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Many studies show that one of the biggest challenges in Islamic banking is related to lack of
proper and effective Shariah governance. By focusing on the role of Shariah Supervisory
Board (SSB), this paper attempts to extract some keys on how to achieve better performance
and development of Islamic banking industry by reviewing previous studies. This study was
done by using literature review approach. This study concludes that increasing the size of
SSB, improving higher skills and competences of SSB members, keeping the independency of
SSB member as well as the need of Central Shariah Board (CSB) and shariah auditor would
affect to better performance of Islamic banking.

Introduction

Islamic bank is financial institution that operated under Islamic law. Islamic bank is not only
following Islamic law (shariah) but also holds Islamic value and paradigm. The main point that
distinguishes Islamic bank from conventional one that well known by society is riba free which is in
conventional bank appears in the form of interest. Riba is an Arabic noun also known as ziyadah,
meaning ‘to increase’, ‘to grow’, and ‘to exceed’. Interest in the conventional bank is a form of riba
because it is present due to additional value that stated in the contract or become pre-requirement
when bank distributes loans such as car loans, home loans or credit card debt to customer. That
additional condition is prohibited in Islam.

In the case of governance, the existence of the Shariah Supervisory Board (SSB) in Islamic Bank is
one of the features that distinguish the Conventional Bank and Islamic Bank system. The SSB is
needed to ensure the shariah compliance of product implementations and any activities related to
Islamic financial institution which in this case is Islamic bank. AAOFI has come up with a set of
legal frameworks to ascertain that the product and operations of Islamic Financial Institution (IFI)
comply with Shariah principles.

Shariah board members, as a person or a group who are assigned to cater this ascertainment, have
been associated with duties and responsibilities. The duties and responsibilities of SSB encompass
these main aspects such as supervise the shariah compliance on bank transactions, to supervise
and approve the development of shariah-compliant investment and financing product as well as to
certify shariah compliance of bank's product documents, contracts, and agreements.

Unfortunately, many studies show that one of the biggest challenges in Islamic banking is related to
a lack of proper and effective shariah governance (Abozaid, 2016) . Various studies also show that
the implementation of shariah compliance is a critical issue. Sepky (2015) says that the
independence, multi-served position of Shariah Supervisory Board, competences and shariah audit
are become three main points to evaluate the degree of shariah compliance in Islamic bank.
However, it important to note that every country’s typical structure, functions, duties, and
responsibilities might be different (Grassa, 2013) .

Another study from Grassa (2015) that compared shariah governance among OIC countries
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concluded that most of these shortages are linked to the current regulatory frameworks, the roles
and the responsibilities of the national Shariah authority and the duties and attributes of the
institutional Shariah Board. At the national level, the absence of or weak monitoring and control
allows the development of new doubtful products or interest-based products under the ruse that
they are Shariah-compliant products. Also, it can permit the diffusion and circulation of strange
fatwas which, in turn, can threaten the credibility of Islamic which in the end would lead to the loss
of trust in Islamic bank users.

This trust issue might lead to another problem such as massive fund withdrawal by Islamic bank
customers. Another possibility is there will be re-shifting from Islamic bank customers to the
conventional bank as they feel like there are no significant differences between Islamic banks and
conventional banks. As a result, sharia non-compliance in Islamic banks may lead to the loss of
investment or reinvestment income (Hamza, 2013) . If this happened, it becomes harder to expect
higher growth from the Islamic banking industry.

Therefore, this paper attempts to examine the implementation of shariah governance in the Islamic
banking industry focusing on the role of Shariah Supervisory Board (SSB). It is believed that better
implementation of shariah governance through better performance of SSB potentially contributes
to better performance and future development of Islamic banks. The method used in this paper is a
literature study that contains summary, classification, and comparison of prior previous research
studies.

Literature Review

The concept of corporate governance initially built for mitigating agency problems in a company. In
1976, Jensen & Meckling developed agency theory which implies a separation between the director
(management) and the owner (stockholder) of the firm management to avoid any conflict of
interest. This theory is adapted in the firms until now including the banks' industry. In general, the
purpose of corporate governance is to build transparency, accountability, fairness, and
responsibility as those are the core principles of good corporate governance.

However, there are some differences in conventional corporate governance compared to the
concept of Islamic corporate governance. For example, the core principles of corporate governance
are held for company and shareholders while in the Islamic concept it is also held as the
responsibility to Allah (Abu-Tapanjeh, 2009) . There is also one crucial element that only Islamic
corporate governance has, that is the existence of the Shariah Supervisory Board (SSB). According
to the IFSB (2009), some SSB’s primary duties are advising the Board of Directors on any shariah
matters, reviewing shariah related policies and guidelines, and validating relevant documents for a
new product of Islamic financial service.

There are many studies concern about SSB in Islamic Institution including Islamic Banking as well
as Zakat and Waqf Institutions. This chapter attempts to review previous studies related to SSB
issues and its proposed solution focusing on Islamic banking. F Farag, Mallin, and Ow-Yong (2018)
propose to increase the size of the SSB by appointing qualified scholars to mitigate agency
relationships. A larger SSB, on the other hand, brings in the relevant resources to review the
Shariah compliance of new Islamic financial instruments, for example, Islamic micro-finance due to
the expansion of the Islamic finance business model worldwide. Therefore, Islamic banking
regulators may encourage and support the establishment of professional institutions dedicated to
training scholars to identify, understand and verify the authenticity of Shariah-compliant financial
products, especially innovative instruments, and thereby to help ensure confidence in Islamic banks
and their corporate governance. This result is also supported by (), (), () () . They also add that the
competences from shariah members are critical. Besides competency in Islamic law, SSB members
with PhD in other specific skills such as accounting, finance and any other fields are needed.
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Studies from Razak (2018), Alam, Rahman, Mustafa, Shah, and Hossain (2019) and Abdullah and
Rahman (2017) proposing the centralization of the idea of a centralized approach to the corporate
governance of Islamic financial institutions (IFIs) including Islamic bank. The roles of a Central
Shariah Board (CSB) as the highest authority on Shariah issues and its distinguishing features from
a de-centralized system and the advantages and disadvantages of the two governance systems. The
purpose of CSB is to supervise and control the SSB in Islamic Bank as well as prevent any problem
in the future.

Haridan, Hassan, and Karbhari (2018) find the compliance review process to be inadequately
undertaken with SBs still excessively reliant on internal officers implying possible independence
compromise. They highlight concerns relating to the general level of competency of individual
Shariah Board members, lack of technical banking and finance knowledge, and Shariah Board
members that generally fulfilling a ceremonial role rather than undertaking vigilant monitoring.

Noordin and Kassim (2019) stated that better composition of the Shariah Committee in terms of its
size, academic background, and other relevant expertise would result in an effective monitoring
system leading to better practices of Shariah disclosure and hold important role to improve
voluntary Shariah disclosure level of the Islamic banks. They also suggested that Islamic banks
need to give priority in providing more education and training in various areas of expertise to their
Shariah Committee members which believed would result in greater confidence of investors,
stakeholders, and the society on the information disclosed by the banks.

While doing their role, the SSB members need to be independent (Hamza, 2013) , () . They cannot
be appointed and have a double position in either management or board director. The SSB
members also need to avoid double position as CSB members or shariah auditor. The independency
of SSB would make them focus on their mission in supervision and keeping the consistency of
shariah ruling which later can contribute to an efficient Shariah governance structure (Alam et al.,
2019), () . This also incorporates with the IFSB’s guideline.

After reviewing some relevant journals, it is found that there are affiliations between shariah
governance and Islamic bank performance. That means, better performance of SSB leads to higher
performance of Islamic Banking. What can be concluded is better Islamic bank performance and
development can be achieved through the role of Shariah Supervisory Board (SSB). To summarize,
there are four solutions proposed by previous studies. Those solutions are compiled from the
articles that have been reviewed as follows: increasing the size of SSB, improve the skills and
competency of SSB members, keeping the independency of SSB members as well as a need of
Central Shariah Board and Sharia Auditor.

Discussion

As previously said by F Farag et al. (2018) the larger size of SSB strengthened the review process
of building financial instrument compliance. The bigger size of SSB is surely better than the smaller
size of SSB. The duties and responsibilities of SSB that needs to be always available through pre-
implementation, during implementation and post-implementation of operational in Islamic bank
need huge support. Therefore, increasing the size of SSB is relevant to achieve better performance
of Islamic banks. In Indonesia, according to Bank Indonesia Regulation number 11/ 3 /PBI/2009, the
minimum shariah board member is two or a maximum 50% from total directors.

The minimum size of SSB should be based on how many backgrounds needed and incorporate to
the Islamic bank business. For example, member expertise in ushul figh and figh muamalat, a
member of expertise in Islamic finance and business, a member expertise in Islamic economic. That
means a minimum number of SSB members is three which is higher than what Bank Indonesia
Regulation has given. The various background would give broader insight in planning,
implementing, and evaluating the operations of Islamic bank. Therefore, the SSB could contribute
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more and perform better.

The second one is improving the skills and competences of SSB members. As Islamic finance
industry is a dynamic industry, the upgrade of SSB knowledge and skills are needed to be able keep
up with new issues. It can be done by make an education background setting for SSB. For example,
the educational background of SSB must be a Ph.D. holder or can be a master holder with minimum
5-year experiences. The education matters because higher education incorporates with higher job
performance () . While the skills can be improved along with working experiences.

The challenge of setting this requirement is the limited supply. That is why, in the earlier stage, the
requirement cannot be strictly applied instead it needs to be gradually applied. Regarding this
matter, educational institutions, especially higher education like university need to properly
respond to this demand. A well-structured curriculum, soft-skill training, and character-building
need to be facilitated and provided by higher education. With those qualities, it is expected that the
graduates are able to cope up with the necessity of this industry.

The independency of SSB members is necessary to avoid the agency problem. The agency theory
emphasizes on the separation between principal and agent because it can create asymmetric
information and accommodate personal interest which can form moral hazard. Therefore, the SSB
members must avoid any form of a double agent. AAOIFI in () has stated that SSB members should
be independent and should not become involved in management decisions, senior executive officer,
or have a substantial shareholding in the IFI.

In the case of Indonesia, it is common for the SSB members involved in management. An SSB
received an incentive from the entity which has an administrative relationship in management
(Umam, 2015) . A member of the National Sharia Board (DSN), Central Sharia Board in Indonesia,
is allowed to serve in Islamic financial institutions and in charge of more than one Islamic bank.
Indonesia Financial Services Authority (OJK) allows a shariah board to be in charge of up to four
institutions. The similar applied in Bahrain and Kuwait. Meanwhile, Malaysia and Pakistan only
allow a sharia advisor to serve in only one Islamic financial institution. From the table, it is
concluded that Malaysia is the strictest and ideal one in terms of the independency of sharia
advisors.

Country Central Bank Sharia Board Sharia Advisor
Indonesia National Sharia Board, allowed to serve [Up to four institution
in IFI
Malaysia Sharia Advisory Council, not allowed to |Only one IFI
serve in IFI
Pakistan Sharia Advisory Council, allowed to Only one IFI
serve in IFI
Kuwait None No limitation
Bahrain National Sharia Board No limitation

Table 1. Sharia Governance in Some Islamic Countries

Source: various sources

Indonesia, therefore, could adapt Malaysia regulation. In this case the policy is proposed to be
revised. An SSB member need to be independence, free from another possible role and only focus
on no more than one institution. There also needs a separation from National Sharia Board member
and Sharia Advisor in IFI. A member of National Sharia Board cannot serve in IFI. While the policy
is expected to be revised, the supply creation of professional shariah board and sharia advisor need
to be adequate.

The next one is the need of control from Central Shariah Board (CSB). Although decentralization
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system grants the Islamic Financial Institution to have the autonomy to choose fatwas that suitable
for both their legal environment and business interests, it is arguable that such freedom can lead to
uncertainty and confusion among stakeholders such as investors and customers. Therefore, Islamic
bank needs CSB. From table 3.1, four out of five countries have Central Shariah Board.

In Indonesia, National Shariah Board (DSN) is the form of CSB that provide fatwa, regulate and
supervise of products and services in Islamic Financial Institution. A bit difference from another
country that has Central Shariah Board under their Central Bank. National Shariah Board in
Indonesia is established by Indonesian Ulema Council (MUI). It is built to cater the aspirations of
Muslims regarding economic and financial problems, which includes Islamic Financial Institution,
in accordance with the guidelines of Islamic law.

As human is inseparable from mistakes, the role of shariah auditor is critical. The shariah auditor is
different from SSB. SSB acts as an internal controller while shariah auditor is the external
controller. The responsibility of shariah auditors is to evaluate, whether the activities of the bank
are being performed as per the guidelines issued, from time to time by SSB of the bank. By doing
so, Islamic bank can always keep their operations on the right path and any problems appear can
be anticipated. It is also can keep the peace of mind of the customer that trust Islamic bank. In the
end, it can bring the loyalty of the customer to Islamic banking.

All in all, as the SSB members carry huge responsibilities, professional indemnity protection for
SSB is needed. While this practice is common for a profession such as healthcare practitioners and
business consultants, the application of this protection to SSB members is relevant. The purpose of
professional indemnity for SSB members is to protect them from any legal matters that might
appear while they conduct their ikhtiyar (effort) on giving shariah advice. This will bring the ease
for SSB members in carrying out their responsibilities.

Conclusion

As a relatively new industry compared to conventional bank, Islamic bank is in need to always
straighten up in term of their operational and performances. There are many issues related to
Islamic banks. However, this paper points out the issues in shariah governance, specifically in the
role of Shariah Supervisory Board on the development of Islamic banks. As a result of reviewing
some articles related to the Shariah Supervisory Board in Islamic banks, this paper found that there
are some solutions to overcome the issues and further development of the Islamic banking industry
through shariah governance.

In the case of Indonesia, the National Shariah Board as Central Shariah Board is existing.
Therefore, there is three more homework to be done. First, increasing the minimum size of SSB
members in an Islamic bank. Setting standard background and experience of the SSB members as
higher education incorporate to higher performance. This also needs to be supported by a well-
structured curriculum, soft-skill training and character-building need to be facilitated and provided
by the higher education to create competence graduates. Strengthened regulation on the
independency of SSB members and the shariah auditor existence as an external control for Islamic
banking also critical.

The result of this paper could be support material for the authority in Islamic financial institutions
to evaluate and improve on what should be done to increase the shariah governance performance
in the Islamic bank industry. By doing so, the growth if the Islamic banking industry, especially in
Indonesia hopefully could be increase. Further study related to the regulation and the possibility of
implementing the key solutions proposed in this paper is required.
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