Chapter 27

Shari’a governance
27.1 Introduction
The recent financial crisis that affected many countries
has prompted a call for revision and review of current
financial practices. Among the reforms called for were
improved corporate governance, disclosure, transparency, regulatory supervision and risk management.
These developments have, to a certain extent, triggered
market participants to examine the loopholes and the
areas that need improvement in the Islamic finance industry. One of the areas that standard-setting bodies
and regulators have identified as needing improvement
is the Shari’a governance aspect of Islamic finance. Obviously, Islamic finance is subject to a variety of regulatory
standards as well as standards of prudence and corporate governance issued by a number of different bodies.
However, Shari’a matters are unique to Islamic finance;
they have no role in conventional finance. Since the inception of Islamic finance, Shari’a matters have been the
concern of the Shari’a authorities within the industry.
These include the Shari’a department of any particular financial institution, Shari’a scholars and the National
Shari’a Advisory Council in the jurisdictions that have
one, such as Malaysia, Pakistan and Sudan. The time has
come for a solid framework to be put in place for Shari’a
governance, because the Shari’a is considered the core
element of Islamic finance, without which the whole
industry will be in danger. The integrity of any Islamic
financial product greatly depends on its compliance with
the requirements of the Shari’a, and any deficiency in
this aspect will surely affect the market and stakeholder
confidence. This chapter will highlight the importance of
Shari’a governance and look at the challenges to providing a robust Shari’a governance framework as well as
possible solutions.

27.2 Shari’a governance

Shari’a governance can be defined as the process and
mechanism that will ensure that an IFI not only complies with the Shari’a in its operation and offerings, but
that it also achieves the objectives of the Shari’a.1 The
governance process Shari’a, includes the processes and
mechanisms in the following areas:
27.2.1 Shari’a advisors
This includes the qualifications for appointment as a
Shari’a advisor, the duties and roles of Shari’a advisors,
their mandate, conflicts of interest, independence, transparency, etc.
27.2.2 Financial institutions offering Islamic financial products
This includes their duties and roles, relationship with the
scholars, obligations regarding Shari’a decisions, implementation, management of Shari’a matters, etc.
27.2.3 Shari’a governance framework
Shari’a governance involves the setting up of a clear and
comprehensive framework of governance to regulate
the current Islamic finance industry and its future development. Shari’a advisory Shari’a or supervision over IFIs
is not regulated in some jurisdictions (Wilson, 2009).2
Thus, a clear and comprehensive framework of Shari’a
governance is lacking, which raises concerns about the
effectiveness of the supervision performed by the Shari’a
advisors in those countries. Effective governance of the
industry would require defining the main actors, namely
the Shari’a advisors, their responsibilities and the roles
they need to undertake for the well-being of the whole
Islamic finance sector. From a regulatory perspective,
there has been a focus upon four elements that need to
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be ingrained in the scholars for a comprehensive Shari’a
governance system to be established. They are: competence, independence, confidentiality and consistency.
Shari’a advisors must be experts in Shari’a, especially in
fiqh mu’amalat (laws of transactions), and should also
possess an adequate understanding of finance, both
conventional and Islamic. In order to ensure high-quality
Shari’a decisions, Shari’a advisors should also possess
deep understanding of Maqasid al-Shari’a, have the ability to conduct research and derive legal rulings, have sufficient understanding of various Shari’a issues in Islamic
finance and possess good personal qualities such as
boldness, trustworthiness and dynamism. As for the duties of Shari’a advisors, they should include involvement
in designing the framework for the establishment of IFIs,
giving advice to existing IFIs on matters pertaining to
Shari’a issues, monitoring the activities and procedures
of such institutions, developing products and underlying
contracts, acting as the reference for Shari’a matters for
an IFI specifically and for the Islamic finance industry in
general, providing training and awareness programmes
for the staff of the IFI, supervising the Islamic finance
industry, and representing the Islamic finance institution
in forums on Islamic finance designed to exchange ideas
and share experiences (Daud, 1996).3
However, Shari’a advisors are mostly known for their
involvement in approval of products. Nevertheless, it
should be realized they are not kowtowers who will endorse whatever that comes to them. Endorsement has
to be done after full investigation and satisfaction that a
product is in line with Shari’a requirements. Therefore,
it is very important that they are involved in the whole
process of product development as illustrated in figure 1.
In executing those roles, Shari’a advisors must observe
the following:
a. ensure that product development uses the acceptable
principles of the Shari’a;
b. ensure that the decisions of the Shari’a boards are
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understood by the practitioners;
c. scrutinize the documents related to products and
transactions, as negligence will result in non-compliance
and negative legal consequences;
d. possess full knowledge of the purpose of the products and how they are applied;
e. assess the economic implications of the product for
the Ummah;
f. strengthen the governance of Islamic financial institutions and embed Islamic values in the financial institutions’ business operations and governance.
These considerations are really important as they enhance the role of the Shari’a advisor in order for effective Shari’a governance and supervision to take place.
In relation to this matter, the efforts of a number of
institutions to provide comprehensive Shari’a governance should be commended and followed. They include
various fatwas and standards on Shari’a governance and
auditing issued by AAOIFI, and guiding principles on
Shari’a governance issued by IFSB and by certain regulators such as Bank Negara Malaysia, who have outlined
a ‘Shari’a Governance Framework for Islamic Financial
Institutions’ (Bank Negara, 2010).4
Another factor that can help enhance the Shari’a advisors’ effectiveness is for the management and shareholders of the IFI to commit themselves to the independence of their Shari’a advisory board and to following its
guidance and recommendations on best practices from
a Shari’a perspective.
Moreover, the institution should assist in the establishment of a Shari’a department or secretariat within the
institution to, amongst other things, assist the Shari’a
board. The secretariat will render great help to the
Shari’a board by providing resources, collecting fatwas
and the IFI’s reports, conducting research, assisting in
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Figure 1: Product development process
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the product development process and in conducting internal reviews or audits or any other assistance required
by the Shari’a board.
Although Shari’a governance is mainly the task of the
Shari’a advisors, the IFI’s management and shareholders
need to cooperate with the scholars in order to ensure
the effectiveness of that framework. Several jurisdictions
such as Malaysia have listed various roles and responsibilities of IFIs towards the Shari’a board. Additionally,
laws friendly to the Shari’a and to Islamic finance are also
significant for facilitating Shari’a governance (Djojosugito,
2008).5

27.3 The importance of
Shari’a governance
Governance in all its forms is important as it ensures that
an institution is always on track, capable of reaching its
objectives, and following its own standard procedures as
well as best practices. Governance guards the venture
from malpractice, controversies and adverse impact on
its stakeholders. It will preserve confidence in the system; without it, confidence in the system will diminish,
leading to a systemic run on the institutions and, in the
end, the collapse of the system.
More importantly, Shari’a governance based on divine
guidance is expected to have a greater impact on the
operations of the institutions. Therefore, the roles of
Shari’a advisors are not confined to ensuring that the
products and services are Shari’a-compliant; rather, they
should also ensure that the operations of the institution
and the overall Islamic finance system are truly Islamic
in spirit and that they move towards fulfilling the objectives of the Shari’a. In addition, the existence of Shari’a
governance will make the institution more responsible,
accountable and transparent. This is because the ultimate principle in Shari’a governance is responsibility to
Almighty Allah, who observes the conduct of all human
beings, whether open or hidden. Therefore, any malpractice or breach of trust by a Shari’a advisor or the
management of an Islamic finance institution is considered a sin, its magnitude increasing with the magnitude
of its adverse impact on the Ummah.

Therefore, effective and comprehensive Shari’a governance is very important and will be the determining factor in the uniqueness of Islamic finance and its offerings.
Without it, Islamic finance will not be any different from
conventional finance.

27.4 Challenges
to effective Shari’a
governance
At present, it is difficult to say that Shari’a governance
has been effectively applied. Several events and signs
observed in the industry indicate that improvement is
necessary. For instance, sukuk defaults have raised anew
several unsettled Shari’a issues and highlighted uncertainty over investors’ interests (Saleem, 2010).6 In addition, several legal actions against IFIs have raised some
questions over the fairness of the contracts used by Islamic finance institutions. Differences of interpretation
of the Shari’a have also raised concerns in the industry about the impending Shari’a-risk impact for institutions offering Islamic financial products. In fact, there is
no uniform mechanism used for Shari’a governance. At
present, different models of Shari’a advisory services are
applied as illustrated in figure 2.
It has been highlighted in many venues that Shari’a advisory needs to be improved and Shari’a advisors need
to be better equipped. Some points of discontent with
Shari’a advisory are lack of focus, adequate numbers,
knowledge, experience, exposure and training. There is
still a gap of knowledge between Shari’a advisors and
industry practitioners; only a few scholars are finance
savvy, and only a few practitioners are Shari’a savvy, although commendable efforts are being made to remedy
this state of affairs with the growth of many educational
and training organizations specializing in Islamic finance.
Another problem is the lack of a specific institution or
method for ensuring that the qualifications of Shari’a advisors are maintained or enhanced. This matter is crucial
in order to ensure the validity and integrity of decisions
made by Shari’a advisors.
Moreover, there is an abundance of fatwas available in
the market. Although every qualified scholar can make
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ijtihad, how can it be ensured that the proper discipline
is observed, that sufficient contemplation occurs, and
that there is strong justification for every word said? As
Islamic finance moves towards further growth and expansion, it requires some degree of certainty, especially
with its Shari’a governance system, so that public confidence is well preserved.

central bank whilst in the UAE and Brunei, it is attached
to governmental departments. The DFSA acts as the
NSAC for the DIFC but it is not an independent Shari’a
body.

Other factors that remain as challenges to effective
Shari’a governance are closely related to the lFIs themselves and to the existing systems in any given country.
In developing products, the Shari’a advisory has to balance and harmonize the requirements of the Shari’a and
the regulatory environment, including legal, accounting,
and tax requirements. Certain jurisdictions are not
friendly to Islamic finance in particular or the Shari’a in
general. On top of that, Shari’a advisors must take into
consideration the financial viability of prospective products. Moreover, major challenges can come from the
upper management of Shari’a institutions themselves,
who sometimes fail to understand and appreciate
unique features of Islamic finance and Shari’a requirements. It is also challenging for Shari’a advisors to make
decisions for institutions that do not provide assistance
to their Shari’a boards and do not disclose material information. It is also difficult for them to work in institutions that focus on monetary objectives to the neglect
of Shari’a objectives.

- The names and qualifications of the members

27.5 Shari’a governance
in select jurisdictions
A lot of progress has been made in strengthening Shari’a
governance frameworks. Regulations and guidelines in
secular jurisdictions ensure that there is a form of monitoring and supervision. Certain countries have a more
robust framework addressing the governance issues
that could arise. There are three in particular which
need consideration:
1) The presence of a National Shari’a Advisory Council
2) Fit and Proper criteria of scholars
3) Conflict of interest rules
Different jurisdictions have varying approaches to the
aforementioned points. A review is therefore in order
to see how certain countries have addressed Shari’a
governance.
National Shari’a Advisory Council (NSAC)
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The size of the NSAC differs between nations with Pakistan having five members (as of 2007) whilst Malaysia has 11 (as of 2008). With the exception of Brunei,
the Islamic legal school of thought that the scholars are
expected to follow is not stated. Provisions in Brunei
statute require that indigenous scholars on the board
be versed in the Shafi school whereas foreign scholars
can be of a different school. Moreover, not all the members are required to be Muslim. Brunei legislation also
contains procedural information regarding the meetings
including quorum and voting rights.
In Malaysia and Pakistan, the NSAC is attached to the

Shari’a boards of IFIs are expected to report to the
NSAC on a range of issues. These include

- Appointment and dismissal of members
- Disputes on Shari’a related issues
- Transactional documentations for approval on Shari’acompliance
Reciprocally, the NSAC will offer guidance and provide
fatwas on products, which is binding. BNM is widely
recognised as having one of the more advanced Shari’a
governance frameworks and was one of the first jurisdictions to have a formal Central Bank Shari’a board.
Recent updates to the Shari’a guidelines with regards to
the fit & proper criteria of the Shari’a board has changed
as was mentioned earlier. Shari’a board members are
now required to posses at least a bachelors degree in
Shari’a with exposure to Usul Fiqh and Fiqh Muamalat.
Furthermore the new guidelines aim to improve the
whole Shari’a governance process by making it necessary for each bank to establish three functions to enhance the Shari’a governance framework, which are a
Shari’a risk management control function (for identifying
all areas in which there is a possibility of non¬ Shari’acompliance), Shari’a review function and a Shari’a audit
function.
In contrast to AAOFI guidelines and its own previous
guidelines, the new BNM framework has made it mandatory for there to be at least 5 Shari’a members per
board. The guideline also recommends at least one
Shari’a board member to sit on the BOD to act as a
bridge between the two entities.
The UK and Singapore do not have NSACs; therefore reliance is placed on the IFI board to offer the
necessary guidance. However, both these nations suffer more acutely the problem of not having active recourse to scholars.
Having a central Shari’a board is beneficial as it means
the existence of an ultimate Shari’a authority within a
particular jurisdiction which has the right for final approval of new products and services offered by Islamic
financial institutions. According to a Mckinsey7 report
other benefits of having a centralised Shari’a board is
that it provides certainty offering a minimum level of
Shari’a-compliance required by legislation, which individual boards are required to follow. SSBs of different IFIs
can offer contradictory fatwas, which reduces certainty
in the practice of Islamic finance and can add a layer of
confusion as to the merits and authenticity of Islamic
finance. Furthermore as Shari’a expertise is no doubt
limited, the setting up of a centralised Shari’a board enables all players to benefit from top calibre scholars who
sit on the board and may reduce the burden on individual Shari’a boards as they can look to the centralised
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board for guidance. It is noteworthy that in pre-modern
Islamic courts, judges would have recourse to high-level
scholars to assist them with rulings on particular cases.

governance structure, reporting line, fee structure and
terms and conditions of the contracts of Shari’a scholars
in order to decide the position of Shari’a scholars.

On the other hand, having a centralised Shari’a board
limits the number of opinions which may affect innovation. With a centralised board, there is a real possibility
that scholars will offer a particular point of view at the
expense of others. The parameters of Islamic finance
will therefore be defined by a parochial perspective and
not have the democratic quality that is currently evident.
Some bankers and lawyers have criticised8 AAOIFI proposals to set up government level Shari’a supervisory
boards to oversee Sukuk sales, as they feel it will increase bureaucracy within the industry.

The majority of Shari’a scholars do not have a proficient
knowledge of conventional finance, which makes it difficult for them to effectively analyse and subsequently issue comprehensive fatwas. Initiatives such as the Islamic
Finance Councils (IFC) Scholar development program
are very important in ensuring that the industry has a
future supply of adequately versed Shari’a scholars who
are competent in both Shari’a and conventional finance.
UK, Bahrain and Malaysia have recognised the importance of the program as it facilitates the connection between financial practitioners and academics with Shari’a
scholars and grants the latter a deeper insight into
the finer, technical details of the conventional financial
products and systems. Scholars have been particularly
interested in how Islamic products can be structured
to produce a competitive return without contravening
Shari’a tenets.

Fit and Proper Criteria
Pakistan has a detailed set of criteria for Shari’a Advisors.
Educational qualifications and experience are specific and
require referential points (such as degrees from recognised universities or madrasas) Former BNM Guidelines
in Malaysia required a qualification or the required level
of understanding or knowledge, which may not have
been necessarily confirmed by a formal academic institution. However recent Shari’a Guidelines9 have shown
that now BNM requires that a Shari’a Advisor has at
least a Bachelors Degree in Shari’a Law. In Pakistan, an
advisor is required to have 4 to 5 years experience of
issuing religious rulings, though this may be relaxed.
Members are expected to be honest, with integrity and
have a good reputation, without criminal offences. Pakistan has added Financial and Solvency integrity to the
criteria, whereas Malaysia has been more implicit. Malaysian rules opine that members should not have been
involved in financial malfeasance or be in default for payments owed. The Bank Negara can disqualify members
if it is found that members have been declared bankrupt.
The DIFC require IFIs to keep documentation on:
• Factors taken to decide competency
• Qualifications and experience of the Shari’a board
members
• Basis on which the IFI has deemed member suitable
for the Shari’a board
Within the DIFC, the onus is upon the IFI to define
what they expect from potential members of the Shari’a
board.
In the UK, there are still regulatory concerns as to the
role of Shari’a scholars. Regulation will differ dependent
on whether Shari’a scholars are Directors or Advisors.
If it the former, then they would have to follow FSA’s
Fit and Proper criteria which includes competency and
capability. The FSA believe that most Shari’a scholars
would not meet this criterion as they would not have
relevant experience.
If the Shari’a scholar is considered an Advisor, then the
IFI has to show that the scholar does not interfere in IFI
management. According to the FSA, the IFIs have managed to show this (as of 2007). The FSA will look at

Conflict of interest rules
Pakistan’s legislation is strict. A Shari’a advisor is not
allowed to work within a Shari’a board of another IFI
and cannot hold an executive or non executive role. A
Shari’a Advisor should neither have any substantial interest (5% or above) in the business of or be an employee
of a: (a) Exchange Company (b) Member of Stock Exchange, and (c) Corporate Brokerage House.
However, these rules are only for Shari’a advisors. If a
bank is to constitute a board, members can be part of
boards of different IFIs. The Shari’a board of Meezan
Bank and Bank Islamic Pakistan have the same scholar
on both boards. Moreover, a member of the Central
Shari’a board can be member of an IFI board. This is not
permitted in Malaysia.
In Malaysia, a Shari’a scholar cannot sit on the various
boards of IFIs within the same industry. Therefore, he
or she can be on the board of a retail bank and also on
the board of a Takaful institution. In the DIFC, the only
requirement is that Shari’a scholars s are not a Directors or Controllers of the IFI. However, details of other
boards the scholar is part of or has been part of needs
to be provided. Any conflict of interest has to be conveyed to the governing body of the IFI. If they are unable
to handle the conflict, the member has to be dismissed
and/or replaced.
The FSA have stated that if Shari’a board members are
considered as being Directors, then it is more likely they
will be considered as Executive Directors due to their
active participation in IFI business. If this is the case, then
sitting on different boards will create significant conflict
of interests which would be contrary to the rules and
regulation of the FSA.
At this juncture, it is convenient to look at the recent
Funds@Work/Zawya study on Shari’a scholars. One of
the key findings was that in an industry with over 300
scholars, there are 20 highly sought of scholars who
sit on 54% of the Shari’a boards. In the top 20, many
are sitting on up to and over 30 SSBs. This is largely
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due to their expertise, credibility and shortage of qualified and experienced Islamic finance scholars within the
industry. Critics, contrarily, argue that this is creating a
cartel like market and reducing opportunities, decreasing both efficiency and the potential for innovation and
growth. Not only is there scope for conflicts of interest
but more worryingly a derogation of duties. There will
be increased pressure on scholars to report on time,
which leads to inefficiency due to superficial reading of
the documents or outsourcing to individuals or institutions without the requisite experience. The report also
revealed that there is a probability of 80% for two of
the leading top ten scholars sitting on the same board.
Problems of collusion leading to a conflict of interest
may arise though this is more a presumption as there is
no evidence that this has occurred. Another concern is
once again the reliance on only a small group of scholars
thereby reducing the opportunities for new scholars to
develop experience and knowledge.
Looking at the codes of conduct of lawyers or accountants, there are strict and stringent rules in place in order
to reduce the potential of conflict of interest. The Islamic
finance industry cannot ignore best practices adopted by
the conventional finance industry as these have been developed from years of experience. As a nascent industry,
it has to learn from mistakes of the conventional financial
industry, and act accordingly. To stimulate change however, impetus should be placed on the leading group
scholars to devise a systematic method of introducing
a critical mass of new Shari’a scholars into the industry.
Conflicts of interest can be reduced thereby improving
the integrity of the industry. It allows the transfer skills
and knowledge from a talented cabal of scholars to a
wider group of up and coming scholars, and provides
opportunities for them to get into the industry.

27.6 Solutions
Various initiatives have been executed to address these
challenges; for example, various educational institutions
are offering Islamic finance courses. In addition, universi-

ties specialized in Islamic finance are being started to
prepare a new generation of Shari’a advisors and to
equip them with the necessary knowledge and exposure. Also, existing Shari’a experts from academia are
being invited to join Shari’a boards of IFIs, which are
providing them with training and exposure. As a matter of fact, some regulators have required institutions
to provide continuous professional development programmes to Shari’a board members. Such initiatives will
address the problem of the shortage and competence
of Shari’a advisors. The fruits of these efforts will be
seen with the passing of time.
Apart from the existing efforts, it is proposed that a
professional body or organisation for Shari’a advisors be
initiated to oversee their practices and conduct, for they
are part of a profession that requires public trust as well
the highest levels of integrity and competence. Such a
body would regulate the Shari’a advisory industry, organize and ensure the continuous professional development (CPD) programme for Shari’a advisors, establish
an acceptable qualification standard for members and
oversee their conduct. It may also be given a mandate
to issue professional certification to Shari’a advisors
that would allow them to practice and to determine
the renewal of that certification by periodic review and
screening, to ensure that the Shari’a advisor is competent and at all times exercises the best professional,
educational and ethical conduct. The features of the
proposed organisation can be seen in figure 3.
Challenges involving the existing system in a given country will require serious attention and commitment by
the government and regulators to prepare a supportive
environment for the advancement of Islamic finance.
As for challenges posed by IFIs, greater participation of
Shari’a advisors and regulators is required in order to
influence them to change their stand and current practices. For instance, Shari’a advisors will need to propagate the importance of Shari’a governance and the institution’s participation in ensuring its performance. This
will include explaining to the institutions the added value
that they will posses and the benefit that they will be

Governance
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and Regulators

Purpose
• Ensure Highest Quality, Integrity,
Professionalism and Competence of
Shari’a Advisors’ Services

Fund
• Operating on Waqf Fund
• Contribution from members of IFIS

beneficiary
• Islamic Finance Stakeholders

In Addition: It can be...
• Licensre for Shari´a Advisor Practices
• Perform Periodic Screening for License Renewal

ROLES
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• Acceptable Qualification
• Code of Conduct or Practice
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• Ensuring standard
• Continuous Professional Development Programme
(CPD) for Shari´a Advisors

Figure 3: Features of Association for Shari’a advisors
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able to give to the society.

unit who required guidance

As for regulators, the commendable efforts of IFSB and
BNM need to be followed. They have issued lists of
actions that IFIs must take in order to ensure effective
Shari’a governance. For instance, in the ‘Guiding Principles
on Shari’a Governance Systems for Institutions Offering
Islamic Financial Services,’ issued by IFSB (2009)10, The
IFSB have defined a Shari’a Governance system as ‘A set
of institutional and organisational arrangements through
which an IIFS (Institutions offering Islamic Finance Services) ensure that there is effective independent oversight
over each of the following structures and processes:

4. The business unit offers the products onto the market

(a) Issuance of Shari’a resolutions that govern the whole
of its operation;

The IFSB recognise that any rigid rule based approach
to Shari’a governance may act as a hindrance. The rules
are to complement other standards by IFSB11 and regulatory policies of different jurisdictions. There is no one
size that fits all but the system should be commensurate
with the size and nature of the business.

(b) Dissemination of Shari’a resolutions to operative
personnel who monitor day to day compliance;
(c) An internal Shari’a review unit which verifies Shari’acompliance;
(d) An annual Shari’a review ensuring that the internal
review has been appropriately carried out.
The IFSB envisages the Shari’a governance system to
work in the following way:

2
Internal Shari’acompliance Unit
(ISCU)
5

6

1

3

IFI Business
Unit
4

Internal Shari’a
Review /Audit
Unit

6. In the event of non compliance, the internal Shari’a
unit will recommend management to address and rectify issues of non compliance.

Underscoring this structure, it has outlined the following
principles:
Principle 1.2 declares that the Islamic finance institution has to ensure that its Shari’a board shall have clear
terms of reference regarding its mandate and responsibility, well-defined operating procedures and lines of
reporting, and good professional ethics and conduct.
Principle 2.1 requires that those overseeing the Shari’a
governance system shall be at all times qualified, competent and possess good character to perform their respective roles. They shall include the dedicated officers
or departments assigned to assist the Shari’a board and
its members in their functions.

Shari’a Board

Management

5. Shari’a audits will be undertaken by an internal Shari’a
review unit, as part of the IFI’s compliance team. The
unit will review the products and services and see if they
adhered to the opinions of the Shari’a board. The unit
reports to the Shari’a board.

Product or
Service

1. A business unit in the IFI will provide the Shari’a board
with documentation upon the technical structure of the
product or service they wish to offer
2. The Shari’a resolution will be determined by deliberation between members of the Shari’a board who may
advice on amendments in order to make the product
Shari’a-compliant. The Shari’a board provides the ISCU
or a Shari’a advisor with its pronouncement. The ISCU
monitor day to day compliance and should be independent and separate from the IFI’s departments and
business units.
3. The ISCU disseminates the resolution to the business

Principle 2.2 directs IFIs to facilitate continuous professional development for the Shari’a board and its officers,
whilst Principle 2.3 mandates institutions to assess the
performance of the Shari’a board, its contributions and
commitment. These principles touch on the element of
competence of the Shari’a board and its officers and
how it can be attained and enhanced. Implementation
of these recommendations is very important, and it is
the responsibility of the Shari’a board to ensure that
they are competent and worthy of the trust and responsibility bestowed upon them.
Principle 3.1 reminds the Shari’a board to be free from
conflict-of-interest issues and that they must at all times
be capable of exercising independent and objective
judgment.
Principle 3.2 requires the IFI to provide complete, sufficient and timely information and resources to the
Shari’a board. That shall include access to legal, accounting, financial or other relevant advice to assist in the
execution of their duties. Para 51 asserts that the Shari’a
board shall have access to all relevant data on the institution, even if it is confidential.
Apart from the above, there remains the challenge of
harmonization and standardization of different legal
interpretations of the Shari’a (Hassan, 2010).12 The issuance of various standards and parameters by stand-
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ard-setting bodies such as AAOIFI and by relevant authorities as well as the development of various standard
documents by different parties has contributed towards
its resolution. Since standardization takes a long time
to materialize, the focus should be on harmonization.
In this respect, it would be helpful for various Shari’a
boards to disseminate their Shari’a resolutions together
with their justifications, as that would promote mutual
respect.

27.7 The way forward
There are several pressing issues that need to be understood by the parties involved in Islamic finance in order
to maintain the high quality of Shari’a governance in the
near future. These issues include:
27.7.1 Shari’a legal rulings (fatwas)
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Recent events and dialogue in the industry indicate misunderstanding or lack of understanding of the nature of
fatwas. Shari’a legal rulings (fatwas) are a result of scholars’ best efforts to derive the ruling of Allah for certain
issues after necessary investigations. There are certain
features of fatwas that must be understood. Traditionally, a fatwa is not binding unless it is declared part of
the existing law by the relevant authority. However, to
assure Shari’a-compliance, Shari’a governance and the
Islamic finance framework or law may prescribe that
resolutions issued by Shari’a boards are legally binding
upon the IFIs.13 A fatwa issued may be reviewed if it is
found that the circumstances in which it was issued or
the market conditions have changed (Al Zuhaily, n.d).14
This is in line with the principle of the Shari’a that rulings can change with changes of time and circumstances
(Al Zarqa, 1993).15 In addition, a certain fatwa might be
issued for a specific situation, and it will cease to be in
force when the circumstance no longer exists. Such a
policy is necessary, as the legal opinion of a jurist must
always take into account the changes that happen in the
market. Nevertheless, a fatwa’s effect can only be prospective, not retrospective. Careful procedures should
be applied for reversal of a fatwa so that adverse effects
do not result.
Similarly, differences of interpretation in issuing fatwa
are not strange in the tradition of Islamic legal thought;
rather, this has been a common phenomenon throughout Islamic legal history and is known as ikhtilaf al fuqaha’
(differences of opinion among jurists) (Al Zuhaily, n.d).16
This is because fatwa is affected by differing perceptions
of scholars toward certain legal principles and their applications on the ground. It is also influenced by the detailed evidence they had knowledge of. Notwithstanding
that, diversity of opinion among scholars has always being considered as a blessing because it enriches Islamic
law and provides various perspectives and solutions for
various issues. Therefore, diversity of opinion should not
be considered a vice but a strength that Islamic finance
can leverage on for wider applications and acceptance.
27.7.2 Fatwa issuance approach
It is vital for Shari’a advisors to apply moderation (alwasatiyyah) in resolving and arriving at Shari’a decisions

on issues related to Islamic finance. This means that the
scholars shall investigate the issues and arrive at a decision without compromising the fundamentals of the
Shari’a.17 As for the interpretations, they might vary
from one situation to another, depending on the circumstances and prevalent practices, as well as the needs
of the industry and the society as a whole. Imam al-Shatibi (1997) emphasized the importance of moderation,
when he said, “A virtuous mufti is the one who provides
moderate and practical solutions for the public and does
not burden them with unnecessary burdens (al-shiddah)
and will not also be inclined towards excessive flexibility
(to the point of compromising Shari’a principles)”.18
Apart from this, it is pertinent that fatwas be issued
based on adequate and reasonable justifications. Therefore, it is important that sufficient research be conducted prior to a resolution on an issue by a Shari’a board.
Only then can it be composed. That is so all the Shari’a
decisions or resolutions are made with due diligence
and with utmost good faith.
27.7.3 Legal documentation
Recent developments in Islamic finance and laws have
highlighted the need for clarity in Islamic finance legal
documents, standard contracts and in the terminology
of Islamic finance.
It is feared that transactions and products developed on
sound Shari’a principles are not clearly manifested in the
contracts and may give rise to different interpretations
or be vulnerable to challenge in court. Thus, the clarity
of Islamic finance legal documents is very pertinent so
as to ensure that they do not cause disputes between
the parties and that the terms and conditions of the
contract will be honored. In addition, that will assist
judges in understanding the transactions and providing
just resolution to the parties.
Another method to resolve such risk is development
of standard contracts. Standard contracts and terminologies are also regarded as crucial in the industry as
they will boost understanding and uniformity in Islamic
finance practices and increase the speed of Islamic offerings as well as avoid disputes between parties. Some
parties such as the IIFM and the Association of Islamic
Banking Institutions of Malaysia (AIBIM) are currently
working towards producing standardized documents.19
27.7.4 Alternative Dispute Resolution (ADR) in
Islamic finance
The application of Alternative Dispute Resolution
(ADR) methods to Islamic finance is another pertinent
tool for addressing the ever increasing disputes related
to Islamic finance. Moreover, Shari’a advisors and scholars will be engaged as the arbitrators or mediators in
Islamic finance disputes. This completes the value chain
of Shari’a governance. As a matter of fact, on many occasions disputes are brought to the civil courts, whose
judges do not understand the Shari’a, which leads to
different interpretations by the courts or a decision that
an Islamic finance transaction is null and void.
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27.8 Conclusion
Additional aspects that need to be observed so that the
value chain of Shari’a governance is complete include
legal documentation and litigation. Nevertheless, effective Shari’a governance is not solely the responsibility of
Shari’a advisors; rather, all of Islamic finance’s stakeholders must take part in it; everyone must do whatever
they can to ensure its performance. Flaws in Shari’a governance cannot be easily tolerated; they pose a grave
reputational risk and Shari’a risk to the Islamic finance
industry as a whole. Therefore, the existing Shari’a governance practices can still be improved with the participation and contribution of various parties. It is timely
that “Shari’a based” becomes the main consideration or
driver of the industry and not merely “Shari’a-compliance”. It must be realized and seen that Islamic finance
is not just another form of finance; rather, it is a financial
system that operates based on divine guidance that will
provide best services to its clients.
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Chapter 28

Islamic finance:
when things go wrong
28.1 Introduction
In order to put into context the disputes that arise out
of Islamic finance transactions, it is necessary to first
understand the rules and principles that Islamic finance
instruments and transactions are based on.
The basic principle of Islamic finance is the prohibition of investment in interest-based ventures and
businesses that provide goods or services contrary to
Islamic principles, such as tobacco, alcohol, gambling,
and prostitution.
Islamic finance instruments should function in conformity with the principles of Islamic law (Shari’a). Shari’a is
based upon the rules and principles found in its primary sources the (i) Quran and (ii) Hadith (teachings of
the Prophet Muhammad (may peace be upon him)),
and further clarified by secondary sources such as Ijma
(scholarly consensus over the interpretation of the primary sources) and Qiyas (similarities drawn through
analogy between modern day issues and those mentioned in the primary sources). Islamic finance instruments must, therefore, avoid:
• the payment or receipt of interest (riba)
• unconditional reward (some risk must be assumed)
• gharar (excessively tenuous/uncertain transactions);
e.g. sale of an unborn calf, or items not in possession or
not specified, or agreeing to a contract without specifying material terms of the contract
• maisir (speculative transactions); e.g., enrichment without labor (gambling), or possibly, hedge funds
• transactions involving haram (forbidden) goods or
activities; e.g. illegal drugs, alcohol, pork, gambling, etc.
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28.2 Popular Islamic
finance products in the
market
Some of the more popular Islamic finance products in
the market are outlined below.
28.2.1 Musharaka
Musharaka is a partnership between two entities or
persons whereby each contributes assets to a venture. Profits are shared by pre-agreement and generally cannot accord a higher share to the silent partner
than his contribution of assets warrants. Losses must
be shared pro-rata to the share of assets contributed.
One partner may not guarantee the return or the
capital of another.
28.2.2 Murabaha
In murabaha, under current market constructs, the customer identifies goods, which the bank purchases from
the seller at the market price. The bank then sells the
goods to the customer at a mark-up (disclosed to the
customer); the deferred purchase price and mark-up is
paid back by the customer to the bank in instalments
over a period of time.
28.2.3 Mudaraba
Mudaraba is a limited partnership where one partner
(rab al maal) injects capital in a business whilst the other
(mudarib) runs the business. The partners share in the
profits derived from the business, in a pre-determined
manner based on profit not capital, but the mudarib
does not bear any losses, unless he is negligent.
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28.2.4 Ijara
Ijara, meaning “to rent” in Arabic, involves selling the right
to use an asset for an agreed upon lease period, during
which the lessor retains ownership of the underlying asset. This is a common underlying construct employed in
large project and property financing transactions.
28.2.5 Istisna
An istisna is a procurement agreement in which the price
of the purchased goods or property (while agreed at the
outset) may be paid up front, according to a schedule in
instalments, in stages or at completion.
28.2.6 Wakala
Wakala is an Islamic agency agreement, and is jurisprudentially quite malleable to achieve varied commercial
ends. In some cases, the bank, as its customer’s agent,
invests funds in Shari’a-compliant assets for the purpose
of generating returns for its customers.
28.2.7 Sukuk
Sukuk, wrongly called Islamic bonds (an oxymoronic
term), refer to derivative ownership certificates. sukuk
are issued with respect to an underlying asset and various constructs, such as musharaka, ijara or istisna. Holding a sak (the singular of sukuk) represents ownership
in the underlying assets and revenues generated from
such assets.
Most market sukuk are structured so that at the end
of the term, the issuer must either repay the original
amount invested or, if this cannot happen (i.e., the Nakheel potential default), then either the issuer renegotiates with the owners of the trade certificates, or sells
the underlying asset and divides the proceeds amongst
the owners of such certificates in amounts proportionate to their holding. Inevitably, this will result in a loss in
the face value of the holder’s certificates. Naturally, any
guaranteed price redemption feature raises enforceability issues as, at its core, a sak is not meant to be a capital
guaranteed product.

28.3 Shari’a in the United
Arab Emirates (UAE) and
the Kingdom of Saudi
Arabia (KSA)
The law in Saudi Arabia is largely derived from the
Shari’a, and generally based on the Hanbali school of
jurisprudence. In the event that a dispute arises by virtue
of a conflict between the law of the state and the Shari’a,
generally the latter will prevail. The Saudi government
also promulgates, from time to time, rules and regulations in order to conform the laws of the state to the
Shari’a.
In addition to the courts, dispute resolution fora in Saudi
include the Banking Disputes Settlement Committee

of the Saudi Arabian Monetary Agency (“SAMA”), the
Commercial Paper Committee, the Grievances Board,
and special committees formed by the Ministry of Commerce and Industry. SAMA’s Banking Disputes Settlement Committee assumes jurisdiction over disputes of a
banking nature, and the Commercial Paper Committee
assumes jurisdiction over disputes involving promissory
notes. The Grievances Board has jurisdiction over bankruptcy issues, and commercial disputes not related to
banking, and also has exclusive jurisdiction over claims
against the Saudi government. Prior judicial decisions
are not legally binding on courts and other judicial and
quasi-judicial authorities in Saudi, which, coupled by the
fact that Saudi courts do not have a system of publicly
reporting judgments, renders it difficult to conclusively
determine the interpretation and application of the law
by the courts and judicial committees.
It is notable that the SAMA Committee, in informal
conversations, has indicated that it would assert jurisdiction over Islamic finance disputes. This is remarkable
because the SAMA Committee’s traditional jurisdiction
extends to disputes of a banking nature involving banks
and their customers. In its discretion, the SAMA Committee has read its jurisdictional ambit broadly to include
disputes of an Islamic financing nature e.g., disputes that
stem from ijara-based transactions. How the SAMA
Committee actually adjudicates such disputes and the
interpretation of constructs will be very important and
instructive for the industry going forward. As yet, there
is insufficient information to come to any considered
position on this point.
UAE legislation expressly recognizes the Shari’a, and the
UAE Civil Code requires that courts be guided by the
Shari’a in the absence of legislation on point: “If the judge
finds no provision in this Law, he has to pass judgement
according to the Islamic Shari’a.” See UAE Civil Code,
Article 1. The Code also delineates the order in which
the four schools of thought will be referred to by the
UAE courts, and requires that the judge search for “…
the most appropriate solution from the schools of Imam
Malik and Imam Ahmad bin Hanbal, and if none is found
there, then from the schools of Imam al Shafi’ and Imam
Abu Hanifa as most befits.” Moreover, the UAE Civil
Code expressly addresses certain Shari’a-based transactions and legislates on the rules, procedure and remedies relating to such transactions. See e.g., UAE Civil
Code at Articles 568 to 579 (forward sales (istisna)),
Article 582 (sale of unascertained goods (juzaf)), Article 583 (deferred sales), Articles 597 to 601 (sales by
a terminally ill person), and Articles 614 to 653 (gifts
(hiba)). However, whilst the basic structure of UAE legislation incorporates the Shari’a, both expressly and by
reference in the absence of an express law, it is well understood that each jurisdiction has its respective interpretation as to what is or is not Shari’a-compliant. The
dearth of case law does not lend itself to broad conclusions with respect to the UAE courts’ approach to
commercial disputes. In a dispute subject to the UAE’s
jurisdiction, we envision that the UAE courts will strive
to ascertain the intent of the parties and give effect to
substance over form with respect to the transaction under review. Indeed, such is the approach taken by at
least one UAE court as noted below.
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