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ABSTRACT

Shariah governance (SG) refers to a framework designed to ensure that Islamic financial institutions (IFls) adhere to Shariah
principles in their operations and activities. This study examines SG practices in Malaysia, one of the top countries in Islamic
finance governance, and discusses the lessons that can be drawn from them. The analysis focused on SG guidelines implemented
in Malaysia, which provide a structured approach to ensuring Shariah compliance. The key lessons derived from these practices
include the establishment of a comprehensive regulatory framework for Islamic finance governance, the implementation of dual
SG structures, the enhancement of Shariah committee roles, the adoption of internal Shariah control functions, the promotion of
accountable boards and management, and the incorporation of transparent approaches to SG practices. These insights offer
valuable guidance for countries aiming to develop and strengthen their Islamic finance governance frameworks.
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INTRODUCTION

Unlike conventional financial institutions, Islamic financial institutions (IFIs) must operate in accordance with the requirements of
Shariah (Islamic law). Shariah prohibits certain financial practices prevalent in conventional financial institutions, such as riba
(interest), excessive uncertainty, and gambling (Sulub, 2024). IFIs have been growing at a vast pace over the past decades.
According to ICD-REFINITIV (2022), global Islamic financial assets grew from USD 2 trillion in 2015 to nearly USD 4 trillion
in 2021, and this growth is expected to increase further to almost USD 6 trillion in 2026 (see Figure 1). This remarkable growth
has notably increased interest in Islamic finance literature.

The core objective behind the establishment of IFIs is Shariah compliance. Sulub (2024) highlights that non-compliance
with Shariah can undermine the confidence of customers, depositors, investors, and other stakeholders. He adds that ensuring
Shariah compliance in IFIs is essential, as non-compliance risks can pose significant consequences to their stability and may even
jeopardize their existence. Shariah non-compliance is a subset of operational risks and may lead to legal, financial, or reputational
risks (AAOIFI, 2018). Therefore, IFIs must have an adequate Shariah governance (SG) framework to safeguard Shariah
compliance. SG is a system designed to guarantee that all activities and operations of IFIs adhere to Shariah principles, ensuring
these institutions operate free from prohibited elements and activities deemed impermissible under Shariah (Bahari and Baharudin,
2016).

Notably, Malaysia is one of the top countries that has developed a robust SG framework for IFIs. Aspiring to establish
itself as the global hub for Islamic finance, the country has emerged as a role model in this field. According to the Islamic Finance
Development Report by ICD-REFINITIV (2022), Malaysia ranked first in the governance indicator, reflecting its good practices
with regard to regulations, corporate governance, and Shariah governance.

Islamic Finance Assets Growth
(2015 - 2021, US$ Billion)

5,900
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Figure 1. Islamic finance assets growth over the 2015-2021 period
Source: (ICD-REFINITIV, 2022)
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Therefore, this study aims to examine SG (Shariah governance) practices in Malaysia and explore lessons that can be drawn from
them. Employing a qualitative research methodology, the study relies on secondary data sources, focusing on key SG-related
documents for IFIs in Malaysia. Specifically, it examines the Shariah Governance Framework (SGF 2010), the Islamic Financial
Services Act (IFSA 2013), and the Shariah Governance Policy Document (SGPD 2019). By analyzing these guidelines, the study
provides insights into Malaysia’s SG practices and explores the governance lessons that can inform the development of Islamic
finance in other countries.

The remainder of this paper is organized as follows. The next section describes SG. The third section examines SG
practices in Malaysia. Section four discusses the lessons that can be drawn from Malaysia. Finally, section five presents the
conclusion.

SHARIAH GOVERNANCE

SG is a unique characteristic of IFIs and is vital for ensuring effective compliance with Shariah principles (Sulub, 2024). In
conventional financial institutions’ settings, the term “governance” usually refers to corporate governance (CG), whereas in IFIs,
“governance” could also refer to Shariah governance (Alsartawi, 2019). The CG structure for IFIs differs from those found in their
conventional counterparts. Islamic Financial Services Board (IFSB) (2009) describes the CG of IFIs, as shown in Table 1. While
IFIs have the governance mechanism found in any other financial institution, another governance system imposed on the IFIs is
SG. For instance, besides the usual board of directors found in conventional financial institutions or any typical financial institution,
IFIs have a Shariah supervisory board (SSB) to safeguard Shariah compliance. In typical financial institutions, the control function
involves internal and external auditors, whereas IFIs have additional internal and external Shariah review/audit functions.
Regarding the compliance function, it is recommended that IFIs have an internal Shariah compliance unit together with the existing
regulatory and financial compliance departments. Hence, the IFSB expresses that the SG system complements the existing
governance structure of [FIs.

Table 1. Shariah Governance System in IFIs

Kef Functions Typical Financial Institution Exclusive to IFIs

Governance Board of directors Shariah Supervisory Board

Control Internal auditor Internal Shariah review/audit unit
External auditor External Sharigh review

Compliance Regulatory and financial compliance | Internal Shariah compliance unit
officers, unit or department

Source: Adapted from IFSB (2009)

Various organizations and studies have defined SG. The IFSB-10 defines SG as: “the set of institutional and organizational
arrangements through which an IIFS (institutions offering Islamic Financial Services) ensures that there is effective independent
oversight of Shariah compliance over each of the following structures and processes: a: Issuance of relevant Shariah
pronouncements/ resolutions; b: Dissemination of information [.....] c: An internal Shariah compliance review/audit for verifying
that Shariah compliance has been satisfied [.....]; d: An annual Shariah compliance review/audit [.....] (IFSB, 2009; p. 2-3).” The
IFSB explains these processes as the following:

A) The “issuance of relevant Shariah pronouncements/ resolutions” refers to a juristic assessment on any matter relating to
Shariah issues in Islamic finance, given by the properly mandated Shariah Board. Once it is concluded that a Shariah
pronouncement/resolution should be executed, it turns into a hukm al-Shar’i (Shariah ruling) with the full legal effect
that binds these institutions.

B) The second process pertains to spreading Shariah pronouncements/resolutions to the operative team of the IFIs, who
monitor the daily compliance with the Shariah pronouncements/resolutions regarding each level of transactions and
operations. Such a task would typically be conducted by an assigned Internal Shariah Compliance Unit (ISCU) or at
least a Shariah compliance officer who is part of the IFI’s compliance team.

C) The third process in the IFSB-10 definition describes that a trained and competent Internal Shariah Review/Audit Unit
(ISRU) confirms whether Shariah compliance is satisfied, and in the case of Shariah non-compliance, the incidence will
be recorded and reported. While the ISCU is a segment of the IFI’s compliance team, the ISRU may be set up to function
similarly to the IFI’s internal audit team. Where suitable, the ISRU reports will require or suggest that the IFI’s
management address and rectify any issues of Shariah compliance.

D) Finally, an annual Shariah compliance review/audit ensures that the internal Shariah compliance review/audit has
adequately been conducted and the SSB has duly noted its findings. The SSB, which issued the Shariah
pronouncements/resolutions, can assume responsibility for this process, having received feedback and report from the
ISRU. Alternatively, this task may be assigned to an appropriately competent external auditor or external Shariah firm.
The SSB or the Shariah advisory firm that executes the Shariah-compliance review/audit will generate reports showing
whether the IFI has complied with Shariah principles throughout the financial year.

Chapra and Ahmed (2002) identified 12 key elements that constitute good SG practices for IFIs, which include: (i) board of
directors; (ii) non-executive directors; (iii) executive directors; (iv) senior management; (v) employees; (iv) SSB; (vii) auditors;
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(viii) accountability and controls; (x) compensation policies; (xi) board meetings; (xii) annual report, information disclosure, and
transparency; and (xiii) code of ethics.

Garas and Pierce (2010) identified five important resources that SG was derived from, namely (i) religious, (ii) social,
(iii) economic, (iv) legal, and (v) governance. First, the religious foundation is rooted in the expertise of Shariah scholars to
comprehend and effectively interpret Shariah principles for others. In IFIs, where management may lack specialized Shariah
expertise, the presence of a SSB is crucial to ensure proper guidance and adherence to Shariah compliance. Second, under the
social resources, SG plays a pivotal role in raising the confidence of stakeholders in the activities of IFIs. Third, SG has economic
power, and the SSB can directly affect the performance and profitability of IFIs. Fourth, under legal resources, SG is shaped by
regulatory frameworks, legislation, and the internal policies of IFIs. For instance, regulations often mandate that IFIs establish a
SSB to ensure compliance with Shariah principles. Finally, under the governance resources, the hierarchical position of the SSB
empowers it to establish and oversee Shariah compliance within the IFI, ensuring that all operations align with Islamic principles.

SG aims to enhance the role of the board of directors, the SSB or Shariah committee (SC), and the management of IFIs
concerning Shariah matters (BNM, 2010). Grassa (2013) describes SG as a system led by Shariah principles and controlled by an
effective religious board to validate that the activities of IFIs comply with Shariah conduct and principles. Kamaruddin et al. (2020)
highlights that SG in IFIs is vital to achieve financial and economic stability. Hence, the essence of SG is to guide IFIs towards the
best Shariah-compliance practices.

SHARIAH GOVERNANCE PRACTICES IN MALAYSIA

Islamic finance in Malaysia commenced in 1983 with the introduction of the Islamic Banking Act, marking the first regulatory act
designed to license and oversee IBs (Laldin and Furqani, 2018). Since then, the country has made significant progress towards
developing a vibrant Islamic financial industry. Malaysia embraces a dual SG system where the Shariah supervision system is
implemented at the national and institutional levels (Saba, 2018; Ahmad et al., 2023). At the national level, Bank Negara Malaysia
or BNM (i.e., the Central Bank) established the Shariah Advisory Council (SAC) in 1997 to serve as the highest authority for
issuing Shariah rulings and advising on matters related to Islamic finance. The SAC’s aim is to reduce opinion differences and
ensure the harmonization of Shariah rulings (Hussain et al., 2015). At the institutional level, each Islamic IFI in Malaysia is
required to have its own in-house SC. Malaysia has taken a proactive approach by implementing comprehensive SG frameworks,
including the Shariah Governance Framework (SGF) 2010, the Islamic Financial Services Act (IFSA) 2013, and the Shariah
Governance Policy Document (SGPD) 2019, where these guidelines aim to enhance the development of robust Shariah governance
practices within IFIs (Kamaruddin et al., 2020). Accordingly, these guidelines are discussed as follows.

1. Shariah Governance Framework (SGF 2010)

To promote rigorous SG practices, the SGF 2010 was introduced in October 2010 by BNM to be implemented by IFIs in 2011.
The SGF was designed to meet the following objectives:

(i) Expectations on IFI’s SG structures, processes, and arrangements to ensure that all its operations and business activities
are Shariah-compliant.

(ii) Guidance to the board, SC, and management of IFIs in discharging their duties in matters relating to Shariah.
(iii) Specify the functions related to Shariah review, Shariah audit, Shariah risk management, and Shariah research.

The SGF 2010 is generally divided into six sections: (i) General requirements of the Shariah governance framework; (ii) Oversight,
accountability, and responsibility; (iii) independence; (iv) competency; (v) confidentiality and consistency; and (vi) Shariah
compliance and research function.

First, under the general requirements of the Shariah governance framework, IFIs are responsible for establishing a sound
and robust SG framework with emphasis placed on the roles of key organs in ensuring Shariah compliance. This section highlights
the roles of the board, the SC (or SSB), and management as the three key organs in SG. Moreover, there are four Shariah functions,
namely, Shariah review, Shariah audit, Shariah risk management, and Shariah research. Figure 2 illustrates the SG model structure
of roles, functions, and reporting relationships for these key organs and functions.

Second, under oversight, accountability, and responsibility, [FIs must clearly define the roles, responsibilities, and
accountability of all key organs involved in implementing the SGF. This section explains in detail the duties and responsibilities
of the three key organs in SG (i.e., the board, the SC, and the management). The SGF 2010 states that the board is responsible for
the overall oversight of SG. The board must ensure that the governance framework is appropriate for the institution’s size,
complexity, and business nature. Regarding the role of management in SG, they are tasked with ensuring the implementation and
adherence to the Shariah rulings and decisions issued by the SAC and the SC. Additionally, the management is responsible for
identifying any Shariah-related issues and referring them to the SC for guidance, decisions, and opinions. Last but not least, Table
2 summarizes the SC’s duties, responsibilities, and accountability under the SGF 2010.
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Figure 2. Shariah Governance Framework (SGF) 2010
Source: (BNM, 2010)

Third, under independence, the SGF 2010 emphasizes the importance of SC independence so that they can exercise their duties to
make objective and informed judgments. The board must ensure the SC operates independently, free from external pressures or
undue influence that could compromise its ability to exercise objective judgment. Simultaneously, the SC is tasked with providing
sound decisions on Shariah matters independently and objectively. The SGF 2010 stresses that the SC should directly report to the
board and regularly inform the board on relevant Shariah matters. The board must ensure that the SC’s decisions are fully
implemented by the IFI and cannot be set aside or altered without the committee’s approval. The SC must have access to accurate,
timely, and complete information from management.

Table 2. Duties, Responsibilities, and Accountability of SC Under the SGF 2010

Functions Explanation

Responsibility and accountability Responsible and accountable for all Shariah decisions,

opinions, and views.

Advise the board and the IFI To advise the board and provide input to the IFI on Shariah

matters.

Endorse Shariah policies and procedures ~ To endorse Shariah policies and procedures formulated by
the IFI, ensuring their content aligns fully with Shariah

principles and contains no prohibited elements.

Endorse and validate relevant
documentations

Assess the work of Shariah review and
Shariah audit

Assist related parties on Shariah matters

Advise on matters to be referred to the
SAC

Provide written Shariah opinions

To ensure that the products of the IFI comply with Shariah
principles.

To assess the work executed by the Shariah review and
Shariah audit to ensure Shariah compliance.

To provide necessary assistance to the related parties such
as legal counsel, auditor, or consultant that seek advice on
Shariah matters.

To advise the IFI to consult the SAC of BNM on Shariah
matters that could not be resolved.

To provide written Shariah opinions for the IFI to engage
with the SAC or BNM on Sharigh matters.

Source: (BNM, 2010)

Fourth, under competency, any person tasked with responsibilities under the SG framework for IFIs must possess relevant
competency, continuously enhance their Shariah knowledge, and stay informed about developments in Islamic finance. The
majority of members in the SC should have a qualification in Shariah, which includes study in Usul Figh (the origin of Islamic
law) or Figh Muamalat (Islamic transaction/commercial law). IFIs should develop a set of fit and proper criteria for the
appointment of SC members.
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Fifth, under confidentiality and consistency, members of the SC must maintain the confidentiality of any internal or
privileged information acquired during their duties and ensure it is not misused. Moreover, the SC must maintain professional
ethics, judgment, and consistency in ensuring Shariah compliance. In cases of uncertainty or differing opinions, the IFI may seek
guidance or request a ruling from the SAC to resolve the matter.

Finally, under the Shariah compliance and research functions, the framework suggests that IFIs should have robust
Shariah compliance functions, comprising of Shariah review, Shariah audit, Shariah risk management, and Shariah research.
Table 3 summarizes the roles of these four Shariah compliance functions.

Table 3. Roles of the Four Shariah Compliance Functions Under the SGF 2010

Shariah Compliance | Roles
Function

Shariah Review e Conduct regular assessments of Shariah compliance in the activities and

operations of the IFI by qualified Shariah officer(s).

e Cover all IFI’s overall business operations, including new product
structuring and offering phases.

e  Examine and evaluate the level of Shariah-compliance.

e Implement corrective measures to resolve any Shariah non-compliance.

e  Establish a control mechanism to prevent future occurrences of Shariah
non-compliance.

Shariah Audit e  Conduct periodic assessments from time to time to provide an independent
evaluation and objective assurance designed to add value and improve the
degree of compliance concerning the IFI’s operations.

e Ensure a sound and effective internal control system for Shariah
compliance.

e Shariah auditing covers all aspects of the IFI’s operations and activities,
including (i) audit of financial statements; (ii) compliance audit on
organizational structure, people, process, and information technology
application system; and (iii) review of the adequacy of the SG process.

Shariah Risk Management e Identify, measure, monitor, and control Shariah non-compliance risks to
mitigate any possible non-compliance events.

e Formulate and recommend appropriate Shariah non-compliance risk
management policies and guidelines.

e Develop and implement processes for Shariah non-compliance risk
awareness.

Shariah Research e  Conduct pre-product approval process, research, vetting of issues for
submission, and undertake administrative and secretarial matters relating
to the SC.

e  Perform in-depth research and studies on Shariah issues, day-to-day
Shariah advice, and consultancy to relevant parties, including product
development.

Source: (BNM, 2010)
2. Islamic Financial Services Act (IFSA 2013)

The IFSA was enacted in 2013 to regulate and supervise IFIs, payment systems, and other relevant entities to promote financial
stability and compliance with Shariah. SG and CG are important aspects of the IFSA, which are stated in PART IV — Division 11
and PART VI - Division II, respectively.

The IFSA emphasizes the importance of strictly complying with Shariah principles. Under PART IV — Division I on
Shariah compliance, Section 28 (1) states that an institution should always ensure that its objectives, operations, business, affairs,
and activities comply with Shariah. Under Section 29 (1) (a), SG includes functions and duties of the board, senior officers, and
members of the SC of an institution concerning compliance with Shariah.

Under PART IV — Division II, section 30 instructs that an IFI must establish a SC to advise in ensuring its business and
activities are Shariah-compliant. Section 31 touches on the appointment of SC members. This section requires SC members to
meet the requirements as stated in Section 29 (2) (a) (i1) and obtain prior approval from BNM.

Furthermore, Section 32 states that the SC and its members should have such duties and functions as stated in Section
29 (2) (a) (i). Meanwhile, Sections 33 and 34 empower the BNM to remain informed about the status of SC members. These
provisions outline the conditions for the cessation of SC membership, including circumstances under which members may be
disqualified. This ensures that only scholars with the requisite qualifications are retained as SC members.

Section 35 mandates the management of an IFI to provide any necessary documents or information required by the SC
members to perform their duties effectively. Additionally, Section 36 highlights the obligation of SC members to maintain
confidentiality and outlines the privileges granted to them in carrying out their responsibilities.
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3. Shariah Governance Policy Document (SGPD 2019)

The SGPD is a policy document issued by BNM in September 2019 to take effect in April 2020. It seeks to enhance the
effectiveness of SG implementation further while promoting a deeper integration of Shariah principles into the business and risk
strategies of IFIs. The SGPD 2019 superseded the SGF 2010. The policy document strengthened the oversight accountabilities of
the board, SC, and other key organs involved in the implementation of SG. By putting the SGPD 2019 into practice, it is expected
that IFIs have a better arrangement in promoting a strong Shariah compliance risk culture. This expectation aligns with the more
proactive roles assigned to the board, the SC, and senior management.

Generally, there are six main sections of the SGPD 2019, including (i) the Board; (ii) SC; (iii) senior management; (iv)
control functions; (v) Shariah compliance culture and remuneration; and (vi) transparency and disclosures.

First, under the board of directors, their responsibilities include (a) Approving policies relating to governance structure;
(b) Overseeing the implementation of SAC rulings and SC guidance; (c) Supervising the implementation of the internal control
framework to prevent Shariah non-compliance; (d) Overseeing the performance of senior management and other officers entrusted
to implement SG framework; and (e) Advancing a sound corporate culture which reflects the importance of adhering to Shariah
requirements in product development and marketing. Besides, the board members should consistently strengthen their knowledge
and understanding of Islamic finance and continuously update themselves about the developments in the field.

The SGPD also requires that the board interact with the SC. The board is required to (a) Have due regard to decisions or
advice of the SC on any Shariah issues relating to the operations and business activities of [FIs; (b) Ensure that the SC is free from
undue influences hindering their objectivity and independence; (c) Establish a written policy to identify, assess, and manage any
conflicts of interest of SC; (d) Establish effective communication with the SC on matters related to Shariah requirements, SG, or
Shariah non-compliance risks; (e) Allocate sufficient resources for continuous development of skills and expertise of the SC; (f)
Set up the proper performance and effectiveness assessment of SC members; and (g) Approve the remuneration policy that
commensurate the SC.

Second, the SGPD explains the responsibilities of the SC, its meetings, appointments, cessation, and disqualification of
the SC members, as well as the composition and secretariat of the SC. The SC is responsible for providing objective and sound
advice to the IFI to ensure that its activities comply with Shariah, which includes (a) Providing decisions or advice to the IFI
regarding the application of SAC rulings or standards on Shariah matters relevant to the institution’s operations, business, affairs,
and activities; (b) Providing decisions or advice on matters that require referral to the SAC; (c) Providing decisions or advice on
the operations, business activities, and affairs of the IFI that could potentially result in a Shariah non-compliance event; (d)
Reviewing and confirming findings of Shariah non-compliance identified by relevant functions; and (e) Approving corrective
measures to resolve a Shariah non-compliance event. Besides, the responsibilities of individual SC members include maintaining
objectivity and avoiding conflicts of interest, dedicating sufficient time to prepare for and attend SC meetings, ensuring consistency
in their opinions without contradicting SAC or SC rulings, disclosing the nature and extent of any conflicts of interest with the IFI,
and continually enhancing their understanding of the IFI’s business and operations.

Regarding the SC meetings, the chairman of the SC is responsible for leading and ensuring that the committee operates
effectively. The SC is required to hold their meetings at least once every two months. Each SC member is required to attend a
minimum of 75% of the committee meetings held within a financial year. Additionally, IFIs are obligated to disclose, in their
annual reports, the total number of SC meetings convened during the financial year and the attendance record of each SC member.
Also, an IFI should ensure that a majority of Shariah-qualified members are present at each meeting, ensure that any decision of
the SC must be made based on a simple majority, and provide the SC with access to all information in an accurate and timely
manner. Moreover, while the IFI board and management may provide helpful insights on business, technical, and operations
matters during the SC meetings, they should not exert undue influence that could hinder the SC in exercising objective judgment
in its deliberations and decision-making.

For the appointments, cessation, and disqualification of the SC members, the SGPD provides several guidelines for the
IFI to follow. These criteria for SC members are demonstrated in Table 4. Besides the guidelines in Table 4, IFIs must inform and
attain approval from BNM for any application of appointment, re-appointment, termination, resignation, or disqualification of a
SC member. Moreover, a SC member must not serve in the SC of the same IFI for more than nine years. A SC member must not
have competing time commitments that may impair his ability to discharge their duties effectively, must not accept any appointment
in more than one licensed Islamic bank, one licensed takaful operator, and one prescribed institution, and must not be an active
politician. Last but not least, the board is encouraged to appoint a SC member as a board member, frequently review succession
plans for the SC members, and establish a rigorous process for the appointment, re-appointment, and cessation of SC members.

Table 4. Appointment, Cessation, and Disqualification of SC Members Under the SGPD 2019
Guidelines Criteria
Appointment and Re- e Muslim Individual.
appointment e Fulfill the requirements of the Fit and Proper.
e A Shariah-qualified person or an expert with skills, knowledge, and
experience relevant to support the roles and responsibilities of the SC.

Qualification e  Minimum: A bachelor’s degree in Shariah (Usul Figh or Figh
Muamalat).

e  Knowledge of Shariah with reasonable Islamic finance knowledge and
experience.
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e  Proficiency and knowledge in written and verbal Arabic, with good
command of the preferred language of the IFI.

Cessation e Anundischarged bankrupt.

e  Charged for a criminal offense relating to dishonesty or fraud; or

e  Under any law pertaining to the prevention of crime, drug trafficking, or
immigration.

Conflict of Interest e A SC member must not be an executive of the IFI during the tenure of

his appointment or within the last two years of his proposed appointment

as a SC member.

e A SC member must not be a substantial sharcholder, executive director,
or senior officer of the IFI or any of its affiliates.

e A SC member must not have a significant business or other contractual
relationship with the IFI or any of its affiliates within the last two years.

Source: (BNM, 2019)

Regarding the SC composition, IFIs must ensure that the SC has sufficient members to meet the institution’s business requirements
and create an environment conducive to thorough and effective deliberation on Shariah matters. IFIs must ascertain that the SC
comprises at least five members, with the majority being qualified scholars in Shariah. Furthermore, the chairperson of the SC
must also be a Shariah-qualified person. IFIs operating as an Islamic window or a foreign branch in Malaysia must ensure that
their SC comprises at least three members. Besides, the SGPD also instructs that IFIs appoint a secretariat to serve the SC. The
secretariat’s responsibilities include (a) Coordinating communications and disseminating information among the SC, the board,
and senior management; (b) Conducting in-depth research and studies on Shariah issues; (c) Providing day-to-day advice to
relevant parties on Shariah matters based on the rulings of the SAC and decisions or advice of the SC; (d) Ensuring suitable
dissemination of decisions or advice of the SC; and (e) Undertaking administrative and secretarial functions to support the SC.

Third, under section three, the SGPD exhibits the roles of senior management in SG. The Chief Executive Officer (CEO)
and senior management must ensure that the operations and activities of the IFI comply with Shariah principles at all times. The
CEO and senior management’s duties include (a) Establishing a management structure and reporting arrangement that clearly
defines the scope of accountability between business units, and internal control functions responsible for managing Shariah non-
compliance risks, including assigning accountability to a senior officer who leads the Shariah department or unit; (b) Implementing
effective SG policies, procedures and practices per the direction given by the board; (¢) Implementing the rulings of the SAC and
the decision or advice of the SC with due regard by the board; (d) Implementing a constructive communication policy that supports
a sound understanding of Shariah matters within the IFI; (e) Conducting constant assessment to evaluate the quality of operational
support provided to the SC and address any inadequacies arising thereof; and (f) Reporting to the board and SC on a timely basis
any potential or actual Shariah non-compliance events. Besides, the senior management of IFIs should continuously strengthen
their knowledge and understanding of Islamic finance and update themselves with developments that may impact the Islamic
financial business.

Fourth, under control functions, the SGPD spills out the roles of Shariah review, Shariah audit, and Shariah risk
management, which are vital for the effective management of Shariah non-compliance risks. IFIs must provide sufficient resources
to the control functions, including putting in place an adequate number of qualified officers with the necessary skills and
experience. The officers undertaking these control functions under SG must have direct and unrestricted access to the SC for
effective performance. They should be sufficiently independent and must not be involved in revenue-generation activities. Table
5 summarizes the roles of these three functions under the SGPD. It is noteworthy that, unlike the SGF 2010, which includes a
distinct Shariah research function, the SGPD does not retain this function. Instead, Shariah research responsibilities have been
assigned to the SC secretariat under the SGPD.

Table 5. Roles of Control Functions in Shariah Governance Under the SGPD 2019
Control Functions Roles

Shariah Review e  Identify, assess, and monitor Shariah-compliance of the IFI’s activities.

e  Report regularly to the board, SC, and senior management on Shariah non-
compliance issues and findings.

e Inform and update the board, SC, and senior management on the latest legal
and regulatory requirements in Islamic finance, particularly concerning the
issuance of the SAC rulings.

e  Ensure that the IFI’s officers are provided with adequate training and
guidance on relevant Shariah requirements governing the IFI’s operations
and activities.

e  Form part of the IFI’s overall compliance unit.

Shariah Audit e  Provide an independent assessment on the quality and effectiveness of the
IFT’s internal control, risk management systems, governance, and overall

compliance of the IFI’s operations and activities with Shariah.




South East Asia Journal of Contemporary Business, Economics and Law, Vol. 33, Issue 1 (Dec)

ISSN 2289-1560

e  Establish an audit methodology to assess each auditable area’s risk profile
and vulnerabilities.

e  Create an audit plan for the assignments to be performed.

e  Guide the internal auditors in gathering information, auditing procedures,
and audit assessment by establishing documented audit programs.

e  Communicate the audit results, recommendations for rectification measures,
and auditee’s responses and action plans to the BOD and the SC through an
audit report.

e  Form part of IFI’s overall internal audit function.

Shariah Risk Management o Integrate Shariah non-compliance risk with IFI’s-wide risk management.

e Identify potential Shariah non-compliance risk exposures.

e  Assess and measure the potential impact of Shariah non-compliance risk
exposures.

e  Putin place the appropriate mitigation measures.

e  Monitor both the Shariah non-compliance risk exposures and the
effectiveness of the risk mitigation measures.

e Report to the board, SC, and senior management on the Shariah non-
compliance risk exposures.

e  Challenge the decisions that may trigger Shariah non-compliance risks.

e  Form part of the IFI’s integrated risk management framework.

Source: (BNM, 2019)

Fifth, under Shariah compliance culture and remuneration, IFIs must promote Shariah compliance culture, where the IFT instills
Shariah-compliance behavior in its objectives, operations, and business activities. The board must ensure the establishment and
implementation of an effective communication policy to promote the seamless execution of SG. Additionally, the board must
ensure that the remuneration policy and performance evaluation criteria for senior officers responsible for Shariah compliance
reinforce a risk culture aligned with the objectives of SG.

Finally, under transparency and disclosures, IFIs must disclose their SG policies and practices in their annual reports.
The board is responsible for disclosing its oversight accountability for SG implementation and IFI’s overall compliance with
Shariah. Moreover, the SC must disclose its responsibilities to SG and its opinion on IFI’s Shariah-compliance level. The annual
report must include the SC’s opinion on the IFI’s overall compliance with Shariah principles. It should also detail the number of
Shariah non-compliance incidents, alongside information about their nature, current status, and the corrective measures
implemented to address these issues. The SGPD also instructs that IFIs put in place a written policy endorsed by the SC and
approved by the board to ensure the SC undertakes effective and structured processes in deriving its opinion on the IFI’s compliance
with Shariah.

LESSONS

Malaysia has emerged at the top regarding regulations, corporate, and Shariah governance practices ICD-REFINITIV, 2022). Key
SG guidelines, including the SGF 2010, the IFSA 2013, and the SGPD 2019, have been introduced to foster sound SG practices
within IFIs. Several studies have drawn a comparison between these guidelines. For instance, Kamaruddin et al. (2020) found that
the SGPD 2019 is the most comprehensive SG framework compared to the SGF 2010 and IFSA 2013. Similarly, Yusof and Ali
(2021) compared the SGF 2010 and SGPD 2019, noting enhancements in the SGPD 2019.

This study highlights six valuable lessons derived from Malaysia’s SG practices, which include the establishment of a
comprehensive regulatory framework for Islamic finance governance, the implementation of dual SG structures, the enhancement
of SC roles, the adoption of internal Shariah control functions, the promotion of accountable boards and management, and the
incorporation of transparent approaches to SG practices. These lessons are elaborated upon as follows.

1. Comprehensive regulatory framework for Islamic finance governance

The regulatory framework of SG in Islamic finance serves as a cornerstone for ensuring adherence to Shariah principles by offering
a structured set of guidelines that enhance the operational clarity of IFIs, thereby fostering transparency, accountability, and trust
in the industry (Faizi and Shuib, 2024). Shariah compliance in the Islamic finance industry is strengthened by establishing a robust
SG framework (Laldin and Furgani, 2018). Recognizing the significance of this, Malaysia has developed a comprehensive SG
framework through the country’s legal and regulatory framework to ensure the enforceability of SG (Hasan, 2010; Laldin and
Furqani, 2018). The regulator (i.e., BNM) has introduced an extensive and detailed SG structure that delineates clear roles and
responsibilities of key participants, including the boards, SCs, management, and internal and external auditors (Faizi and Shuib,
2024). Moreover, the findings of several studies confirm that Malaysia has developed a comprehensive SG regulatory framework
for IFIs (e.g., Asri et al., 2020) with effective regulatory oversight and enforcement (e.g., Faizi and Shuib, 2024). Therefore, as
strong regulatory foundations are essential for ensuring compliance and credibility in Islamic finance, countries aiming to develop
and strengthen their Islamic finance governance frameworks can draw valuable insights from Malaysia’s comprehensive regulatory
model for SG.
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2. Dual Shariah governance structures

As highlighted earlier, Malaysia’s SG dual system integrates Shariah supervision at the national and institutional levels. At the
national level, the Shariah Advisory Council (SAC), the highest authority in Shariah supervision of IFIs, was established by BNM
to ascertain the Islamic law relating to financial matters and advise BNM on Shariah issues and provide advice to IFIs (Asri et al.,
2020). At the institutional level, SCs ensure compliance with Shariah within individual IFIs. Various researchers, such as Hamza
(2013), emphasize that the centralized SG approach, such as the one found in Malaysia, where Shariah supervision is implemented
at the national and institutional levels, aims to ensure the harmonization of Shariah rulings and strengthen the credibility of IFIs.
He asserts the diversity of opinions among Shariah scholars may prevent harmonizing products and financial procedures, which
could be a significant challenge. Consequently, the centralized model is concerned with ensuring standardization and uniformity
of Shariah rulings and offering a mechanism to solve differing opinion disputes among Shariah board members (Grais and
Pellegrini, 2006). Hence, the dual SG structure creates a layered governance system that enhances decision-making and minimizes
risks of Shariah non-compliance, serving as a model for countries that face challenges such as inconsistencies in juristic rulings
and a lack of regulatory clarity.

3. Enhancement of Shariah committee roles

SG framework in Malaysia strengthens SCs’ functions, requiring them to provide independent, well-informed, and sound Shariah
advice (Yusof and Ali, 2021). The SGPD 2019 emphasizes the importance of SC independence from undue influences, the
interaction between the board and SC, and the critical role of SCs in evaluating and resolving Shariah non-compliance events.
Besides, the SG structure in Malaysia requires that the Central Bank approve the appointment, termination, resignation, and
disqualification of SC members. The requirement of a central authority to endorse every appointment and dismissal of SC members
would provide robust safeguards for the members to conduct their tasks objectively and independently without ‘fear’ or ‘favor’
(Sori et al., 2015). These show that the roles of SCs in Malaysia are not merely advisory without meaningful participation in the
SG process of IFIs. Moreover, the SGPD’s emphasis on qualifications, ongoing education and training, and active engagement
ensures that SCs can meet the growing complexities of modern Islamic finance. This lesson underscores the importance of enabling
SCs to play a proactive role in SG.

4. Adoption of internal Shariah control functions

SG framework in Malaysia, as stipulated under the SGPD 2019, requires the establishment of internal Shariah control functions,
namely Shariah review, Shariah audit, and Shariah risk management, to monitor compliance and manage risks effectively. These
functions are fundamental components of the SG structure and play a critical role in ensuring that IFIs adhere to Shariah principles.
As detailed in Table 5, these controls provide mechanisms to identify, rectify, and prevent instances of Shariah non-compliance.
Thus, countries embracing Islamic finance that have yet to implement such functions can adopt these practices to strengthen the
operational integrity and Shariah compliance of their IFIs.

5. The promotion of accountable boards and management

SG framework in Malaysia emphasizes accountability for boards and management in safeguarding Shariah compliance. The SGPD
2019 assigns the board a strong oversight role over SG and heightens expectations for boards and senior management to promote
a culture of Shariah compliance (Yusof and Ali, 2021). The board and senior management are expected to take an active role in
ensuring the effective implementation of SG by regularly engaging with the SC through consistent meetings and fostering a
comprehensive understanding of Islamic finance principles and practices (Asri et al., 2020). Hence, by empowering boards and
management to take an active role in SG, countries that embrace Islamic finance can ensure that Shariah compliance is not merely
a technical function but a core part of organizational culture. Countries without such frameworks can draw from Malaysia’s
approach to establish clearer roles and expectations for boards and management, promote active oversight, and promote a proactive
governance culture that aligns with Shariah principles.

6. Incorporation of transparent approaches to Shariah governance practices

The SG framework in Malaysia requires IFIs to exercise transparency and disclose their SG policies and practices in the annual
reports. The SGPD 2019 instructs that IFIs disclose the board and SC’s oversight accountability in SG implementation and IFI’s
overall compliance with Shariah. IFIs must disclose SC opinions on compliance, the number of Shariah non-compliance events,
and rectification measures in their annual reports. Requiring IFIs to disclose their SG policies and practices ensures that
stakeholders, including regulators, investors, and customers, have clear visibility into how Shariah compliance is maintained. This
openness builds trust with stakeholders and improves the credibility of the Islamic finance industry. Therefore, countries seeking
to enhance public confidence in Islamic finance can adopt similar disclosure requirements. They can draw from Malaysia’s
approach by integrating SG disclosure requirements into their regulatory frameworks.

CONCLUSION

This study assessed the SG practices in Malaysia by examining SG guidelines for IFIs, such as the SGF 2010, the IFSA 2013, and
the SGPD 2019. SG practices in Malaysia showcase a mature governance system that integrates robust regulations, dual-level
oversight, empowered SCs, effective internal controls, responsible leadership, and transparency. The SG framework in Malaysia
provides a strong foundation for IFIs. It offers valuable insights for countries aiming to develop and strengthen their Islamic finance
governance frameworks.
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