral Bank of Malaysia Act 2009 (Act 701)

136 Article 5 ofFederal Law No(6) of 1985 Regandg Islamic Banks, Financial Institutions and Investment
Companies
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of the Ministry of Awqaf and Islamic Affairs of Kuwait**’. Moreover, the legislators in a
number of these jurisdictions have moved even further in legislating statutory provisions
that render the decisions of these institutions binding not only on the IFIs, but also on the
parliament and the judiciary. For example, Article 230 (1) of the Constitution of Pakistan
mandates that the Islamic Council, a special body formed by the legislator in ensuring
the compliance of the Pakistani laws with the Sharia' law, can question the legality of any
bills tabled in the Parliament if it contradicts the principles of Sharia' law. Further, the

decision of the Islamic Council will bind both the Parliament and the President!38.

Likewise, section 57 of the Central Bank of Malaysia Act 2009 ( 6 CB MA rRahdat@sd )

that Sharia' rulings issued by the SAC will bind both the IFIs and the court or arbitrator*®.

Since Obanking and mer c a nstami¢ bankingarestsevithih the wh i ¢ h

jurisdiction of the civil courts!®, this Shuratic approach in Malaysia can function as a
prudent legal policy in guaranteeing the Sharia’'c o mp |l i ance of the |
services, and operations, especially considering the fact that the civil court judges are
only trained in common law matters as opposed to the members of the SAC, who are
more exposed to technical banking issues from the Sharia' law angle. In the same context,
this binding Shuratic policy also gives rise to a significant legal concern that the vast
powers of the SAC may have encroached into the judicial power exclusive to the judiciary.
Accordingly, it is crucial for the Malaysian legislature to consider amending its Federal
Constitution i n gShaia d¢ourts the authogty tc praesidetovery|€asnic

banking matters 1 a step that will ultimately restore this peculiar legal imbalance.

On a different note, it is also essential to comprehend that the practice of Shura does not
automatically guarantee a positive outcome. This can be exemplified by the collective
decision taken by the Shura council during the battle of Uhud (3H/624 C.E.), which
inflicted great losses to the Muslim armies. Similarly, a decision concluded by the majority
participants in a Shura may not necessarily represent the finest outcome for everyone in

the community**. Nonetheless, Sharia' scholars such as Sheikh Ahmed Rida and

FI so6

137 Article 93 ofLaw No. 32 of the Year 1968 Concerning Currency, The Central Bank of Kuwait and the

Organisation of Banking Busines¢ seeHennie Van Greuning and Zamir Iglitikk Analysis for Islamic

Bankg(World Bank Publications 2008). 192.
138 Article 230 (3) ofrhe Constitution of Pakistan
139 Central Bank oflalaysia Act 2009 (Act 701)

MONinth Schedule ofederal Constitution of Malaysia

11 gandif you follow most of those on the earth, they will lead you astray from the path of God; they
GKSNBAYT

follow nothing but conjecture and they onlyéli€usah A vy Q6: ¥16)a X ¢ KS& 06St AS@S
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Ibrahim Sham Al-Din'*? pointed out that as long as the decision of the majority conforms
to the rules and principles of the Sharia' law, it is more trustworthy and will advance the
best interests of the community#®. Further, Shura also shares traits similar to the
Western concept of democracy in the sense that both agree a collective consideration is
more comprehensive, more accurate, and more likely to lead to a fair and sound result
for the social good than one reached by a minority or an individual'**. Even so, Sharia’'

law affirms this rationale with a caveat.

In order to guarantee that the decisions taken by the majority fulfil both Sharia' law and
the public interest, the concept of Shura in Islam necessitates the decision-makers be
those of Ulu Al-Amr Minkum (people who are elected and entrusted with authority by the
public)!*. Further, the Islamic governmental concept of Al-B a y demands a bilateral
relationship between those who hold the authority (the ruler or government) and those
subjected to that authority (the public). On one hand, the ruling entity is responsible for
guaranteeing and preserving the supremacy of the Sharia' law and the best interests of
the community. On the other hand, the public is obliged to support the ruler and obey his

commands as long as these comply with the Sharia' law*®.

In short, although Shura cannot provide a satisfactory outcome for every party in a

discussion, its role as a platform of conscience remains relevant, especially to a

of the Sects that reject itthe Fire will be theipromised meeting place. Be not then in doubt thereon: for

AG Aa GKS ¢NHziK FNRY @&2dzNJ [ 2 NRdh Rudiil7)dl w&R 1R B2 RKH @8BS
explained to men in this Quran every kind of similitude: yet the greater part of men refuse¢ wibep

A Y INI ((QuindMSHMESGY G ! YR (NHzZ & 0STF2NB (KSYZ wurghedd 2F GKS
Saffat37: 71)of Ali

142Rjda and ADin

Wgh &S K2 0SSt ASOSH ydr, Sid thbse éharged \gith duthdrily SmoagSt §ou.Sfy
you differ in anything among yourselves, refer it to God and His Messenger, if you do believe in God and
the Last Day: that is best, and most suitable for final determinatiSobah Arb A & 590f Ali

W RST WEHgIFR {dzf FAYFYS W5SY2ONIb&a Islanmy R Sdurketimok Q Ay
(published in New York, Oxford University Press 1998)8;John L Esposito and John O Melam and
Democracy(Oxford University Press 200Bana Tahzegb W! / 2YLJI NI G6A @S { (GdzR& 27
5SY2O0NI GAO LRSIfaQ O6Hnmmpo5l.H W2dzNYy It 2F LatlkYAO {d

1450smanp. 12M. A | f MirmrfoBRealization: God is a Percept, the Universe is a CaieptAllaf
2003) p. 276.

146 Abu Ya'la and Muhammad Ibn-Ausayn AC | NINMXtamédfi {Usul ADin (The Approved Matter

' O02NRAY3I (2 GKS t NAyYyOALIX SBusug AFikwASiyasdAldaxiio(The Ay | dz&
Constitutional Thought in the Islamic Studi@Bpr AlTali'a 1966)p. 224;¢ I a Kl {2t 2Y2y 2 W[ |
Theory: Premodern and Contemporary Development of Islami@ Bi2 dzZNES 2y wSoStt A2y Q o
of Mason Graduate Research 128 132. Also seSurah Afb A 3159of Al
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developing industry such as Islamic banking. Truly, the situation has become more
challenging with the existence of the different schools of jurisprudence in Islam, whose
variant opinions can prove difficult to reconcile. As much as the difference in opinions
between these schools has served as the crux of the Islamic legal system, it can also
create inconsistency in deciding technical Sharia' issues in Islamic banking that can
subsequently destabilise the industry'#’. A latter part of this chapter will discuss and
scrutinise the much-debated issue of Al-lkhtilaf Fi Al-Fugaha (the differences of opinions
between Sharia' scholars) within the Islamic banking industry, which remains the raison
d T ° df theedifferent approaches to the corporate governance of IFIs. Be that as it may,
it is arguable that the differences of opinions in the Sharia' law must not be viewed as a
limitation but rather a source of potential strength i when harnessed through a proper
medium. All in all, since Sharia' law aims to promote a mutual understanding without
favouring the opinions of an Imam or a particular school of Islamic jurisprudence over the
other*8, the exercise of Shura can serve as an ideal platform in bridging the variant

opinions between the different stakeholders within the Islamic banking industry.

3.2.2 Guardian to Sharia' Compliance i the Sharia' Board

According to the landmark English case of Salomon v Salomon*®, a company is a
separate legal entity that has the right to sue or be sued in its own right. However, a
company remains dependant on the mobility of human beings as its organs and limbs in
its day-to-day operations. In most jurisdictions, the legislation requires companies to form
a board of directors (ABODO0), which is appointec
responsibility to spearhead the comp®@nyds busi
Collectively, the BOD is a t eigeschargedngtnassti ng t he ¢

of advisory and oversight responsibilities that include the approval of business strategies;

Wt Ny SN adzaKGlF 12 W{KFENAIFIK D2@SNYylyOS Ay LatlIYAO CAy
<http://www.arabnews.com/node/340237> access&f September 201, Deloitte, The Deloitte Islamic
Finance Leaders Survey in the Middle East Benchmarking Pré2@it@s p. 11, 13.

18 ¢Those who hearken to their Lord, and establish regular prayer, who (conduct) their affairs by mutual

consultation; who spend out what We bestow on them for susterar®dpah AlShura42: 38). Also see

wl &am4ior YT I S48 We26FNR&E | 5AaGAyO0GAdS a2RSt K wSo2y
CKAY1{SNAE 2y Fy LRSIt {GFGS FT2NJ adzat Ap35.20ASGASaQ O0Hns

149 salomon v Salomdii897] AC 22 (HL)

150 B, HanniganCompany LawOUP Oxford 2012)p. 105;D. Larcker and B. Tayafhe Duties and
Liabilities of the Board of Directof8earson Edutin 2011)
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protection of shareholdersdéd rights and intere
packages; risk management; and the protection of th e companyo6s asset

reputation®®?!,

While the Western banking system depends on the BOD to make strategic decisions,

the Islamic banking system requires the formation of a special board in addition to the

BOD, namely the Sharia' board, which not only gives credibility and satisfies the ethical
expectation ofthe IFI6 s cust omer s, shasad spexiblised boflythatadeals o n

with Sharia'-specific matters such as Sharia' compliance and the identification of banking

risks specific to Sharia' law. In definition, a Sharia@’'b oar d i s dreirffdependetit as f
body of specialised jurists (in Sharia' law) which is entrusted with the duty of directing,

reviewing and supervising the activities of the Islamic financial institutions in order to

ensure that they are in compliance with Islamic Sharia' rules and principles through the

Fatwas, and rulings which are binding on the Islamic financial institutiond>2.

As far as the Islamic banking industry is concerned, IFls are either recommended or
|l egally obliged by the statutory | aws, their
guidelines or the AAOIFI or the IFSB Sharia' governance standards to provide a viable
and comprehensive Sharia' compliance mechanism in guaranteeing the compliance of
their financial products, services, and business operations with Sharia' law. More often
than not, this would necessitate the formation of a Sharia' board at the IFI-level. However,
the realisation of Shura application in Islamic banking can also be achieved through the
acquisition of Sharia' advisory services from a Sharia' advisory firm, or alternately, a

Sharia' scholar, whose expertise lies in the areas of Figh Al-Muammalat™=.

151 The appointment of &haria’board member can be made through either a direct appointment from

GKS LCLQa &aKINBK2fRSNA I a LINI Ol UaitEdurah FmiratgokKbyd Ay > Y d.
the Islamic bankingegulators such ase central bank or the financial services authority as practised in
Malaysiaand Indonesia respectively. Ségernational Shari'ah Research Academy for Islamic Finance

(ISRA) and ThomsorelRers, Islamic Commercial Law Report 2016 24;A. Dignam and J. Lowry,

Company LawOxford University Press 2014). 330338, 584;Hannigan p. 159259. Also se&hamsul

bl KINJ ! 0RMRI { KNVADIGAZNE | YR hgySNBEBKALI Ay alflF&@aily ¢
(2006) 6 Corporate Governance: The international journal of business in society 582

1521 6 RAZzNNJ KYly wlkRSy !'2A 1FIJAY W{KFENARIFIK D2@SNYyIyOS
(2014) 11 ULhina Law Review 1]1@. 119.

153 Guiding Principles on Shari'a Governance Systems for Institutions Offering IslamaiaFiBarvices

(IFSBLO), p. 8. Also se&uding Principles on Corporate Governance for Institutions Offering Only Islamic

Financial Services [Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutualg=uhds]

certain jurisdictions, the regulatory framework allows for the appment of an individuaSharia'scholar,

whom shall have the sole authority to perform the Islamic corporate governance function of the IFI

concerned. Though this can be justified by the cost factor, it will undoubtedly put the IFI at a disadvantage
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From the Islamic corporate governance perspective, the implementation of Shura is
commonly represented by a two-tier board structure; a feature similar to the German
corporate governance model**. The first tier comprises the BOD and the Sharia' board.
The BOD is responsible for a number of general responsibilities such as to decide on

policies that best r epr essteprdvidetcbunasel foltha Creeh ol der s 6 i

Executive Officer ( 6 CEOJ) , t o provide strategic

alterna

management, and to monitor the ¥nipdShanant ati on o

board serves to advise and assist the BOD in a wide range of corporate functions,

particularly the Sharia’comp | i ance of the | F¥8s financi

In the second tier, aHa y 6 aRagabah Al-S h a r 6or an éntlependent Sharia' board,
which is normally formed at the central bank-level, is added into the fray as a higher
layer of governing authority ensuring a more consistent and comprehensive
implementation of the Sharia’ compliance framework and Islamic banking standards
across all IFls in the country (see Figure 7). Uniquely, there also exists a three-tier
board structure as the one implemented in Pakistan in the countryd s bi d t o
more comprehensive and rigorous Sharia’ compliance processes. Apart from the
formation of the Sharia' board at both the central bank and the IFI-level, the State Bank
of Pakistan also mandates the performance of an independent and objective

assessment of the IFI6 s 0 p e r a Shar@'Masy byvan external Sharia' audit firm or a

in terms of collective wisdom as compared to the other IFIs, which implemented the practiieucd
through the formation of a group @haria'scholars. Seibid, p. 8.

%410 Germany, the German Stock Corporation Adtiéngeset) requires a publicly traded company to
form atwo-tier board structure comprising the management boaxb(stand and a supervisory board

(Aufsichtsra). See 830 oAktiengesetz (Stock Corporation A&)so sederry, p. 16.

15H, Elasrag and C.S.I.P. Platfo@orporate Governance in Islamic Financial Instituti@rsatespace
Independent Publishers 2014p. 109115;{ I Y& bl dKIFIy I yR Ay OSyi

al oper @

promot e

WAOASNBZ

2 A&R2YY ¢KS /&S 2F / 2N132N}XiS D2 SNy Alsdsge Laf I YA O

YSOAY | SYRNE FyR DS2FFTNBe / YASES WeKS w2tS$

hNEFyAal A2yt /2yGNRE t SNELISOUAGSAQ 6w
504.

2F (GKS

MH [ 2 Nl1J2

6 This is in contrast with the German corporate governance system, which comprises a supervisory board
of external directors along with a separate management BOD. Although the former has the authority to
elect the latter, it has limited influence when itroes to the decisioty I { Ay 3 2 @SNJ 6 KS O2YLJN ye&Qa

SeeElasrag and Platfornp. 88/ I £ £ & W2 NRIFy > W/ | RodzNE ¢gSyde ,,
p. 1521,

B7AM.E.T. Ahmed and W. Graislamic Finance and Economic Development: Risk, Regulatidn,

Corporate Governand®Viley 2014)p. 145181;Grassap. 339.
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firm with the capacity to conduct Sharia' audit'®®. Additionally, several countries in the
GCC such as Bahrain, Kuwait, United Arab Emirates, and Qatar do own a national
Sharia' board but it does not exercise any supervisory function on the Sharia' compliance
practices at the IFI-level'®. The following sections will explain extensively the diverse

functions ofa ShariaA'boar d and al so the roles eShaiected

compliance assurance process in providing

corporate governance framework.

Central Bank

Second Tier
Sharia' Board
L8 8 & 8 B N B B § B &8 § § § § § &8 &N § § &N &8 §N § § § § & N § § §N §|
IFI ‘
. "y
Sharia' Board BOD First Tier

Internal Sharia' Internal Sharia'
Compliance Audit
Department Department

(1SCD") (ISAD")

Figure 7: Two-Tier Board Structure in Islamic Corporate Governance

1%8 Shari'ah Governance Framework for Islamic Bankirtigutiens, April 2014 p. 7-8. Also seeAhmed

a

o1

c

and Grais{ KI YAKFR ' {1 KGFENE W{KIENARFK /2YLXAIFYyd / 2NLJ2NJI I

Governance Conference, Dupa7 November 2006). 4.

19Grassap. 3411 1y Iy 1 F&FyS WhLIGAYI LAf KNRDI CAPE GOBNI g OB nk (

News 7
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3.2.2.1 Role of the Sharia' Board in Sharia’' Compliance Assurance

From a general perspective, it may appear that the Sharia' board only holds a limited set

of responsibilities to the IFI such as issuing Islamic banking Fatwas, advising the IFl on

the application of Sharia' rulings in modern banking business, and setting policies for
Islamic financial products and transactions'®®. In reality, as the gatekeeper to Sharia’
compliance fort he | FI 6s ent i $haria dgare is @rtrusted with a widere
range of responsibilities that include the provision of advisory services to the BOD on all
Sharia' compliance issues; participation in product development and structuring
activities; review and approval of matters related to Sharia’ law; issuance of Fatwa;
Sharia' auditing; issuance of an annual certification of Sharia’ compliance; Sharia'
compliance assurance of the | FI1 6s financi al Sukuakiamdi dtheres i n eql
business avenues; computation of Zakat; and even the promotion of Sharia'-compliant
practices among employees and customers such as the provision of prayer rooms, airing

of Adhan (call for prayer), and organising religious talks!®!. This would also include the
drafting and revision of inter alia, contractual terms and conditions, product manuals,
marketing advertisements, sales illustrations and brochures used to describetheb a n k 6 s

products and services!®?,

Correspondingly, the Sharia' board is also assisted by the ISCD and ISAD®3. The ISCD

is responsible for the dissemination and monitoring of the Islamic banking Fatwas issued

to the | FI 6s key wunits and the @amaliraliogsi ng of t |
issued. In addition, the ISAD is responsible for the examination of Sharia' compliance
fulfilment in all aspect s bldweverhtlee Shafal bbasd busi ness

180 Muneeza and Hassap. 124;Shaharuddinp. 129.

161 Matthias CasperSharia Boards and Sharia Compliance in the Context of European Corporate
GovernancéWorking Papers of the Center for Religion and Modernity, Available at SSRN 2179412, 2012)
p. 6;Dusuki,lslamic Financial System: Principles & OperatiSabur and Wareg. 34.

162 Section 20 of the Guidelines on the GovernanceShhria' Committee for the Islamic Financial
Institutions (BNM/GPS 1). Séguidelines on the Governance of Shariah Committee for the Islamic
Financial Institutions BNM/RH/GL/0@&5

183 Guiding Principles on Shari'a Governance Systems for Institutions Offering Islamic Financia Service

(IFSBLO), p. 3. Additionallylslamic bankingtandardsetting agencies such as the AAOIFI have strongly

recommended for the IFIs to establish an ISCD to assi§hhgaboard in the implementation dbharia’

rulings and assurance 8hariacomph I Yy OS Ay | ff 2F {KS AAI@bréeshafah y I yOA L 2
Supervisory Boards: establishment, objectives and re&liigal Islamic Bank 2001)

184 Guiding Principles on Shari'a Governance Systems for Institutions Offering Islamic Financial Services
(IFSBLO), p. 8. Alsosee ClF RRIFRYX W{ KI NAU} {dzLISNBA&A2Y IyR LG& w2f
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of certain IFIs such as the Al-Baraka Islamic Investment Bank of Bahrain has opted to
perform the task of Sharia' audit themselves instead of relying on the ISAD or procuring

external auditing services from the audit firms?e®,

Apart from providing advisory services to the BOD, the Sharia' board is also responsible

for the tasks of assisting the CEO, the | FI 6s
in all Sharia' issues pertaining to Islamic banking through the provision of guidance,

advice, and proper training on Figh Al-Muammalat®®, In several jurisdictions, particularly

those adopting the centralised Islamic corporate governance system, the legislation not

only requires the IFI6 Sharia’ board to ensuret he | FI 6s ¢ ompatwagnce wi |
policies, and guidelines related to Sharia' compliance issued by the central Sharia' board,

but also to consult the central Sharia' board on Sharia' matters that it cannot solve®®”.

For instance, in Malaysia, section 55 (2) of the CBMA 2009 stipulates that an IFI may
refer to the SAC%8 to ascertain that its financial operations do not involve any element
which contravene the Sharia' law. Since the CBMA 2009 deems compliance with the
SAC6s rulings as Shana oemspiaace,titis arduabte ¢ghat the failfire of
a n | Shdrid@ lmoard to consult the SAC in Sharia’ matters that it could not resolve would
constitute a Sharia' non-compliant event!®®. Undoubtedly, this is an important matter that
the IFls cannot afford to ignore, especially in the presence of statutory legislations such
as the Malaysiads | slamic IFEBA2a0ah80pPlakbest andses
S h ar Gdvarrance Framework for Islamic Banking Institutions, which hold not only

the IFl and its Sharia' board accountable for Sharia' non-compliance event or negligence,

BanksL 1d LYLEZNIIYyOSS wSIldZANBYSyGas yR ¢SOKyAldzSaQ
Conference, UAE, 2009)

185Nonetheless, since thBhariad 2 F NR F2NX¥&a LI NI 2F GKS LCLQ&A 2LISNI
and paid by the IFl itself, it isguable that this practice can create a potential conflict of interest that will

jeopardise the impartiality aspect of th8haria'board. SeeRodney Wilsonlslamic Financial Markets

(Routledge R12) p. 13;! £ A ! RY I y e RigeNdCkistomary Biisinksses in International Financial

alk Ny Stay !y LYGNRBRdzOGA2Yy G2 LatlkYAO CAYylLyOS |yR
American University International Law Review 661687.

166 Muneeza and Hassarp. 124. Also sea 2 KR bl T NA / KA1 X W{KFNRIK ! dzRA
(International Shariah Audit Conference, Kuala Lumpur, 9 May 2018.)

167 Guiding Principles on Shari'a Governance Systems for Institutions Offering IBlamicial Services
(IFSBLO), p. 2. Also seeShariah Governance Framework for Islamic Financial Institutions
BNM/RH/GL_012_,%. 3435.

168 For discussions on the SAC, se289-295.
169 Section 28 (2) dBlamic Financial Services Act 2013 (Act 759)
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but the BOD as well'’°. Since the BOD does not generally comprise members who are
conversant in the field of Figh Al-Muammalat, its liability for the occurrence of Sharia'
non-compliance event also presents a fascinating angle on the liability concept of the
BOD in Islamic banking, which is explained in the following section. Nonetheless, it is
also important to note that in most jurisdictions, the Sharia' board and the BOD remain
immune from liability for the occurrence of any Sharia' non-compliance event or
negligence due to either a weak Sharia' compliance framework or the absence of proper

Islamic banking statutory legislations’*.

3.2.2.2  Qualification of a Sharia' Board Member

Since the key function of the Sharia’ board involves the supervision and alignment of the
| FI 6s business and operFghAl-Mmamalai ithastdehsere pri nci pl e
that its members fulfil a set of general and specific criteria and qualifications necessary
to assist the BOD and the | FI 6Sharima@zomalignreanent i n t |
assurance!’?, In general, a Sharia' board comprises a minimum number of three Sharia'
scholars with a balance of scholars of different length of experience and different
nationalities. Ideally these scholars should have received training in the juridical science
of the different schools of Islamic jurisprudence!’®. However, it is arguable that this
minimum number of Sharia' board members will not suffice to accommodate the growing

volume and complexities of modern Islamic banking business, especially in the case of

0 shari'ah Governance Framework for IslaBanking Institutions, April 2014. 3;Simon Archer and

al RTfry a2KFYFR 1 dzAaalAyY WLATLFYAO CAYylyl@d@nic{ GF 06Af Ale&:
Finance for Asia: DevelopmentoBpects, and Inclusive GrowAsian Development Bank and Islamic

Financial Services Board 2015) 28, 31.

T SNYFNR2 A1 OFIAy2Y WLYRSLISYRSYdz 0¥ iGAGEYRNBRSRI V2R §K
Reuters, 11 February 2014 <http://uk.reuters.com/aeitslamicfinancescholars/independenentity-
neededfor-shariasupervisiorkuwait-c-bankidUKL5NOLG02220140211> accessed 20 September 2017

9YAf & {FYNIDR2 OENFNWYDOSr &Y Latl YAO CAYlIyOAlt LyadAaddziaiz
School International Immersion Program Papgrs9. Also se&hamsher. Mohamad and Zulkarnain

adzKl YFR {2NAZ WOFTFSOGAQOSYySaa 2F {KFENRARFIK /2YYAUGGSS Ay
t NI OGAOI t SNELISOGABSQ aARRf S 9k ad dlyy 2006 K § a = Laftl
<https://mei.nus.edu.sg/themes/site_themes/agile_records/images/uploads/Download_Insight_IFS 2
Shamsher_and_Zulkarnain.pdf> accessed 22 September g027

2Muneeza and Hassap. 124. Also se€hik p. 8.

173Shari'a Standards for Islamic Financial Institutigms510;K. Ginena and A. HamiBpundations of

Shariah Governance of Islamic Ba(\kéley2015) p.289{ I Y& bl G KIFy DI N} a3 We¢KS / 2y {N.
Supervisory Board in the Islamic Financigf 8 G A G dzi A2y aQ 6HAMHO p LYGSNYlFGA2Y!I
Eastern Finance and Management 8

104



large IFIs'™. This argument also proves relevantinme et i ng t he management @
consultation and also in accommodating the circumstances of absent Sharia' scholars

in light of the contentious practice of multiple Sharia' board directorships in the industry.

In essence, a Sharia' board member is required to be a Muslim and possesses a
complete | egal c a p aAgl (intgllect), Baligh (reacheds thesages of o f o]
puberty), Rushd (abi |l ity to exercise dAds(lairamdijisp'fh.ary r ec:
He or she may not necessarily be an Arab as persons of different national backgrounds

can apply for the candidature’®. On the other hand, he or she must also possess

knowledge in the Holy Quran and the Sunnah, Usul Al-Figh, | j mMagasid As-Sharia’,

Qawaid Al-Fighiyyah (general principles of Figh), Khi | af fi Ar b-lal@dmi n Mad z
(differences of opinions between the four schools of Islamic jurisprudence), and the
specialisation in the detailed areas of Figh Al-Muammalat!’’. This requirement
corresponds with the following provision in the Holy Quran, which expounds the essential

need for competency in a profession i fi éAre those equal, those who know and those

who do not know? It is those who are endued with understanding that receive

admonitiond 8.

Accordingly, candidates must possess extensive knowledge in these areas since the
Sharia' board engages in a wide range of matters under the Sharia' law of transaction,
e.g. Ugud Tamlikat (contract of ownership), Ugud Tawsigat (contract of guarantee),
Uqud ltlagat (general contract), Uqud Ishtirak (contract of partnership), Uqud Tagyidat
(contract of restriction), Uqud Isqgatat (contract of waiver), and Uqud Hifz (contract of

7Cc 16dz aSUYSNE We¢KS LYLIOG 2F {KFENRULF { dzLISNIBBAAAZ2Y
Also sedGaras

175 Shariah Governance Framework for Islamic Financial Institutions BNM/RH/GL, p1303 Also see
Title 2: General Obligations and Governanckslaimic Banking Regulatory Framework of the Central Bank
of Oman p. 13.

176 This is based onkadith, which was extracted from the final sermon of Prophet Muhammad (p.b.u.h.),

GAll mankindis from Adam and Eve, an Arab has no superiority over aAnaim nor a normArab has any
superiority over an Arab; also a White has no superiority over a Black nor a Black has any superiority over
a White except by piety and righteousnes® MuBagimad AbdulRaocoRrophet Muhammad (PBUH) A
Blessing For Mankingbublished in Riyadh, 3rd edn, International Islamic Publishing House, 129%.

Also see Vol. 3, Book Hadith1706 ofAlTirmidhi

7"Muhamad Sortsdzt { F N F Ay a2KIYFIR {KIFIY&AKSNJ YR az2KIlYS
t N) OGAOSa AY altlheaaly LatlYAO CAYl yORALI f Ly
http://dx.doi.org/10.2139/ssrn.2579174 > accessed 21 September 201810; A-Qattan and Abdul
{FTGGFNE We2gl NRa || {2adGSYlIGAO a2 R&The? Eommitmere £ A O&
[SGOISND 6t NPOSSRAYIA 2F GKS cGK ! yypRs /2yFSNBYOS

R 9
aida

'.F

178 (Surah AlZzumar39:9)of Al
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deposit)'’®. In terms of language capacity, a Sharia' board member must possess not
just proficiency in written and spoken Arabic, but also in English or another international
language, which can improve the communication channel between the IFI and its variant

stakeholders'®°.

Additionally, the Sharia' board may include experts from critical disciplines such as law,
accounting, banking, and finance, who mus also possess reasonable knowledge in Figh
Al-Muammalat!®!, For instance, in Malaysia, the Central Bank of Malaysia appointed a
former Chief Justice as a member of its SAC82, In fact, this healthy mixture of Sharia’
scholars and industry experts from the stated critical disciplines can already be seen in
the composition of Sharia' boards in various IFls across the globe. In Pakistan, the State
Bank of Pakistan ( 6 S Bifgb3es a strict qualification guideline pertaining to the
appointment of a Sharia' board member. First, the candidate is expected to possess a
mi ni mum of second cl ass bachel or Bigh; odagr ee i n
postgraduate degree in either Islamic jurisprudence or any Sharia’ law studies with
sufficient exposure to banking and finance. Second, he or she must also have a minimum
experience of either four years in the issuance of Fatwas, or five years in research and

development activities related to Islamic banking®.

179 Al.Zuhaili Also se@ 2 K R 5 | dzRhe Sharff'a-SNervisbry Board and Issues of Shari'a Rulings and
CKSANI I FN¥Y2yAaldAzy Ay LatFYAO .FylAy3a YR CAylFyOSQ A
Islamic Finance: Innovation and GrowEuromoney Books 2003). 7489.

180 Guiding Principles on Shari'a Governance Systems for Institutions Offering Islamic Finaricies Serv

(IFSB10), p. 30. Alsosea  NBI'y adzKl YYIFIR FyR adzKlYYIR alKodzoA ! fAX
LAEFYAO CAYLFYOALf al iidSNBKS3;AZnamHasa and Rukigabirzyano, 2 2 Y6 S NH
WhLIGAYEFE {KIENAYEFK D2@SNYyIFyOS az2RSft Ay LatlYAO CAyl ycC
Education and Research 248 254.

81 The fit and proper criteria in countries such as Bahrdimited Arab Emiratesand Kuwait necessitate

il K S Shafidb@edd members to possess the knowledgé&igh AIMuammalatand the ability to grasp
FAYFYOAIf O2yOSLliaz ¢gKAES tlF{1Aadlty NOBAadzistliBnge (6 KS L2 &aas
processes. See 2 dzy Sa& {2dzrf KAX Wa2RSfa 2F {KINAIK D2@SNYylyoOosS
Shari'ah Research Academy for Islamic Finance (ISRA) and Thomson Reutdsdaf@is)Commercial

Lav Report 2016ISRA & Thomson Reuters 2016)24;Accounting, Auditing, and Governance Standards

as at December 2015p. 886;. f  {S D2dzR |yR 20KSNERXZ WY{SaaAizy ¢g2Y
CSYLX FGAalGA2y 2F LatkYAO CAYIl yoaS IstaNi@HAndrOs] Buai, 6 DL 9 { w2
22 September 2014p. 15;. &Kl NJ I al t {FgAX W{KFENARUIFIK .2FNR Ay (0(KS

CAYlIYOAlIf LyatdAddziaAz2yaQ ovHnmol ,m59.! YSNAOFY W2dzNYy It 27
82 1y bS3I NI al I @aAal z W{KI NJBanK NegadradMatapsinNa®17)/ 2 dzy OA f 2
<http://www.bnm.gov.my/index.php?ch=e _about&pg=en_thebank&ac=439&lang=en> accessed 21

September 2017

183 Fit and Proper Criteria for Shariah Advisors of IBls (Revised Vide IBD Ciré@@0?2) o
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By the same token, it is arguable that the above model of the Sharia' board, which

comprises members of different areas of expertise, serves as an innovative approach in

harmonising the knowledge gap between two different groups of Sharia' scholars. On

one hand, there are 6scholars of the texto, w
Quranic exigencies, Hadith sciences, and Usul Al-Figh. On the other hand, there are

6schol ars of the context o6, who ar esbusmesy,er sant

accounting, and law*®4,

Accordingly, the alliance of both sets of Sharia's c hol ar s wi | | benefit t
Sharia' compliance assurance processes and result in the construction of better quality

Fatwas that are both Sharia'-compliant and practical from the modern banking

perspective. All in all, it is important to note that the IFSB strongly recommended that

IFIs ensure that the majority of Sharia' board members have received formal education

and exposure in the diverse areas of the Sharia' law. This ShariA’boar d6s composit
formula can help to regulate the influence of non-Sharia' law experts and limits their

dominance in ensuring the prevalence of the rules of Sharia' law in the Sharia'b oar d 0 s

decision-making process!®,

Although the thesis will not discuss the reputational aspect of a Sharia' board member
in detail, it is also important to note that in certain jurisdictions, the law requires the
Sharia' board members to satisfy a set of reputational and integrity requirements in
portraying the Sharia' board as a credible source of Sharia' compliance for the IFIs!,
For example, in Oman, Malaysia, Nigeria, and Indonesia, among others, unethical or
immoral activities such as arrogance, poor personal hygiene, consumption or addiction
to intoxicated drinks, and ignorance of the daily prayers, can cast reasonable doubts on
aSharialboard member 6s cr eStaridd compliange functon that eanc i s e

serve as a strong ground for board disqualification and dismissal*®’. Since the conduct

184 Tarig RamadarRadical Reform: Islamic Ethics and Liberatoxford University Press, USA 20Q8)
129;!  aAY L tI RSt WwLAfFIYAO . A2SGKAOAY .SGsSSy ({1}
(2013) 34 Theoretical Medicine and Bioethics |6571.

185 Guiding Principles on Shari'a Governance Systems for Institutions Offering Islamic Financial Services
(IFSBLO), p. 30;Shariah Governance Framework for Islamic Finantitutions BNM/RH/GL_012, B.
30. Also se®akar p. 7778.

186 Guiding Principles on Shari'a Governance Systems for Institutions Offering Islamic Financial Services
(IFSBLO), p. 30di Mauro and othersw | OK I DKF &F RX W/ 2N1IR2 NI S D2OSNYI yOS
ofLaf I YAO . 1ylaQ o6wpm3lé wn 1 dzYFy2YAO4 wWnT

187 Shariah Governance Framework for Islamic Financial Institutions BNM/RH/GL, p120631; Article

2.2.3.5 of the General Obligations and Governance olgtemic Banking Regulatory Framework of the

Central Bank of OmarPeraturan Bank Indonesia Nomor 11/23/PBI/2009 Tentang Bank Pembiayaan
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of a Sharia' board member can affect the reputation and integrity of the IFI, it is only
correct that an important task such as Sharia' compliance assurance be restricted only
to those who are known for their scholarship, knowledge, righteousness and fear of
God*8,

3223 Rol e of the BOD and t hSharih'Ednipbanddanage men

Assurance

Although the responsibility of Sharia' compliance assurance mainly rests with the Sharia’

boar d, it does not necessarily infer t hat the B
part in promoting a sound Sharia'-c o mp | i ant framework within the
operations. Regardless of the absence of clear statutory provisions in most countries to

enf orce t he BODO®G s Shadatnonicomphlahce eventsythe BOD remains

the ultimate decision-making authority, which shares a parallel responsibility with the

Shariai’lboard to play an act i veSha@lcanpliancelytalangant eei ng
into account the comprehensive interest of other stakeholders instead of focusing solely

on the interest of® This mcludes:lthé appreval af Steatacréladed r s

policies on Islamic banking; the provision of proper training in improvi ng empl oyeesao
understanding of Sharia’ compliance and the ability to communicate their Sharia'

concerns 1%; the appointment of a competent Sharia' board; and respecting the

autonomy of the Sharia' board?*®?.

In comparison with the other key Islamic banking markets, Malaysia has taken a step
ahead in holding the BOD accountable f or t hSkarid' dompiaice by introducing

Rakyat Syariah (Bank Indonesia Regulation No. 11/23/PBI/2009 Concerning Islamic Bank Fipab®jng)
Guidelines on Shariah Governance for Nioterest Financial Institutions in Nigeria. 4.

188 §§ wSazf dzii A 2 Ratwh d@tiienQoundil ofkhe isléamicFigh Academy 1BER

189 Accounting, Auditing, and Governance Standards as at December p0OB51, 955Archer and
Hussain p. 28, 31Masudul Alam Choudhury and Mohammad Ziaul Hodire Advanced Exposition of
Islamic Economics and Finaneel 25 (Edwin Mellen Pr 2004). 5758, 8588; Ginena

190 Accounting, Auditing, and Governance Standards as at December g0935;! [ WI y I KA S WLaf | Y]
LY 1lAY3Z /2y0SLIGET tNXrOGAOS yR CdzidzNBQ wmdpp® al yl Y Y

191This would include, among other, theaognition of theSharia'd 2 F NRQ& AYRSLISYRSYOS Ay Y
own decisions, and abstaining from influencing any of its resolutions. See Section Il $ffiahiah

Governance FrameworKor Islamic Financial Institutions BNM/RH/GL_012ABo see Malaysia

International Islamic Financial Centre (MIFShariah Governance Framework for Islamic Financial

Institutions BNM/RH/GL_012_3
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specific statutory provisions and guidelines. This is illustrated by section IV of the
Shariah Governance Framework for Islamic Financia | I nsti tuwsGFp0851&)0,11
which places equal responsibilities for Sharia’ compliance assurance on both the Sharia’
board and the BOD. I n other words, it require
possess a reasonable understanding of the principles of Sharia' law and its application
in Islamic banking!®2. In the IFSA 2013, the CEO and senior officers of the IFI are also
hel d account a lshaga conmpliance dssurancé&®. interestingly, the failure
to ensure Sharia' compliance will, upon conviction, render these corporate officials
subject to imprisonment for a term not exceeding 8 years or to a fine not exceeding 25
million Malaysian Ringgit (approximately US$ 5.8 million) or to both%. Thus, these
statutory provisions re-emphasise the notion of Sharia' compliance assurance as a
collective accountability of all the corporate organs of the IFI such as the CEO, BOD,
Sharia' board, and the employees. Further, it stresses the fact that the law does not treat
the Sharia' board member any differently than the director when it comes to the
performance of their respective duties, even if their category of duties differs from one
another, i.e. the responsibility to assure the IFI6 Sharia' compliance for the Sharia' board
member, and the overall compliance for the directors. Both sets of board member must

exercise the same level of care and due diligence to the IFI.

As the BOD often requires the advice of the Sharia' board, especially in relation to Sharia'
compliance matters, a concern arises as to the appropriate recourse of action in the
event of differences of opinions between the two check-and-balance corporate organs.
This is a critical issue and some countries such as Malaysia have already introduced
statutory provisions that hold the Sharia' board accountable for the occurrence of Sharia'
non-compliance events. Since the BOD remains the ultimate decision-making authority

fort he | FI1 6s g e ne " therehislasconcem siout the légal anplication of

192 Shariah Governance Framework for Islamic Financial InstistBNM/RH/GL_012, . 1718. Also

seeFit and Proper Criteria BNM/RH/GL €8,8p. 1;Ahcene Lahsasn&hariah Aspects iBusiness and
Finance(published in Kuala Lumpur, The International Centre for Education in Islamic Finance (INCEIF)
2010)

193 Section 29 (3) ofslamic Financial Services Act 2013 (Act.7B®)wever, it must be noted that the

Malaysian IFSA 2013 is the first legislation of its kind that expressly impose liability Shattzboard,

BOD, CEO and relevant officers $traria'non-compliance events. Sendrew Jones and Sandy Hendry,

Wal flFre@aAal [S3ratliaSa WFHAET F2N {InsdraNde DokrngBab Piddgol NB h @S
23 August 2013) <http://www.insurancejournal.com/news/international/2013/08/23/302671.htm>

accessed 16 September 2017

194 Section 28 and 29 dlamic Financial Services Act 2013 (Act 759)
195 Casperp. 9;Archer and Hussajip. 28, 31.
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aShariaA’deci si on 0al t evhichd éonshbers nbthoee eBv@amring the best
interest of the IFI. In such a situation, will the law consider that the Sharia' board has
discharged its obligations satisfactorily or will the Sharia' board remain liable for the

occurrence of any Sharia' non-compliance event as a result of an alteration by the BOD?

Additionally, since the primary responsibility for ensuring the maximisation of
sharehol der sd v al ueandraenamber ofvits debisioris hmay iIrydv®
contentious Sharia' compliance issues such as the status of investment in FOREX, stock
exchange, and Sukuk, it is arguable that the differences in the VMOs between the BOD
and the ShariA' boar d can t hr e atilgyras a Shaia'-¢compliantsbankimge d i b
institution. For this reason, the IFSB-10 has recommended that IFIs have in place an
appropriate and transparent guideline for resolving any differences between the BOD

and the Sharia' board®®®.

Comparatively, the processes are more straight-forward in countries that have adopted
a centralised Islamic corporate governance approach due to the presence of a national
Sharia' board, which often serves as the final authority in resolving any disputes between
t he | FI1 0 stsSRAdatidboareh Hor instance, in Pakistan and Nigeria, the BOD and
the Sharia' board can present their disputes and arguments before the national Sharia’
board, which will ultimately issue a final decision of the case!®’. Similarly, Malaysia has
taken a proactive approach in mitigating this internal dispute by recommending the IFI
to consider appointing at least one Sharia' board member on the BOD to serve as a
6bridged bet ween t h#¥. Sineeahe deuision ofrthe Sharia'cbbagda n s
binds the BOD in Malaysia, the appointment of a Sharia’ board member as a director on
the BOD can serve as a strategic initiative fostering a greater understanding and

appreciation of the Sharia' decisions made by the Sharia' board!®®. Nonetheless, as the

1% Guiding Principles on Shari'a Governance Systemmétitutions Offering Islamic Financial Services
(IFSBLO), p. 15. Also se¢lawkamah Institute for Corporate Governand#licy Brief on Corporate
Governance for Islamic Banks andaficial Institutions in the Middle East and North Africa Re(20r 1)

p. 8.

197 Shari'dn Governance Framework for Islamic Banking Institutions, April,2018t Also se&uidelines
on Shariah Governance for Ndmterest Financial Institutions in Nige, p. 9.

198 Principle 2, section Il ofShariah Governance Framework for Islamic Financial Institutions
BNM/RH/GL_012_%. 10. Also seBoualhj p. 23.

99 shariah Governance Framework for Islamic Financial Institutions BNM/RH/GL, p1203Also see

l KOSYS [l Kalayls W{KINAIK D2@SRYyNyQ&adz6a i KERLAKI ¥VAOSY
International Conference on Business and Economic Research Proceeding, Kue@ihdlédh 2014)

p. 706.
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dispute resolution processes may differ from one jurisdiction to another and also depend
on the adopted Islamic corporate governance framework of each country, the conflict of
opinions between the BOD and the Sharia' board presents another crucial area that

could benefit from better clarification from the relevant authorities.

3.2.3 Modus Operandi of Islamic Corporate Governance in IFls

In the last 15 years, the IFSB had developed three Guiding Principles to assist in
strengthening the corporate governance structures and processes of the IFls and
promoting soundness and stability to the global Islamic banking industry?®. However, it
is also important to remember t h at t hlesltaamim & or por at e

operational processes have not been properly defined in any of the existing IFSB
standards. Since Islamic corporate governance from the Islamic banking context refers
to the way an IFl is directed, governed and controlled, it is crucial to understand how the
system functions within an | FIl &s operat
reference will be made to the IFSB-10, which presents a comprehensive and practical
depiction of the common procedures that take place in the Islamic corporate governance

system of the IFIs (see Figure 8).

Figure 8: Key Processes in Islamic Corporate Governance®*

200These include the Guiding Principles on Corporate Governance for Instit@ftargng Only Islamic
Financial &rvices (Excluding Islamic Insuran€akafu) Institutions and Islamic Mutual Funds) (IF3B
Guiding Principles on Governance for Islamic Collective Investment Scheme$)(IBS8& Guiding

Principles on Governance fdakaful(Islamic Insurance) Undertakings (IFE3BSee&Guiding Principles on

Shari'a GovernamcSystems for Institutions Offering Islamic Financial Servicesi{(j3B 1.

201 Modified. Seebid, p. 24.
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