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ABOUT HAWKAMAH
Hawkamah, the Institute for Corporate Governance, was launched in February 2006 with the aim of
advancing corporate governance practices in the Middle East, North Africa and Central Asia.
Hawkamah was created for the region, by the region, and of the region to bridge the governance
gap by assisting the region's countries and businesses in developing and implementing sound, well
integrated corporate governance frameworks.
As an autonomous international association, Hawkamah brings together corporate governance
practitioners, regulators and institutions to define and develop a home-grown-yet globally
integrated – system of governance that promotes institution building, corporate sector reform,
good governance, market development and increased investment and growth across the region.
Our objective is to shape corporate governance practices and framework throughout the region by
promoting the core values of transparency, accountability, fairness, disclosure and responsibility.

For information about Hawkamah’s initiatives on improving corporate governance in the area of
Islamic Finance, please contact info@hawkamah.org Tel: 00971 4 362 2551, www.hawkamah.org
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SAUDI – SPANISH CENTER FOR ISLAMIC ECONOMICS AND FINANCE
The Saudi-Spanish Centre for Islamic Economics and Finance (The center) aims to leverage the
experience of King Abdulaziz University and IE Business School, to enhance Islamic financial
awareness and knowledge among Spanish and international businesses, state authorities and other
interested parties. Its four main pillars are:
 Education - courses in Islamic finance.
 Research - cases, thesis, papers.
 Executive training - contemporary Islamic finance and regulatory issues.
 International awareness - Think tank in Islamic finance and sustainable finance.

جامعة الملك عبدالعزيز
نشئت الجامعة في عام 7691م كجامعة أهلية ثم حكومية في عام 7611م .تعتبر جامعة الملك عبدالعزيز جامعة
األعداد كبيرة من الطالب والتخصصات المتنوعة .يتلقى أكثر من  711ألف طالب وطالبة تعليميهم في إحدى
كليات الجامعة  ،البالغ عددها  11كلية معتمدة  ،إما في المقر الرئيسي أو في أحد فروعها الثالثة .ويعمل بها أكثر
من  1011عضو هيئة تدريس ممن يحملون شهادات الدكتوراة .حصل قرابة  01برنامج تعليمي على االعتماد
األكاديمي من جهات دولية .تسعى جامعة الملك عبدالعزيز إلى تعزيز وتطوير األبعاد الخمسة المكونة لهويتها :
جامعة األعداد الكبيرة والتخصصات المتنوعة  ،جامعة بحثية  ،جامعة الكترونية  ،جامعة ريادة األعمال
 ، entrepreneurجامعة مفكرة  . think tankتضم الجامعة تسعة مركز بحثية  ،منها مركز أبحاث االقتصاد
اإلسالمي  ،الذي انشئ عام 7611م بهدف تعزيز البحث العلمي إلبراز مقومات االقتصاد اإلسالمي وتعزيز دوره
لخدمة اإلنسانية .يقوم المركز حالياً بدور مميز في تعميق الفهم باالقتصاد اإلسالمي نظرياً وتطبيقياً ويتعاون في
ذلك مع مؤسسات محلية مثل اقسام االقتصاد بالجامعات السعودية وبعض المؤسسات المالية  ،وعالمية مثل البنك
اإلسالمي للتنمية وجامعة إدارة األعمال  IEباسبانيا وجامعة السوربون في فرنسا.

______________________________________________________________________________________________________________________
© Hawkamah, The Institute for Corporate Governance 2011. All rights reserved. Brief excerpts may be reproduced provided the source is stated.

3

IE Business School
IE is an international institution dedicated to educating business leaders through programs based
on our core values of global focus, entrepreneurial spirit and a humanistic approach.
IE's 500-strong, international faculty teaches a student body composed of more than 80
nationalities on our Undergraduate (IE University), Master, and Doctorate degrees, and Executive
Education programs. IE's alumni, now numbering over 37,000, hold management positions in some
100 countries worldwide.
IE's champion applied research coupled with multidisciplinary, integrative education programs.
Designed to address market demands, our innovative learning processes comprise a blend of online
and onsite formats, making IE a pioneer in international education.
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Foreword
Strong corporate and bank governance are essential ingredients for the development of a vibrant and
sound Islamic finance industry. The regulation of Islamic Finance needs to be aligned with the
regulation of conventional finance to the maximum extent consistent with Shari’a requirements. This
way, the Islamic communities can participate to their full advantage in mainstream international
finance and capital markets. In the regulatory context, that means applying internationally accepted
standards and principles, with variations only as required to reflect Shari’a compliance.
The Policy brief on Corporate Governance for Islamic Banks and Financial Institutions in the Middle
East and North Africa (MENA) region highlights the improvements required in the corporate
governance frameworks of Islamic Banks and Financial Institutions in MENA taking into consideration
International practices and standards developed by various Islamic finance standard setting bodies.
The Policy Brief is addressed to policy makers, Islamic banking regulators, banking associations and
Islamic banks and financial institutions in the MENA region. The publication of this policy brief is the
first step towards bridging the corporate governance gap in the Islamic Finance Sector in the MENA
region. This policy brief identifies the corporate governance implementation gaps in the Islamic
Financial Institutions industry in region and lays out specific recommendations to bridge this gap.
As part of its regional work to advance corporate governance, Hawkamah, set up a Task Force on
Corporate Governance for Islamic Banks and Financial Institutions (IFIs). The Task Force members
consist of experts in the area of Corporate Governance in Islamic Finance, Islamic Finance standard
setting bodies, and IFIs across the MENA region.This Policy brief is a joint effort of the Task Force for
which each member of the Task Force is thanked.
The survey and compilation of this policy brief was co-ordinated by Hawkamah and is a result of face to
face meetings,electronic consultations and feedback from the Task Force members. The Policy brief
went through a public consultation process as well.
We acknowledge the support of the Accounting and Auditing Organisation of Islamic Financial
Institutions who are one of the drivers for standardisation in the Islamic Finance Industry.We also
acknowledge the support of Cass Business school and all of our Task Force members 1 whose input has
made it possible for us to compile and present this Policy Brief.
Good corporate governance is more than a noble idea. It encourages capital formation, lowers the cost
of capital, improves the investment climate and helps to establish strong markets. The adoption of best
practice standards is a matter to be addressed by regulators and policy makers. However, market
participants with a vested interest in the development of sustainable local capital markets can also play
a role in elevating corporate governance standards by setting market expectations for what is
acceptable corporate behaviour.
1

Please refer to Section 7 for the list of Task Force members
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1

SUMMARY OF POLICY RECOMMENDATIONS

The below policy recommendations are a result of Hawkamah’s survey of Corporate
Governance framework and practices of 22 Islamic Banks and Islamic Financial Institutions (referred
to collectively as IIFs or IFIs) in 8 MENA countries. Due to the low response rate per country, we
cannot conclude that the policy brief is an exact reflection of each countries corporate governance
practices, however based on the analysis of the data gathered, we can say that this Policy brief
gives a fairly good idea of the gaps and challenges being faced by the Islamic Banks and Islamic
Financial Institutions in these 8 countries.
The Policy recommendations are not exhaustive as they are based on survey findings on the
corporate governance frameworks of Islamic Banks and Islamic Financial Institutions.
The Introduction Section of this Policy brief provides for the details regarding the purpose, the
approach and the international benchmarks considered while drafting this Policy Brief.
Board Composition and Board Committees
1. The board and its committees should have the appropriate balance of skills, experience,
independence and knowledge of the company to enable them to discharge their respective
duties and responsibilities effectively.
2. There should be a nomination committee which should lead the process for board
appointments and make recommendations to the board. The nomination Committee may
also recommend to the Board Sharia Supervisory Board members appointments.
3. The Board should also have an audit and governance committee and a remuneration
committee. It is recommended for the Board to have a separate Risk Management
Committee, if this function is not being performed by the Audit Committee.
4. The members of the Board and the Sharia’ Supervisory Board should be selected on merit
and against objective criteria.
Commitment to Corporate Governance
5. The corporate governance code for Islamic Financial Institutions is strongly recommended
to be made mandatory by law. The regulatory authorities should issue standards for
compliance with all laws and regulations and responsibility pertaining to corporate
governance.
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6. The IFIs should nominate a high level officer responsible for following through the
implementation of the corporate governance practices within the bank. This function may
be delegated to the company secretary.
7. All IFIs should be required to issue a Corporate Governance Report as a part of its Annual
Report.
8. The corporate governance framework should incorporate rights of minority shareholders as
well as investment account holders (IAHs).
Functioning and Responsibilities of the Board of Directors
9. Board evaluation procedures should be put in place for IFIs Boards as well as the Shari’a
Supervisory Board members.
10. The IFIs should have a written policy concerning succession planning of the Board members.
11. The Board meeting agenda should be circulated at least 7 days prior to the Board meeting.
12. The minutes of the Board meetings should be duly recorded by the Company secretary.
13. All IFIs should develop and put in place fit and proper criteria for their Board members.
14. The Board when setting the IFIs strategic objectives, risk strategy, corporate governance
and corporate values, should ensure adherence to shari’a principles.
15. The Board should have the responsibility to ensure that the members of the SSB or the
Shari’a advisory Firm remain objective and independent of the day to day management of
the IFI, while having direct access to the Board, senior management and key control
functionaries of the IFI.
Control Environment and Process
16. The Audit Committee should consist of non-executive directors, majority of whom are
Independent. The Chairman of the Audit Committee should be Independent Non-Executive
Director.
17. Internal audit should be risk-based and the internal auditors should furnish an assessment
to the board on the system of internal controls and to the audit committee specifically on
the effectiveness of internal financial controls on a regular basis.
18. The Risk Management Committees should consist of majority Independent Directors.
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19. The Risk Management Committees should have as its members executive and nonexecutive directors. Members of senior management and independent risk management
experts can be invited, if necessary. The Risk Management Committee should oversee the
Shari’a Risk Management being conducted by the Shari’a Supervisory Board.
20. IIFS shall have in place a comprehensive risk management and reporting process, including
appropriate board and senior management oversight, to identify, measure, monitor, report
and control relevant categories of risks and, where appropriate, to hold adequate capital
against these risks. The process shall take into account appropriate steps to comply with
Sharī`a rules and principles and to ensure the adequacy of relevant risk reporting to the
supervisory authority.
21. IIFS shall establish a comprehensive risk management and reporting process to assess the
potential impacts of market factors affecting rates of return on assets in comparison with
the expected rates of return for investment account holders (IAH).
22. The IFIs shall have a policy with respect to the selection of external auditors and the
recommendation shall be made by the Audit Committee to the Board for the approval. The
appointment of the external auditors shall be subject to shareholder approval.
23. IT Corporate Governance should be made a part of organisation’s corporate governance
policies.
Equitable Treatment of All Shareholders and Stakeholders
24. All shares within the same class should carry the same rights.
25. All investors should be able to obtain information about the rights attached to all series and
classes of shares before purchase.
26. The beneficial ownership of shares should be disclosed by every IIFI to the regulator
through filing of periodic returns. The pattern of shareholding including beneficial
ownership of share should be disclosed in the Annual Report.
27. All countries are encouraged to develop Takeovers and Acquisitions Law which mentions a
mechanism ensuring the trigger of a public offer or the exercise of tag along rights in case of
change in ownership exceeding a specific threshold.
28. The option of cumulative voting should be considered to allow minority shareholders to
nominate board members.
29. IIFS should disclose to the IAH their policies and practices in respect of the investment
accounts which they offer. IIFS shall put IAHs on an equal footing with the IIFS’s own
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shareholders by duly acknowledging the IAH’s right to access all relevant information in
relation to their investment accounts.
30. The corporate governance framework should recognise the rights of stakeholders, including
employees, suppliers and customers.
31. In promoting the success of the IIF, the directors should take into consideration the impact
of the company’s operations on the community and the environment.
32. The remuneration policy should address base pay and bonuses, employee contracts,
severance and retirement benefits and share-based and other long-term incentive schemes
for directors and senior executives.
Disclosure and Transparency
33. IFIs should disclose their corporate governance practices in a corporate governance report
to be made a part of the Annual Report.
34. IFIs should treat the IAH as pari passu with the shareholders with regard to the disclosure of
information regarding the investment accounts, smoothing of reserves policy and returns
on investments.
35. General investment objectives and policies that are offered to the unrestricted IAH based
on the general business strategy and risk-sharing policies of the IIFS (including commingling
of funds) should be disclosed by the IFIs.
Shari’a Governance System
36. The Shari`a governance structure adopted by the IIFS should be proportionate with the size,
complexity and nature of its business.
37. IIFS should consider its size and, with a view to determining the impact of the number of
members upon effective decision-making, decide what size Shari`a board is most
appropriate. IIFS should further take into account the scope and nature of their operations.
The Shari’a Supervisory Board however, should have a minimum of three members.
38. IIFS should aim for a Shari`a board with a mixture of experience and competencies.
39. IIFS must ensure that the Shari`a board has clear terms of reference regarding its mandate
and responsibility; well-defined operating procedures and lines of reporting; and good
understanding of, and familiarity with, professional ethics and conduct.
40. The IIFS should make public the roles and responsibilities, reporting line structure and the
appointment and dismissal procedures of the Shari’a supervisory Board members.
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41. The Shari’a Governance system should ensure that it imposes responsibility on the SSB
members to be responsible for the Shari’a compliance of the product or transaction from
the product development stage, through to its implementation.
42. IIFS should ensure that any person mandated with overseeing the Shari`a Governance
System fulfils acceptable fit and proper criteria.
43. IIFS should facilitate continuous professional development of persons serving on its Shari`a
board, as well as its ISCU and ISRU, if any.
44. There should be a formal assessment of the effectiveness of the Shari`a board as a whole
and of the contribution by each member to the effectiveness of the Shari`a board.
45. The Shari`a board should play a strong and independent oversight role, with adequate
capability to exercise objective judgement on Shari`a-related matters.
46. When a member of the Shari`a board has multiple Shari`a board responsibilities
/appointments, he or she must ensure that sufficient time and attention is given to the
affairs of each IIFS. The IIFS should decide if a member of the Shari`a board is able to and
has been adequately carrying out his or her duties in serving his or her Shari`a board.
Internal guidelines should be adopted that address the competing time commitments that
are faced when members of the Shari`a board serve on multiple Shari`a boards.
47. IIFS shall have in place an appropriate and transparent process for resolving any differences
of opinion between the Board of Directors and the Shari`a board.
48. An IIFS shall recognise the conflicts of interest between it and its clients that arise from the
type of products it offers, and either avoid them, or disclose and manage them, bearing in
mind its fiduciary duties to investment account holders as well as shareholders.
49. In order to fulfill their responsibilities, the IIF should provide the Shari`a board with
complete, adequate and timely information prior to all meetings and on an ongoing basis.
50. Shari`a board members should ensure that internal information obtained in the course of
their duties is kept confidential.
51. The IIFS should fully understand the legal and regulatory framework for issuance of Shari`a
pronouncements/resolutions in the jurisdiction where it operates. It should ensure that its
Shari`a board strictly observes the said framework and, wherever possible, promotes
convergence of the Shari`a governance standards.
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52. Where a Shari`a advisory firm is appointed by an IIFS, such a firm should have sufficient
expertise and resources to carry out its work. A Shari`a advisory firm should not undertake
any Shari`a audit/review work beyond its capacity and expertise.
53. The IIFS should ensure that a proper succession/Business Continuity Plan should be in place
for the Shari’a Supervisory Board members.
54. The Annual Corporate Governance report issued by the SSB should be made a part of the
Annual Accounts to be distributed to all shareholders and IAHs.
55. The bankruptcy and Insolvency Laws of a country should develop provisions relating to
facilitate winding up and restructuring of Institutions offering Islamic Finance 2.

2
2.1

INTRODUCTION
Background

Corporate governance is not new to Islamic finance. Indeed, Islamic finance embeds the basic
tenets of good corporate governance, stressing the three main areas of accountability,
transparency and trustworthiness3.
Islamic banking offers a different paradigm from conventional banking, and from the viewpoint
of corporate governance, it embodies a number of interesting features since equity participation,
risk and profit-and-loss sharing arrangements form the basis of Islamic financing. These financial
arrangements imply different stakeholder relationships, and by corollary governance structures,
from the conventional model since depositors have a direct financial stake in the bank's investment
and equity participations. In addition, the Islamic bank is subject to an additional layer of
governance since the suitability of its investment and financing must be in strict conformity with
Islamic law and the expectations of the Muslim community.
Strong corporate and bank governance are essential ingredients for the development of a
vibrant and sound Islamic finance industry. The regulation of Islamic Finance should be aligned with
the regulation of conventional finance to the maximum extent consistent with Shari’a
requirements. In our view, that is the surest and quickest way for Islamic communities to
participate to their full advantage in mainstream international finance and capital markets. In the
regulatory context, that means applying internationally accepted standards and principles, with
variations only as required to reflect Shari’a compliance.
2

This is being addressed by Hawkamah through the establishment of FIRM (Forum for Insolvency Reforms in MENA).For more details please
visit http://www.hawkamah.org/files/FIRM%20communique%20May%2092010.pdf.
3
Chapter on ‘Corporate Governance in Islamic Finance by Dr. Nasser Saidi, Executive Director Hawkamah and Chief Economist DIFCA,
published in Euromoney Books from Islamic Wealth Management: A Catalyst for Global Change and Innovation, edited by Sohail Jaffer 2009
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As part of its regional work to advance corporate governance, Hawkamah, the Institute for
Corporate Governance has set up a Task Force on Corporate Governance for Islamic Banks and
Financial Institutions (IFIs). The Task Force members consist of experts in the area of Corporate
Governance in Islamic Finance, Islamic Finance Standard setting bodies, and IFIs across the MENA
region4.
The Task Force aims to document the Corporate Governance practices prevalent in Islamic
Banks and Financial Institutions across the MENA region through a survey developed by
Hawkamah. Once the data collection phase is complete, the Task Force will develop a Final MENA
Policy Brief on Corporate Governance of Islamic Banks and Financial Institutions, identifying
priorities for standardization, corporate governance challenges faced by the Islamic Finance
Industry and proposing concrete recommendations for implementation.
The Policy Brief will be addressed to Policy makers, Islamic Banking Regulators and Islamic
banks and Financial Institutions with the aim to identifying priorities for Standardisation. This
version of the Policy Brief is now the final Brief and has gone thorugh the public consultation
process.
The Task Force will conduct Workshops, Seminars and Conferences on governance issues and
challenges faced by the Islamic Finance Industry in partnership with Regional and International
organisations intersted in promoting good CG practices in the Middle East and North Africa (MENA)
region.

2.2

Methodology

As mentioned above, the drafting of this Policy Brief was supported by a survey issued by the
Hawkamah Institute for Corporate Governance in 2009 and disseminated to selected experts from
the MENA countries in order to collect factual input.
The Survey was distributed on 1st April 2009 to 90 IFIs in 10 countries consisting of commercial
banks and investment banks which offer Islamic financial services in the MENA region. These
countries included UAE, Bahrain, Kuwait, Egypt, Saudi Arabia, Lebanon, Jordan, Qatar, Tunisia and
Morocco. The Survey excludes Oman since the government of Oman has not yet implementing the
Shari’a-compliant banking.
In designing the Survey, the Task Force referred to the OECD Principles of Corporate
Governance (The OECD Principles), the Guidance by the Basel Committee on Banking Supervision
on Enhancing Corporate Governance for Banking Organizations (BIS Guidelines), the Accounting
and Auditing Organization for Islamic Financial Institutions (AAOIFI) Accounting, Auditing &
Governance Standards (for IFIs) and the Islamic Financial Services Board (IFSB) published Standards
including the Guiding Principles on Shari’a Governance Systems For Institutions Offering Islamic
4

Please refer to Appendix B for the list of Task Force members
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Financial Services, The IFSB Guiding Principles On Conduct Of Business For Institutions Offering
Islamic Financial Services and Guiding Principles On Corporate Governance For Institutions Offering
Only Islamic Financial Services (Excluding Islamic Insurance (Takaful) Institutions And Islamic
Mutual Funds)5. These international benchmarks are very important for the purpose of identifying
the international best practice in good corporate governance.
The Survey is divided into two sections namely Section A: General Information and Section B:
Corporate Governance. Section B represents the most important part of the questionnaire and this
section is further categorized into six main elements of corporate governance that consist of
Commitment to Good Corporate Governance (General Framework of Good Corporate Governance),
Functioning And Responsibilities of The Board of Directors, Control Environment and Processes,
Equitable Treatment of All Shareholders and Stakeholders, Disclosure and Transparency and Shari’a
Governance System. All of these components represent the very important characteristics of good
corporate governance practice.
This Survey constitutes a first step of the Task Force to understand the general framework of
corporate governance practice of IFIs in the Middle East and North Africa (MENA) region. The
Survey aims to understand current corporate governance practices by IFIs; to create awareness
about some of the crucial issues pertinent to corporate governance of IFIs; and to promote greater
understanding on the corporate governance practices and thereby enables IFIs to better safeguard
the interest of their shareholders and stakeholders.

2.3

Response Rate

Out of 90 IFIs, only 21 respondents have participated in the survey namely 7=UAE, 4=Bahrain,
1= Qatar, 2=Jordan, 1=Egypt, 2=Kuwait, 1=Saudi Arabia and 3= Lebanon.
In total 21 responses from 8 countries were received. The individual responses remain confidential.

3

CORPORATE GOVERNANCE IN THE ISLAMIC FINANCE INDUSTRY

Since the inception of modern Islamic banking, the number and reach of Islamic financial
institutions worldwide has risen from one institution in one country in 1975, to more than 300
institutions operating in more than 75 countries6.
The definition of corporate governance has evolved and broadened over the past decade as a
result of experience with corporate ‘malgovernance’ and policy reactions, as in the case of the
Sarbanes Oxley Act of 2002.
5

Takaful has been covered in the AFRIC- Hawkamah Policy Brief on Corporate Governance for the Insurance Industry in MENA. Private
Equity, Mutual Funds and Collective Investment schemes are excluded from the scope of this Policy Brief.
6
Chapter on ‘Corporate Governance in Islamic Finance by Dr. Nasser Saidi, Executive Director, Hawkamah and Chief Economist, DIFCA,
published in Euromoney Books from Islamic Wealth Management: A Catalyst for Global Change and Innovation, edited by Sohail Jaffer
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Corporate governance aims at providing institutions with a body of rules and principles, with a
view to ensuring that good practices guide overall management of an institution. It has now come
to mean the whole process of managing a company and the incentive structure to address
principal-agent issues and ensure that executive management serves the long-term best interests
of the shareholders and sustainable value of the company in conformity with the laws and ethics of
the country. All of the complex factors that are involved in balancing the power between the Chief
Executive Officer (CEO), the board, and the shareholders are now considered to be a part of the
corporate governance framework, including auditing, balance sheet and off-balance disclosure, and
transparency.
Hence, corporate governance refers to the method by which a corporation is directed,
administered and controlled. It includes the laws and customs affecting that direction, as well as
the goals for which it is governed. Corporate governance mechanisms, incentives and controls are
designed to reduce the inefficiencies that arise from moral hazard and adverse selection. Corporate
governance is also viewed as a process of monitoring performance by applying appropriate
counter-measures and dealing with transparency, integrity and accountability. It organizes the way
corporations are accountable to shareholders and the public, and also the monitoring of the
executive management of organisations in running their businesses.
Islamic banking refers to a system of banking or banking activity which is consistent with
Islamic law (Shari’a) principles and guided by Islamic economics. In particular, Islamic law prohibits
usury, the collection and payment of interest, also commonly called ‘riba’ in Islamic discourse.
Instead, profit-and-loss sharing arrangements (PLS) or purchase and resale of goods and services
form the basis of contracts. Islamic law requires the avoidance of economic activities involving
speculation ‘ghirar’. In addition, Islamic law prohibits investing in businesses that are considered
haram .It also calls for the introduction of an Islamic tax (zakat).
In countries where Islamic banking is operating, its coverage and extent vary significantly
from situations where the whole financial sector is entirely Islamic (Iran) to others where
conventional and Islamic systems co-exist (Indonesia, Malaysia, Pakistan, and the United Arab
Emirates), to countries where there are one or two Islamic banks, or countries where ‘Islamic
windows’ exist within conventional banks. The current trend seems to be toward separation
between Islamic and conventional banks.
In recent years, many new Islamic financial products have been developed and are increasingly
used in financial market activities, including equity and bond (Sukuk and Certificate of Investment)
trading and investment, Takaful and re-Takaful, Islamic syndicated lending, and investment in
Islamic collective investment schemes and other wealth and asset management products including
Islamic trust services (Waqf).
Corporate governance in Islamic finance necessitates Islamic financial institutions abiding by a
set of rules called the Islamic law or Shari’a. The Shari’a governs the bank’s operations and
transactions in accordance with Islamic principles derived from the Quran and Hadith.
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Table 1:
Regulatory and Corporate Governance (CG) framework of Banks
I. National CG Framework
- Banking Sector Specific Laws/Codes/Guidelines
- Stock Exchanges Listing Rules and Regulations
- Listed Companies Regulatory Authorities Laws, Rules and Regulations
II. Islamic Finance and Shari’a specific Codes & Standards
- IFSB Guiding Principles on Shari’a Governance systems for Institutions Offering
Islamic Financial Services 2009
- IFSB Guiding Principles on Conduct of Business for Institutions Offering Islamic
Financial Services 2009
- IFSB Guiding Principles On Corporate Governance For Institutions Offering Only
Islamic Financial Services (Excluding Islamic Insurance (Takaful) Institutions And
Islamic Mutual Funds) 2006
- IFSB Guidance on Key Elements in the Supervisory Review Process of Institutions
offering Islamic Financial Services (excluding Islamic Insurance (Takaful) Institutions
and Islamic Mutual Funds) 2007
- AAOIFI Accounting, Auditing & Governance Standards (for Islamic financial
institutions)
III. International Standards and Codes
- The OECD Principles of Corporate Governance
- Guidance by the Basel Committee on Banking Supervision on Enhancing Corporate
Governance for Banking Organisations 2006
Table 1 above suggests the build-up of a corporate governance framework for IFIs. To ensure that a
national or sector specific CG framework is consistent with international best practice, the
framework should incorporate the OECD principles and the BIS Guidelines.

Table 2:
The OECD Principles of Corporate Governance
I. Ensuring the Basis for an Effective Corporate Governance Framework.
II. The Rights of Shareholders and Key Ownership Functions
III. The Equitable Treatment of Shareholders
IV. The Role of Stakeholders in Corporate Governance
V. Disclosure and Transparency
VI. The Responsibilities of the Board
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Table 3:
Guidance by the Basel Committee on Banking Supervision on Enhancing Corporate
Governance for Banking Organisations, 2006
Principle 1: Board members should be qualified for their positions, have a clear
understanding of their role in corporate governance and be able to exercise sound
judgment about the affairs of the bank
Principle 2: The board of directors should approve and oversee the bank’s strategic
objectives and corporate values that are communicated throughout the banking
organisation
Principle 3: The board of directors should set and enforce clear lines of
responsibility and accountability throughout the organisation
Principle 4: The board should ensure that there is appropriate oversight by senior
management consistent with board policy
Principle 5: The board and senior management should effectively utilise the work
conducted by the internal audit function, external auditors, and internal control
functions
Principle 6: The board should ensure that compensation policies and practices are
consistent with the bank’s corporate culture, long-term objectives and strategy, and
control environment
Principle 7: The bank should be governed in a transparent manner
Principle 8: The board and senior management should understand the bank’s
operational structure, including where the bank operates in jurisdictions, or through
structures, that impede transparency (i.e. “know-your-structure”)

Islamic banking offers a different paradigm from conventional banking, and from the viewpoint
of corporate governance, it embodies a number of interesting features since equity participation,
risk and profit-and-loss sharing arrangements form the basis of Islamic financing. These financial
arrangements imply different stakeholder relationships, and by corollary governance structures,
from the conventional model since depositors have a direct financial stake in the bank's investment
and equity participations. In addition, the Islamic bank is subject to an additional layer of
governance which is carried out by the Shari’a Supervisory Board, since the suitability of its
investment and financing must be in strict conformity with Islamic law and the expectations of the
Muslim community.
An illustration of how the Shari’a Governance system complements the existing governance,
control and compliance functions within an IIFS, comparative to the scenario in a conventional
financial institution, is provided below7:

7

IFSB Guiding Principles on Sharia’ Governance Systems For Institutions Offering Islamic Financial Services
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Table 4:
Functions

Typical Financial Institutions

Additions In IIFS

Governance



Board of Directors



Shari’a Board

Control



Internal Auditor





External Auditor

Internal Shari’a Review Unit
(ISRU)



External Shari’a Review



Internal Shari’a Compliance
Unit (ISCU)

Compliance



Regulatory and Financial
Compliance officers

In reality, the detailed scope of the Shari’a Governance System may vary from one jurisdiction
to another, depending on the types of structures adopted by the IIFS as permitted by the
authorities.
In December 2006, the IFSB published the Guiding Principles on Shari’a Governance systems
for Institutions Offering Islamic Financial Services. The Guiding Principles are designed to help IIFS
establish and implement effective corporate governance practices. The Guiding Principles are
applicable to commercial banks, investment banks, finance houses and other fund-mobilizing
institutions that offer only financial services and products complying with Islamic Shari’a rules and
principles, as determined by the respective supervisory authorities. The Guiding Principles are
divided into four parts:
(i) General governance approach of IIFS;
(ii) Rights of investment account holders (IAH);
(iii) Compliance with Islamic Shari’a rules and principles; and
(iv) Transparency of financial reporting in respect of investment accounts.
Indeed, the IFSB’s Guiding Principles complement those of the OECD and the BIS. As shown in
Table 3 above, the CG framework for IIFS stands on top of and builds on the international codes
and standards and forms the basis for national codes, guidelines and regulations to be issued by
bank supervisors and central banks.
The Accounting and Auditing Organizations for Islamic Financial Institutions (AAOIFI) has also
issued 25 accounting standards, 5 auditing standards, 7 governance standards and 2 codes of
ethics. The AAOIFI has also issued 07 Shari’a standards.
The AAOIFI explains the role of the Audit and Governance Committee as being responsible for
overall monitoring of business covering internal control, compliance with Shari’a laws and
principles and adherence to code of ethics.
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4

SUMMARY OF THE MAIN FINDINGS

4.1 Section A: General Information
4.1.1 Board Size is no less than 7 Members
The majority (82%) of the IFIs consist of 7 or more board members. Only 2 IFIs (9%) are
represented by 5 board members. These numbers appear to be appropriate and in line with
best practice.
4.1.2 Independent Directors
The Majority (59%) of the Boards of Directors (BOD) consist of less than 30% of independent
directors. Only 3 IFIs (13%) have more than 75% of independent directors.
4.1.3 Board’s Committee
12 IFIs (54.5%) have Corporate Governance Committees, 16 have (73%) Remuneration
Committees and Risk Management Committees, 19 IFIs (86.4%) have an Executive
Committee but only 10 IFIs (45.5%) have a Nomination Committee, however all but one of
the institutions have an Audit Committee at the Board level.
4.1.4 Shari’a Board
All IFIs have more than 3 Shari’a board members but none of them consist of female
members.
Recommended best practice: The board should include an appropriate combination of executive
and non-executive directors (and, in particular, independent non-executive directors) such that no
individual or small group of individuals can dominate the board’s decision taking.
The Regional and International Corporate Governance Codes require that at least one third of the
Board members should be Independent and a majority of the Board should consist of NonExecutive Directors.
The members of the Board should be selected on merit, against objective criteria, and with due
regard for the benefits of diversity, including gender diversity.
The BIS Guidelines stress the importance of having an Audit Committee for internationally active
banks. However, in the wake of recent developments other committees have become increasingly
important such as the Risk Management Committee (recommended by the Walker Review, July
2009), Compensation Committee, Governance Committee and Nomination Committee.
The Board is the ultimate guardian of shareholder interests within IIFS and they supervise all
aspects of the executive management. Therefore, the independence of the Board is fundamental to
its stewardship role and effectiveness. In IIFS, Board independence is critical given the potential for
conflict that exists between shareholders and other stakeholders.
______________________________________________________________________________________________________________________
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Basel II covers areas such as Board obligations towards shareholders, qualifications and expertise of
Board members, composition of the Board, relationships with shareholders and bank’s
management and the overall guiding rules. Basel II requires and IFSB’s Guiding Principles on
Corporate Governance recommends that the Board consist of members who have sound
knowledge of the banking industry, regulatory framework and risk management.
Policy recommendation:
The board and its committees should have the appropriate balance of skills, experience,
independence and knowledge of the company to enable them to discharge their respective duties
and responsibilities effectively.
There should be a nomination committee which should lead the process for board appointments
and make recommendations to the board. The nomination Committee may also recommend to the
Board, Sharia Supervisory Board members appointments.
The Board should also have an audit and governance committee and a remunerations committee.
It is recommended for the Board to have a separate Risk Management Committee, if this function
is not being performed by the Audit Committee.
The members of the Board should be selected on merit, against objective criteria, and with due
regard for the benefits of diversity, including gender diversity.

4.2

Section B: Best Practice of Corporate Governance

4.2.1 Commitment to Good Corporate Governance
Many of the IFIs (72.8%) give a positive response to a corporate governance standard
developed by the regulatory body. 18 IFIs (81.8%) publish a chart which illustrates its
governance structure.
The majority of IFIs (91%) have written policies, codes that elaborate the corporate
governance approach, (95.4%) roles of the Board of Directors and the Shari’a Supervisory
Board (SSB), (11.3%) disclosure and transparency but 8 (39.0%) of the IFI’s do not have
policies on treatment of minority shareholders. As regards to the shareholders and boards
meeting, only three IFIs (13.6%) do not have specific annual calendar which is approved by
senior management and the Board of Directors.
In terms of the international benchmark that was used for drafting corporate governance
code, 6 IFIs (27.3%) refer to OECD, 8 IFIs (36.7%) to BIS, 3 IFIs (13.6%) to IFC, 5 IFIs (22.7%)
to IFSB and 8 IFIs (36.4%) to AAOIFI. Half of IFIs believe that corporate governance code is
mandatory by law of the Country.
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For the implementation aspect, 11 IFIs (50%) have set up a governance committee at the
board level and 18 IFIs (81.8%) have dedicated a special officer who is responsible for
ensuring that the institutions comply with the corporate governance code. Although the
majority (86.4%) of IFIs have corporate governance codes or policies in place only half (50%)
issue corporate governance reports.
A comparative analysis below showcases that IIFS rely on several international corporate
governance standard setting organizations when establishing their own corporate
governance policies and guidelines.

Country

Bahrain
UAE
Kuwait
Qatar
Saudi
Arabia
Jordan
Lebanon
Egypt

Table 5: Comparative Analysis of International Benchmark Usage
OECD
Basel
IFC
IFSB
(AAOIFI)
Mandatory
Standards
II
Standards Standards Governance
Codes
Standards
√
√
√
√
√
√
√
√
√
√
-

-

-

-

-

√

√
√
-

√
√
√

√
-

√
√
-

√
√
-

√
√

Recommended best practice: The IFIs are encouraged to use the international benchmark for their
corporate governance code particularly the AAOIFI Governance Standards and the IFSB Guidelines.
The corporate governance framework should ensure the equitable treatment of all shareholders,
including minority and foreign shareholders. All shareholders should have the opportunity to
obtain effective redress for violation of their rights.
According to OECD Principles of Corporate Governance, it is the responsibility of the Board to
develop a corporate governance framework that ensures the strategic guidance of the company,
the effective monitoring of management and the board’s accountability to the company and its
shareholders. According to the Guidance by the Basel Committee on Banking Supervision on
Enhancing Corporate Governance for Banking Organisations, 2006, The board of directors should
approve and oversee the bank’s strategic objectives and corporate values that are communicated
throughout the banking organisation.
Policy recommendation:
The corporate governance code for Islamic Financial Institutions is strongly recommended to be
made mandatory by law. The regulatory authorities should issue standards for compliance with all
laws and regulations and responsibility pertaining to corporate governance.
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The IFIs should nominate a high level officer responsible for following through the implementation
of the corporate governance practices within the bank. This function may be delegated to the
company secretary.
All IFIs should be required to issue a Corporate Governance Report as a part of its Annual Report.
The corporate governance framework should incorporate rights of minority shareholders.

4.2.2 Functioning and Responsibilities of the Board of Directors
19 (86.4%) of the IFIs have written policies on the conduct of the Board of Directors (BOD),
20 of the institutions (90.9%) both review the qualification and expertise of board members
and have special rules and procedures for transactions that involve conflict of interest and
related parties.
20 (90.9%) of the IFIs have the agenda of the Board meetings prepared and distributed at
least one week in advance of the Board meeting. All of the IFIs make an effort to ensure a
mix of skills and experience exists among board members. The majority of IFIs (86.4%) have
fit and proper criterion for their board members and 81.8% have at least 2 independent
directors.
In relation to board meetings, 13 IFIs (59.1%) hold meetings at least 6 times a year. 15 IFIs
require the board to conduct self-evaluation but only half of the IFIs (50%) have a written
policy concerning succession planning.
In regard to the issue of separation between executive management and the board, only
59.1% of the IFIs have separated the CEO and general manager and, 63.6% have separated
the general manager and Chairmanship position and almost all IFIs (95.4%) for the CEO and
Chairmanship position. The responses reveal that the IFIs have good board practice in term
of separation between the CEO and Chairmanship’s posts due to regulatory requirements or
central bank regulations.
Recommended best practice: One of the key elements of corporate governance in terms of
boardroom independence and objectivity is the separation of the roles of the Chairman and Chief
Executive Officer. Both Basel II and the OECD Principles of Corporate Governance provide specific
recommendations on this separation which is likely to lead to further strengthening of the Board’s
objectivity and independence from management.
According to the OECD principles of Corporate Governance, overseeing succession planning is also
one of the key responsibilities of the Board.
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The IFSB Guiding Principles and the OECD Principles of Corporate Governance have recommended
putting in place a written policy on the conduct of the board, its members and sub-committees.
Further, one of the key functions of the board is to monitor transactions that involve potential
conflicts of interest and related parties. To this effect, the standard of governance prescribed by
the OECD Principles and the Basel Committee on Banking Supervision recommend that the board
review and monitor such transactions. Thus, in an effort to protect stakeholder interests and boost
investor confidence, all IIFS should seek to have special rules and procedures in place to deal with
these types of transactions.
Self-evaluation and performance appraisals are an important self-regulatory tool for IIFS Boards
and Shari’a Supervisory Board members.
The DFSA recommends that the Board when setting the IFIs strategic objectives, risk strategy,
corporate governance and corporate values, should ensure adherence to Shari’a principles. The
DFSA also recommends that the Board should have the responsibility to ensure that the members
of the SSB or the Shari’a advisory Firm remain objective and independent of the day to day
management of the IFI, while having direct access to the Board, senior management and key
control functionaries of the IFI.
Policy recommendation:
Board evaluation procedures should be put in place for IFIs Board.
The IFIs should have a written policy concerning succession planning.
The Board meeting agenda should be circulated at least 7 days prior to the Board meeting.
The minutes of the Board meetings should be duly recorded by the Company secretary.
All IFIs should develop and put in place fit and proper criteria for their Board members and the
Shari’a Supervisory Board members.
The Board when setting the IFIs strategic objectives, risk strategy, corporate governance and
corporate values, should ensure adherence to Shari’a principles.
The Board should have the responsibility to ensure that the members of the SSB or the Shari’a
advisory Firm remain objective and independent of the day to day management of the IFI, while
having direct access to the Board, senior management and key control functionaries of the IFI8.
8

Islamic Development Bank recommends that the IFIs board is encouraged to consider appointing at least one member of the Shari’a Board
to serve as a ‘bridge’ between the IFI’s and the Shari’a Board. The presence of a director with sound Shari’a knowledge would foster greater
understanding and appreciation amongst the board members on the decisions made by the Shari’a board. (One of the Task Force members
has shown a concern that if the SSB member also sits on the Board, this could cause Independence issues and hence this recommendation
needs further deliberation.)
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4.2.3 Control Environment and Process
All IFIs have risk management and reporting policies and procedures in place for credit and
liquidity risk management, while 17 IFIs (77.3%) have a rate of return risk9. 20 (90.9%) have
operational risk management policies, 76 IFI’s have asset and liabilities risk management
policies, with 17 IFIs (77.3%) having market risk management policies in place.
19 IFIs (86.4%) review the internal control documentation 20 (90.9%) review policies and
procedures of the internal control which are done by the Board of Directors periodically.
The Audit Committee of 21 IFIs (95.5%), CEO of 15 IFIs (68.2%) and CFO and Senior
Executives of 6 IFIs (27.3%) and (40.9%) respectively, review the internal auditor work plans.
Almost all IFIs (95.5%) appropriately assess risks when planning new strategies, activities
and products and in 17 IFIs (77.3%) the Audit Committee produces a report on the internal
audit function.
Only 11 IFIs (50%) consist of majority independent directors in their risk committee. 17 IFIs
(77.3%) have a policy for the selection of external auditors and all IFIs follow the
international standards on auditing for conducting the audit. 15 IFIs (68.2%) have a policy
and calendar for interaction between the external and internal auditors, 21 (95.5%) have a
compliance program, whistle blowing policy or procedures including training of employees
and all IFIs conduct training for their staff on Islamic finance.
Recommended Best Practice: The Audit committee should consist of at least three members (All
Non-Executive directors, the Chairman and majority to be Independent).The Audit Committee
should prepare a report on the Internal control procedures to the Board of Directors reports and
risk committee. The Kings Code recommends for all the Audit Committee members to be
Independent Non-Executive Directors, however most of the regional corporate governance codes10
require a majority of the members to be Independent Non-Executive Directors.
The Kings Code also recommends that the internal audit should be risk-based and every year the
internal auditors should furnish an assessment to the board generally on the system of internal
controls and to the audit committee specifically on the effectiveness of internal financial controls.

9

The rate of return risk is generally associated with overall balance sheet exposures where mismatches arise between assets and balances
from fund providers. Islamic banks differ significantly in that they typically mobilise funds in the form of Profit Sharing Investments Accounts
that are remunerated on the basis of sharing the actual returns on assets financed by the investment funds, with the Investment Account
Holders. In theory, the profits are shared in pre-agreed ratio and all losses on assets financed by the investment funds are to be borne by
Investment Account Holders, except in the case of misconduct, negligence or breach of contracted terms by the Islamic bank. In practice, the
concept of sharing the actual profits with Investment Account Holders is far from being the common practice of Islamic banks. Under
commercial pressure or regulatory pressure, the majority of Islamic banks absorb a proportion of losses normally borne by Investment
Account Holders in order to mitigate potential massive withdrawal of funds. This practice exposes Islamic banks to a specific risk, called
displaced commercial risk which requires allocating adequate capital
A consequence of rate of return risk may be displaced commercial risk.
10

Corporate Governance Code for Companies Listed in Markets Regulated by the Qatar Financial Markets Authority
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In terms of risk analysis, Basel II prescribes the development of credit rating models for banks.
These models are essential for the MENA region as the majority of the region lacks a national level
credit rating agency. Advanced risk measurement and performance evaluation techniques such as
Value at Risk and Risk Adjusted Return on Capital need to be employed by the IIFS to ensure
institutional integrity of the IIFS risks, its liabilities and assets to the market.
The King Code recommends that the Risk Management Committee should have as its members,
executive and non-executive directors, members of senior management and independent risk
management experts to be invited, if necessary. It should have a minimum of three members.
IFSB Guiding Principles of Risk Management for Institutions (Other Than Insurance Institutions)
Offering Only Islamic Financial Services state that the IIFS shall have in place a comprehensive risk
management and reporting process, including appropriate board and senior management
oversight, to identify, measure, monitor, report and control relevant categories of risks and, where
appropriate, to hold adequate capital against these risks. The process shall take into account
appropriate steps to comply with Sharī`a rules and principles and to ensure the adequacy of
relevant risk reporting to the supervisory authority.
The IFSB Guiding Principles On Corporate Governance For Institutions Offering only Islamic
Financial Services (Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutual Funds). IIFS
shall adopt a sound investment strategy which is appropriately aligned to the risk and return
expectations of IAH (bearing in mind the distinction between restricted and unrestricted IAH), and
be transparent in smoothing any returns.
The IFSB, and the OECD Principles recommend and the BCBS (Principle 7) imposes an obligation on
the IIFS to implement robust information systems to collect data with enhanced procedures to
safeguard security of information (IFSB Corporate Governance Guidelines for IIFS’s, 1119), BCBS
Core Principles for Effective Banking Supervision, 2006 and the OECD Principles of Corporate
Governance, 2004). The information systems should be reviewed regularly to keep pace with
technological developments, security enhancements and threats. These systems are viewed as one
of the core elements that facilitate timely disclosures and prompt overall institutional
transparency.
Policy Recommendation:
The IIFS should establish a policy with regard to “whistle-blowing” so as to encourage all employees
to report promptly to an appropriate level of management any breach or suspected breach of
business conduct principles.
The Audit Committee should consist of non-executive directors, majority of whom are
independent. The Chairman of the Audit Committee should be Independent Non-Executive
Director.
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Internal audit should be risk-based and the internal auditors should furnish an assessment to the
board on the system of internal controls and to the audit committee specifically on the
effectiveness of internal financial controls on a regular basis.
The Risk Management Committees should have as its members, executive and non-executive
directors, members of senior management and independent risk management experts to be
invited, if necessary. The Risk Management Committee should oversee the Shari’a Risk
Management being conducted by the Shari’a Supervisory Board.
IIFS shall have in place a comprehensive risk management and reporting process, including
appropriate board and senior management oversight, to identify, measure, monitor, report and
control relevant categories of risks and, where appropriate, to hold adequate capital against these
risks. The process shall take into account appropriate steps to comply with Shari’a rules and
principles and to ensure the adequacy of relevant risk reporting to the supervisory authority.
IIFS shall establish a comprehensive risk management and reporting process to assess the potential
impacts of market factors affecting rates of return on assets in comparison with the expected rates of
return for investment account holders (IAH).
IIFS shall adopt a sound investment strategy which is appropriately aligned to the risk and return
expectations of IAH (bearing in mind the distinction between restricted and unrestricted IAH), and
be transparent in smoothing any returns.
The IFIs shall have a policy with respect to the selection of external auditors and the
recommendation shall be made by the Audit Committee to the Board for the approval. The
appointment of the external auditors shall be subject to shareholders approval.
IT Corporate Governance should be made a part of organisation’s corporate governance policies.

4.2.4 Equitable Treatment of All Shareholders and Stakeholders
Shareholders of 19 IFIs (86.4%) have the same voting rights within each class and have
access to information about all voting rights arrangement prior to purchasing shares. 17 IFIs
(77.3%) disclose to the public on a periodic basis and exceptional basis, the ultimate
beneficial ownership of shares by controlling shareholders and management in the
institution.
All but one of the IFIs (95.5%) have a specific officer who is responsible for organizing, and
reporting the results of the Annual General Meetings (AGM) and Extra Ordinary General
Meetings (EGM) 20 IFIs (90.9%) provide a summary of the attendance and result of all AGM
and EGM for the past 3 years. 19 IFIs (86.4%) are able to provide a summary of Related
Party Transactions (RPT) and other operations that required shareholder approval over the
past 3 years. However, only 5 IFIs (22.7%) provide tag-along rights for minority shareholders
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that require the new controller to make offer to purchase their shares at the same price and
terms and conditions in the event of change of control of the institutions.
With respect to the issue of minority shareholder protection, only 40.9% of IFIs have
mechanisms that permit minority shareholders to nominate board members. As for other
stakeholders, 86.4% IFIs have the framework to protect the investment account holders and
employees. 72.7% of IFIs have the framework to protect the rights of customers and only
54.6% of IFIs have a framework for protection of the environment. Only 54.6% of IFIs have
mechanisms to allow employees to participate in share ownership, options or profit sharing
schemes.
Recommended Best Practice: The OECD Principles of Corporate Governance require that within
any series of a class, all shares should carry the same rights. All investors should be able to obtain
information about the rights attached to all series and classes of shares before they purchase. Any
changes in voting rights should be subject to approval by those classes of shares which are
negatively affected.
The OECD Principles also require the disclosure of ownership of shares. The requirement of
disclosing the beneficial ownership of shares is generally covered under the Company Laws of a
respective country11.
The provision of Tag along rights for minority shareholders is covered under a respective countries
Takeover and Acquisitions Law12. All countries are encouraged to develop Takeovers and
Acquisitions Law which mentions a mechanism ensuring the trigger of a public offer or the exercise
of tag along rights in case of change in ownership exceeding a specific threshold. Cumulative voting
allows minority shareholders to nominate board members. Most of the regional codes of corporate
governance codes13 provide for cumulative voting.
The IFSB Guiding Principles on Corporate Governance for Institutions Offering Only Islamic Financial
Services (Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutual Funds) provide that
the IIFS shall acknowledge IAHs’ right to monitor the performance of their investments and the
associated risks, and put into place adequate means to ensure that these rights are observed and
exercised.
The OECD principles of Corporate Governance require that the corporate governance framework
should recognise the rights of stakeholders, including employees established by law or through
mutual agreements and encourage active co-operation between corporations and stakeholders in
creating wealth, jobs, and the sustainability of financially sound enterprises.

11

Companies Ordinance 1984, Pakistan
Listed Companies Acquisition of voting shares and takeover Ordinance 2002, Pakistan
13
UAE and Qatar Corporate Governance Code
12
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The UK Companies Act 2006 requires that it is one of the duties of directors to promote the success
of the company having regard to the impact of the company’s operations on the community and
the environment.
It may be noted that the internal corporate governance codes such as the King Code and the UK
Corporate Governance Code mention that the remuneration policy should address base pay and
bonuses, employee contracts, severance and retirement benefits and share-based and other longterm incentive schemes for directors and senior executives.
The Dubai Financial Services Authority (DFSA) requires the IFI to have a policy on the remuneration
of SSB.
Policy Recommendation:
All shares within the same class should carry the same rights.
All investors should be able to obtain information about the rights attached to all series and classes
of shares before they purchase.
The beneficial ownership of shares should be disclosed by every IIFI to the regulator through filing
of periodic returns. The pattern of shareholding including beneficial ownership of share should be
disclosed in the Annual Report.
All countries are encouraged to develop Takeovers and Acquisitions Law which mentions a
mechanism ensuring the trigger of a public offer or the exercise of tag along rights in case of
change in ownership exceeding a specific threshold.
The option of cumulative voting should be considered to allow minority shareholders to nominate
board members.
IIFS should disclose to the IAH their policies and practices in respect of the investment accounts
which they offer. IIFS shall put IAHs on an equal footing with the IIFS’s own shareholders by duly
acknowledging the IAH’s right to access all relevant information in relation to their investment
accounts.
The corporate governance framework should recognise the rights of stakeholders, including
employees.
In promoting the success of the IIF, the directors should take into consideration the impact of the
company’s operations on the community and the environment.
The remuneration policy should address base pay and bonuses, employee contracts, severance and
retirement benefits and share-based and other long-term incentive schemes for directors and
senior executives.
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4.2.5 Disclosure and Transparency
95.5% of the 22 IFIs disclose their financial and operating results, 90.9% disclose their
institution objectives and major share ownership and voting rights, 77.3% their board and
98.1% their senior key management’s remuneration and only 93.9% their material issues
regarding employees and other stakeholders. 13 IFIs (59.1%) have a written policy in
respect to the preparation and dissemination of financial and non-financial information
which goes beyond the requirements of the regulator.
With respect to dissemination of information through the website, all but one (which
operates as an Islamic window) of the IFIs disclose details of the Board of Directors (BOD),
90.9% disclose details of the senior management, the Shari’a Supervisory Board (SSB), and
the financial statements and annual reports. 72.7% of the IFIs disclose the organizational
chart on their website. The responses however, reveal that only 12 IFIs (54.6%) disclose the
corporate governance policies and practice in the annual report.
19 IFIs (86.4%) produce financial statements in accordance with the International Financial
Reporting Standards (IFRS), US GAAP and AAOIFI standards. 13 IFIs (59.1%) disclose
shareholders agreement with controlling shareholders to all shareholders. 14 IFIs (63.4%)
recognize the IAH’s right to monitor the performance of their investment and the
associated risks and 13 IFIs (59.1%) inform ex ante IAH of the risk profile of the institution,
investment strategy and associated risks. Only 54.6% of IFIs make adequate and timely
disclosure to IAH and the public of material and relevant information on the investment
accounts that they manage.
Recommended Best Practice: The regional codes 14 require a Corporate Governance Report to be
issued as a part of the Annual Accounts. These codes also require the Corporate Governance report
to be certified by the company’s external auditors.
The IFSB Guiding Principles on Corporate Governance For Institutions Offering only Islamic Financial
Services (Excluding Islamic Insurance (Takaful) Institutions and Islamic Mutual Funds) require that
the information on the basis for profit distribution and allocation shall be provided to the IAH prior
to the opening of the investment account, especially since under a Muḍārabah contract the profitsharing ratio must be declared in advance.
The above IFSB principles also require that the utilization of PER for smoothing the returns to IA
and shareholders, as well as the use of IRR for covering losses (if any), is an issue of public interest
and shall be publicized in major media organs as well as the IIFS’s annual report.
IIFS shall make an adequate and timely public announcement in their annual report, website and in
mainstream media organs should they make any material changes to their policies in respect of

14

UAE and Qatar Code of Corporate Governance
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profit calculation, asset allocation, investment strategies and mechanics of smoothing the returns
(if any) in respect of the investment accounts that they manage.
Policy Recommendation:
IFIs should disclose their corporate governance practices in a corporate governance report to be
made a part of the Annual Report.
IFIs should treat the IAH as pari passu with the shareholders with regard to the disclosure of
information regarding the investment accounts, smoothing of reserves policy and returns on
investments.

4.2.6 Shari’a Governance System
Only 52.4% and 42.9% of IFIs respectively gave the response that the AAOIFI governance
standards and the IFSB Guidelines were adopted in the country. The majority of the IFIs
(85.7%) have set up an internal Shari’a board and one has a Shari’a Advisory Firm. In terms
of legal jurisdictions, 62% of IFIs mention that the civil court and the arbitration are the legal
avenue for dispute settlement, only 3 (14.3%) refer to the Shari’a court and 1 IFI (4.8%) to
the Shari’a authority of the regulatory body. 17.0% of IFIs view that the SSB’s rulings are
binding and 14.3% persuasive.
In relation to the roles of the SSB, 81% of IFIs position that the SSB has advisory functions
and supervisory functions, while 19% see the SBB as having executive roles. 81% of IFIs
direct their Shari’a non-compliance income to charity. As for the internal Shari’a review,
85.10% IFIs have independent department to conduct Shari’a review while 6.5% IFIs
conduct the Shari’a review as part of the internal audit department.
17 IFIs (81%) have policies on the fit and proper criteria for the members of the SSB and of
these 70.5% have been approved by the supervisory authority. 86% IFIs review the
qualification and expertise of the SSB.
With respect to the appointment and dismissal of the SSB, 76.1% IFIs grant the power to
shareholders, 38.1% to Board of Directors, 9.5% to management and only 1 IFI to authority.
In the respect of mitigating conflict of interest in the event the Shari’a board member sitting
in numerous SSB, only 23.58% of IFIs impose restriction on multiple appointment, 52.4%
require disclosure on Shari’a board member’s information and also demand declaration in
writing. All IFIs prepare an annual Shari’a report where 19% submit the report to their
shareholders, 52.4% to the Board of Directors and 47.6% submit the report to management.
Recommended Best Practice: The IFSB Guiding Principles on Shari`a Governance Systems For
Institutions Offering Islamic Financial Services, December 2009 define and explains the scope of
Shari’a governance systems.
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Shari’a Governance Systems are defined as a set of institutional and organisational arrangements
through which an IIFS ensures that there is effective independent oversight of Shari`a compliance
over the structure and process of Issuance of relevant Shari`a pronouncements/ resolutions;
Dissemination of information on such Shari`a pronouncements/resolutions to the operative
personnel of the IIFS who monitor the day-to-day compliance with the Shari`a
pronouncements/resolutions through every level of operations and each transaction; An internal
Shari`a compliance review/audit for verifying that Shari`a compliance has been satisfied; An annual
Shari`a compliance review/audit for verifying that the internal Shari`a compliance review/audit has
been appropriately carried out and its findings have been duly noted by the Shari`a board.
The AAOIFI Governance Standard for Islamic Financial Institutions No.7 requires that the Shari’a
Supervisory Board shall consist of at least three members.
The below policy recommendations are mostly based on IFSB recommendations.
Policy recommendation:
The Shari`a governance structure adopted by the IIFS should be proportionate with the size,
complexity and nature of its business. The Shari’a Supervisory Board however, should have a
minimum of three members.
IIFS should consider its size and, with a view to determining the impact of the number of members
upon effective decision-making, decide what size Shari`a board is most appropriate. IIFS should
further take into account the scope and nature of their operations.
IIFS should aim for a Shari`a board with a mixture of experience and competencies.
IIFS must ensure that the Shari`a board has clear terms of reference regarding its mandate and
responsibility; well-defined operating procedures and lines of reporting; and good understanding
of, and familiarity with, professional ethics and conduct.
The IIFS should make public the roles and responsibilities, reporting line structure and the
appointment and dismissal procedures of the Shari’a supervisory Board members.
The Shari’a Governance system should ensure that it imposes responsibility on the SSB members to
be responsible for the shari’a compliance of the product or transaction from the product
development stage, through to its implementation.
IIFS should ensure that any person mandated with overseeing the Shari`a Governance System
fulfills acceptable fit and proper criteria.
IIFS should facilitate continuous professional development of persons serving on its Shari`a board,
as well as its ISCU and ISRU, if any.

______________________________________________________________________________________________________________________
© Hawkamah, The Institute for Corporate Governance 2011. All rights reserved. Brief excerpts may be reproduced provided the source is stated.

31
There should be a formal assessment of the effectiveness of the Shari`a board as a whole and of
the contribution by each member to the effectiveness of the Shari`a board.
The Shari’a board should play a strong and independent oversight role, with adequate capability to
exercise objective judgment on Shari`a-related matters.
When a member of the Shari`a board has multiple Shari`a board responsibilities/appointments, he
or she must ensure that sufficient time and attention is given to the affairs of each IIFS. The IIFS
should decide if a member of the Shari`a board is able to and has been adequately carrying out his
or her duties in serving his or her Shari`a board. Internal guidelines should be adopted that address
the competing time commitments that are faced when members of the Shari`a board serve on
multiple Shari`a boards.
IIFS shall have in place an appropriate and transparent process for resolving any differences of
opinion between the Board of Directors and the Shari`a board.
An IIFS shall recognise the conflicts of interest between it and its clients that arise from the type of
products it offers, and either avoid them, or disclose and manage them, bearing in mind its
fiduciary duties to investment account holders as well as shareholders.
In order to fulfill their responsibilities, the IIF should provide the Shari`a board with complete,
adequate and timely information prior to all meetings and on an ongoing basis.
Shari`a board members should ensure that internal information obtained in the course of their
duties is kept confidential.
The IIFS should fully understand the legal and regulatory framework for issuance of Shari`a
pronouncements/resolutions in the jurisdiction where it operates. It should ensure that its Shari`a
board strictly observes the said framework and, wherever possible, promotes convergence of the
Shari`a governance standards.
Where a Shari`a advisory firm is appointed by an IIFS, such a firm should have sufficient expertise
and resources to carry out its work. A Shari`a advisory firm should not undertake any Shari`a
audit/review work beyond its capacity and expertise.
The IIFS should ensure that a proper succession/business continuity plan should be in place for the
Shari’a Supervisory Board members.
The Annual Corporate Governance report issued by the SSB should be made a part of the Annual
Accounts to be distributed to all shareholders and IAHs.
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5

CONCLUSION

We strongly believe that the need for the above enhancement of corporate governance
practice is really crucial which would then strengthen the performance and credibility of IFIs in the
MENA region. In this regard, banking supervisors and regulators shall take the initiative to establish
corporate governance standards for IFIs in their respective jurisdictions that benchmark against
international standards such as the AAOIFI, the IFSB, the OECD and the BIS. As an institution which
has strong faith that corporate governance leads to efficiency and stability, Hawkamah firmly
believes that sound corporate governance practice would enhance the potential role of Islamic
finance in contributing towards corporate reform and global financial stability.
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6

CASE STUDY-East Cameron Partners Sukuk15

Executive Summary
The East Cameron Partners Sukuk (the “ECP Sukuk”) was issued in July 1119 and raised US$
165.67 million. Despite being a relatively small sukuk issuance in monetary terms, the ECP Sukuk
made the headlines for a number of reasons, including: (i) it was the first sukuk issue to come from
a US-based entity, (ii) it was the first such issue to be rated by Standard and Poor’s, and (iii) it was
the first securitisation incorporating Shari’a compliant hedging.
On 79 October 1118, East Cameron Partners (“ECP”) filed for bankruptcy under chapter 77 of
the United States Bankruptcy Code in the United States Bankruptcy Court for the Western District
of Louisiana (the “Bankruptcy Court”).16 Pursuant to a settlement among ECP, the trustee for the
ECP Sukuk and certain of the ECP Sukuk investors that was consummated as an integral component
of a sale of ECP’s assets approved by the Bankruptcy Court, the ECP Sukuk has effectively been unwound, with the underlying assets being transferred for the benefit of the ECP Sukuk investors.
As a result of the settlement and the chapter 11 plan of reorganization, the ECP Sukuk became,
in effect, an asset-backed equity investment rather than an asset-based sukuk. The ranking of the
sukuk certificate holders in the capital structure of the issuer ensured that a beneficial interest in
the revenues of the sukuk assets became an ownership right over those assets.
Further, both the ECP Sukuk and the ECP chapter 11 case reflect that in certain circumstances,
conventional oil and gas law and conventional bankruptcy law may be adequate for dealing with
Islamic structures when the issuer files for bankruptcy protection in the United States. The ECP
chapter 11 case and related litigation did not, however, yield any controlling and binding precedent
in the United States that may be used to require the same outcome in a future chapter 11 case
involving another sukuk, because the disputes concerning the validity of the ECP sukuk were
resolved in large part through a consensual settlement, rather than a judicial decision.
Background
ECP is an independent oil and gas exploration company, based in Houston, Texas. Its two key
assets consist of rights to gas properties located in the Gulf of Mexico off-shore of the State of
Louisiana.
Prior to the ECP Sukuk being issued, ECP had bought federal leases for the two underlying gas
properties. They obtained financing for exploration from Macquarie Bank but it was expensive
debt, and Macquarie took a 50% equity interest in the business. The debt was repaid relatively
quickly as the gas reserves yielded a healthy cash-flow. For various reasons, including that ECP
wanted to buy Macquarie out and regain control of the business, and raise further funds for
15
16

Provided by Latham and Watkins LLP
See In re East Cameron Partners, L.P., Case No. 08-51207
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exploration and operations. However, the terms offered by conventional banks and hedge-funds
were not attractive to ECP. ECP therefore began to consider using a Shari’a compliant instrument
with the advice of BSEC Investment Bank, finally settling on a sukuk structure.
Sukuk Structure
The key terms and parties of the ECP Sukuk were as follows:
Key Terms
Amount
US$ 165.67 million
Certificates
Sukuk al-Musharaka
Security
Right to oil and gas over-riding royalty interests (“ORRI”)
Closing Date
July 2006
Final Maturity
13 years from closing
Rating
CCC+ (Standard & Poor’s)
Repayment
Quarterly based on volume produced
Return
11.25%
Governing law
USA
Key Parties
Originator
East Cameron Partners (Texas, USA)
Issuer
East Cameron Gas Company (Cayman Islands SPV)
Arranger & Administrator
BSEC Bemo Securitisation (Beirut, Lebanon)
Co-Arranger & Bookrunner
Merrill Lynch (London, UK)
Trustee
East Cameron Gas Company (Cayman Islands SPV)
Sharia’ Advisors
Sheikh Yusuf Talal De Lorenzo (USA)
Sheikh Nizam M S Yaqoobi (Bahrain)
Interestingly, although there were some GCC investors, most of the ECP Sukuk investors were in
fact conventionally-oriented hedge-funds.
In the ECP Sukuk, a royalty or ORRI was chosen as the asset to support the sukuk. In many
states in the United States, the law recognises that oil and gas in the ground and certain rights
granted in such property are in effect real estate. That is, ORRI rights relate to a physical asset (in
the ground) and do not depend on contractual or other rights against any individual people or
companies (i.e., they are in rem rights and not in personam rights). The owner of the surface
property is able to grant a partial interest by way of royalty or ORRI to a third party without
transferring rights to control the surface. The oil and gas operating company that owned and
operated the two federal leases sold an ORRI to a US-based SPV named Louisiana Offshore
Holdings (which was established using traditional structured financing techniques). The transaction
was structured so that the sale of the ORRI would most likely be considered a ‘true sale’ of a real
property interest under Louisiana law.
For a number of reasons, including bankruptcy remoteness and tax planning, the Issuer was a
Cayman Islands SPV named East Cameron Gas Company. The Issuer entered into a funding
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arrangement with Louisiana Offshore Holdings, with the proceeds of the issue flowing back to the
oil and gas operating company, ECP.
Proceeds from the gas production flowed to the Louisiana Offshore Holdings (the owner of the
ORRI) and were shared between the Issuer and ECP. The Issuer passed along its share of the
proceeds to the ECP Sukuk investors to repay the 11.25% expected return and part of the principal.
Two international Shari’a scholars were retained and after reviewing the structure and
documentation, issued a fatwa, making it possible to market the ECP Sukuk to Islamic investors. We
understand that the Shari’a scholars were involved from an early stage of the structuring
discussions and were involved throughout documentation. It is worth noting that the underlying
asset was a proven real estate asset with positive cash-flows. From a Shari’a perspective, the
investors would share in the profits or losses derived from the success or failure of the underlying
assets. The investors bore the risk of the oil and gas reserves being insufficient to fully support the
issuance of the sukuk, natural disaster risk and price fluctuation risk.
The diagrams below help to illustrate the sukuk structure and the flow of funds.
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On 16 October 2008, ECP filed for bankruptcy protection under chapter 11 of the United States
Bankruptcy Code in the United States Bankruptcy Court for the Western District of Louisiana. The
production from the gas fields where the ORRI was held had been falling steadily since the ECP
Sukuk was issued and the price of gas had fallen significantly during the global credit crisis. Chapter
11 governs bankruptcy filings where companies seek to preserve the going concern value of their
business through continued operations and consummate a reorganisation of their debts and/or
operations though a sale of assets, plan of reorganisation or both. In order for a reorganisation to
be approved in chapter 11, the court must first approve the disclosure statement as adequately
describing, among other things, the plan of reorganisation, which is then distributed to creditors as
the basis for voting. Following votes by creditors, if the plan receives sufficient support, it may be
confirmed by the bankruptcy court upon a finding that the plan complies with the United States
Bankruptcy Code. Following confirmation by the bankruptcy court, the plan may be implemented
by the debtors.
ECP’s chapter 77 proceedings are an informative test of how sukuk instruments are treated in
a chapter 77 bankruptcy case, whether sukuk issuance transactions are respected as “true sales”
and whether sukuk issuers and their assets are bankruptcy remote.
An important issue for the ECP Sukuk investors was whether ECP’s chapter 77 filing caused a
termination or suspension of the federal leases held by ECP, which could terminate the ORRI and
therefore result in the ECP Sukuk investors losing the value of their investment. To mitigate this
risk, the ECP Sukuk investors provided over US$ 4 million of debtor-in-possession financing during
the bankruptcy case to ensure the continued operation of the business and that the federal leases
were not terminated or suspended.
The first issue considered by the Bankruptcy Court was whether the transfer of the ORRI into
the sukuk structure was a ‘true sale’, as that term is understood in conventional securitization
structuring. The issue came before the Bankruptcy Court through a lawsuit filed ECP seeking to
collapse the sukuk issuances transactions and deem the issuance a disguised secured loan under
Louisiana state law. If the ECP prevailed on its claims, the remedy would be to turnover ownership
of the ORRI to ECP and recharacterize the claims of the ECP Sukuk investors to secured claims
against ECP in the chapter 11 process, as opposed to claims against the bankruptcy remote issuer.
In the first stage of litigation on that lawsuit, the Bankruptcy Court granted a motion to dismiss the
lawsuit but did so in a manner that permitted ECP to amend its complaint and seek to cure the legal
deficiencies of its claims. In so doing, the Bankruptcy Court’s holding arguably was restricted to the
manner in which ECP presented its claims in that particular case and did not result in a definitive
ruling on whether the ECP Sukuk issuance was a true sale or a disguised secured loan under
Louisiana state law. Under the Bankruptcy Court’s ruling, to prove a valid claim that the ECP Sukuk
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issuance was a disguised secured loan under Louisiana state law, ECP would have been required to
show that the enforcement of the transaction as a true sale would produce an inequitable result. 17
ECP filed an amended complaint. Thereafter, instead of proceeding with litigation, the parties
entered into a settlement conditioned on an overall resolution of ECP’s chapter 77 case through a
sale of assets. Under the settlement, the ECP Sukuk was effectively unwound, and the underlying
assets were transferred to the ECP Sukuk-issuing entity for the benefit of the ECP Sukuk investors,
and under the terms of the sale, substantially all of the assets ECP (except for cash, books and
records and certain litigation claims) were sold to the ECP Sukuk investors. The consideration
provided for the sale took the form of the settlement of litigation and the forgiveness of the
debtor-in-possession financing. Furthermore, ECP was granted a subordinated ORRI over future
production, which would obtain value only after the ECP Sukuk investors had been repaid all of
their principal in full under the ECP Sukuk.
The outcome of the ECP chapter 11 case reflects the negotiating dynamics that arise generally
in chapter 11 cases. Generally speaking, chapter 11 is a fluid process driven by the varying
commercial interests of the parties and their underlying legal rights. Parties often bring lawsuits as
a means to obtain greater leverage in negotiating a consensual resolution, which is typically the
most efficient means for all stakeholders to obtain value from a chapter 11 proceeding. In this
context, the litigation initiated by ECP over the validity of the ECP Sukuk issuance set the stage for
the parties to compromise their rights in a manner that provided some consideration for the
general unsecured creditors of ECP (other than the ECP Sukuk investors) commensurate with the
cost of litigation that the ECP Sukuk investors would have incurred plus a premium to avoid the risk
that the ECP Sukuk transactions would have been unwound. The ECP Sukuk investors were
motivated to enter into such a settlement to achieve a global resolution of ECP’s chapter 77 case
through their acquisition of ECP’s assets. Future chapter 77 cases may very well follow the path of
settlement of claims regarding the validity of sukuk transactions as part of a global reorganization,
without definitive judicial rulings on the validity of sukuk, as seen in ECP’s chapter 77 case or they
may be fully litigated to conclusion.
It should be noted that bankruptcy courts generally favor consensual resolution of litigation. In
addition, the United States Federal Rules of Bankruptcy Procedure require bankruptcy court
approval of any settlement of a debtor’s rights before such settlement may become effective.
Bankruptcy courts will consider a variety of factors in doing so, including whether a settlement is in
the best interests of the debtor and its creditors.

17

The law of each state of the United States can vary to a very high degree even on such matters as secured transactions. Furthermore, the
laws of the State of Louisiana are generally considered to be of an entirely different nature than the laws of all other states, because
Louisiana law is based on the civil code, whereas the laws of all other states is based on the common law.
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Appendix A – Hawkamah’s Survey Questionnaire for IIFS’s
A Survey of Corporate Governance in Islamic Financial Institutions (IFIs) Across the Middle East
and North Africa

Your participation in this survey is greatly appreciated. Most of the questions merely require you
to tick the appropriate box. All the information given will be treated in the strictest confidence.
1.1.1.1

General Instructions and Information

1.

Please do not worry about questions that seemingly look alike. If you do not have the exact
answer to a question, please provide your best judgement by ticking the appropriate boxes
in the questions. Your answers are very important to the accuracy of the study.

2.

If you wish to make any comment, please feel free to use the space at the end of the
questionnaire.

Please return the completed questionnaire to Hawkamah, The Institute for Corporate Governance, Level 14, the Gate,
P.O.Box: 7477, Dubai, UAE or you may reply via email at info@hawkamah.org before

For Office Use Only:
Date of Interview/Questionnaire Returned: ___/___/2009
Institution’s Branch Code: 
Time of Interview: ________ A.M. /P.M.
Respondent Number: 

SECTION A: GENERAL INFORMATION
1. Name and Location of the Institution :
2. Year of Establishment

:

3. Contact Person

:

4. Position

:

5. No of Branches

:

6. No of Employees

:

______________________________________________________________________________________________________________________
© Hawkamah, The Institute for Corporate Governance 2011. All rights reserved. Brief excerpts may be reproduced provided the source is stated.

39
7. Nature of Activities

:

Commercial Institution
Investment Institution
Others (Please Specify)

8. Ownership Structure
Public

:
Private

State

9. Board of Directors
Number
Total Numbers of the Board of Directors
Executive Board Members
Non-executive Board Members
Non-executive Independent Board Members (Note:
Executives and family members are excluded from this
definition)
10. Does Your Institution Have any of the Following Bodies

Yes

N
o

If yes, No. of Members

Corporate Governance Committee
Audit Committee
Compensation/ Remuneration Committee
Risk Management Committee
Nomination (of Board) Committee
Executive Committee
11. Shari’ah Board
Number
Composition of the
Male
Shari’ah board
Female
Total Numbers of the Shari’ah board
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SECTION B: CORPORATE GOVERNANCE
(Please tick (x) in an appropriate box)

1.

Commitment to Good Corporate Governance
Yes

No

Comments

Yes

No

Comments

Q1. Does the regulatory body develop corporate governance standard for IFIs?
Q2. Does your institution publish a chart which illustrates its governance
structure including the Board of Directors (BOD), any Board committees, Shari’ah
Supervisory Board (SSB), senior management, internal audit and external audit?
Q3. Does your institution have
The Institution’s approach to governance?
written policies, codes or manuals The respective roles, responsibilities and
that have been elaborated which
composition of the Board of Directors and
set out:SSB?
Disclosure and transparency practices?
Treatment of minority shareholders?
Q4. Do the senior management and the Board approve an annual calendar of
corporate events, including the shareholders meeting and Board meetings?
Q5. Does your institution have a Corporate Governance Code (CG Code) (or
“Policy” or “Guidelines”) that outlines the governance practices of the institution
and, in particular, the role of the Board of Directors and SSB?
Q6. If yes, which International
Organization for Economic Cooperation and
Benchmark was used in drafting
Development
the Corporate Governance?
Bank for International Settlement
International Financial Corporation
International Financial Services Board
AAOIFI Governance Standard
Others (Please Specify)
Q7. Is the Corporate Governance
Mandatory by Law of the Country?
Code:
Voluntary Code?
Q8. Has the Board of Directors set up a Governance Committee to co-ordinate
and integrate the implementation of the CG Policy Framework?
Q9. Is there someone in your institution who is primarily responsible for ensuring
that the institution complies with the law, its charter and policies regarding
corporate governance (i.e. role of the Board, transparency and disclosure,
treatment of shareholders), and code of ethics?
Q10. Does your Institution periodically or as a part of its annual and semi annual
accounts issue a Corporate Governance Report disclosing the extent to which it is
complying with its corporate governance policies and procedures?
2.

Functioning and Responsibilities of the Board of Directors

Q1. Does your institution have any written policies or by-laws specifically
referring to the conduct of the Board of Directors?
Q2. Is an agenda prepared and distributed at least one week in advance of Board
meetings?
Q3. Does the Board hold its meetings at least six (6) times a year?
Q4. Does your institution have policies on the fit and proper criterion for the
board members?
______________________________________________________________________________________________________________________
© Hawkamah, The Institute for Corporate Governance 2011. All rights reserved. Brief excerpts may be reproduced provided the source is stated.

41
Q5. Does you institution review the qualifications and specific expertise of board
members?
Q9. Does your institution have at least two (1) “independent directors” serving
its Board?
Q7. Does your institution have any special rules and procedures regarding Board
review of transactions that involve conflicts of interest and related parties?
Q8. Does the Board conduct self-evaluations or other reviews of its
effectiveness?
Q9. Are efforts made to ensure an appropriate mix of skills and experience
among Board members?
Q10. Does your institution have a written policy concerning succession planning?
Q11. Is there separation
CEO and General Manager positions
between executive
CEO and Chairmanship Positions
management and Board?
General Manager and Chairmanship Positions
3.

Control Environment and Processes
Yes

No

Comments

Q1. Does your institution have a
comprehensive risk management
and reporting policies and
procedures in place for the
following matters?

Credit
Equity Investment
Market
Liquidity
Rate of Return Risk
Operational Risk
Asset and Liability
Q1. Are your institution’s internal controls (operational, financial, and for the
Institution’s highly automated systems) documented and the documentation
reviewed periodically?
Q3. Does the Board periodically review the policies and procedures designed to
ensure that proper internal controls are instituted and maintained?
Q4. Are your internal auditor work Audit Committee
plans reviewed by the following
Chief Executive Officer
bodies:
Chief Financial Officer
Senior Executives
Others (Please Specify)
Q5. Do the board and management appropriately assess risks particularly risks
inherent in IFIs when planning new strategies, activities and products?
Q6. How do the Board of Directors and management assess risks? Please briefly explain.
Q7. Does the Audit Committee produce a report on the internal audit function?
Q8. Does the independent directors constitute majority of the risk committees
board members?
Q9. Does your Institution have a policy with respect to the selection of external
auditors?
Q10. Are the audits conducted in accordance with International Standards of
Auditing?
Q11. Is there a procedure and calendar over the course of the fiscal year for
interaction between the external and internal auditors?
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Q12. Does your institution have a compliance program or procedures including
training of employees, auditing and monitoring systems, Institution “hotline” for
reporting violations and guidance as to conflicts of interest and appropriate
sanctions and disciplinary action for violations?
Q13. Are there training programs for staff members in Islamic finance?
4.

Equitable Treatment of All Shareholders and Stakeholders
Yes

No

Comments

Yes

No

Comments

Q1. Do all shareholders

Have the same voting rights within each class?
Have access to information about all voting rights
arrangements prior to purchasing shares?
Q2. Are disclosures made to the public on a periodic and exceptional basis
regarding ultimate beneficial ownership of shares in the institution by controlling
shareholders and management?
Q3. Is there someone in your institution responsible for calling, organizing and
reporting the results of annual and extraordinary shareholders meetings?
Q4. Will your institution be able to provide a summary of the attendance and
results of all Shareholders Meetings (annual and extraordinary) for the past three
years, including number of shares represented, number of shareholders
represented, agenda items and
record of votes?
Q5. Will your Institution be able to provide a table of related party transactions
and other operations of the Institution that required shareholder approval over
the past three years?
Q6. In the event of a change of control of the Institution, are there tag-along
rights for minority shareholders that require the new controller to make an offer
to purchase their shares at the same price and conditions
Q7. Are there mechanisms that permit minority shareholders to nominate
members of the Board (cumulative voting, block voting, etc.)?
Q8. Does your institution have
Investment Account Holders (IAH)
framework to protect the rights of
Employees
stakeholders, other than
Customers
shareholders?
Environment
Q9. Are there mechanisms to allow for employees to participate in profits such
as, share ownership, options, or profit sharing schemes?
5.

Disclosure and Transparency

Q1. Does your
institution’s disclosure
include material
information on the
following matters?

Financial and operating results?
Institution objectives?
Major share ownership and voting rights?
Remuneration of board members?
Remuneration of senior key executives?
Material issues regarding employees and other
stakeholders?
Q2. Does your institution have a written policy in respect to the preparation and
dissemination of financial and non-financial information which goes beyond what
the institution is required to disseminate by its regulator?
Q3. Does your
Details about Board of Directors
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institution
disseminate the
following information
through a website?

Details about Senior Management
Details about SSB
Financial Statements
Organizational chart and strategy
Annual Report
Q4. Does your institution produce financial statements in accordance with
International Financial Reporting Standards, US Generally Accepted Accounting
Principles and AAOIFI Accounting Standards?
Q5. Are shareholder agreements with or among the controlling shareholders
disclosed to all shareholders?
Q6. Does your institution disclose the corporate governance policies and
practices in the annual report?
Q1. Does your institution recognize the IAH’S right to monitor the performance
of their investments and the associated risks?
Q8. Does your institution inform ex ante IAH of the risk profile of the institution,
its investment strategy and associated risks?
Q9. Does your Institution make adequate and timely disclosure to IAH and the
public of material and relevant information on the investment accounts that they
manage.
6.

Shari’ah Governance System
Yes

Q1. Is the following standards
adopted as the guidelines in the
country?
Q2. What is the organisational
arrangement for Shari’ah
governance system?

AAOIFI Governance Standard
IFSB’s Standard

Q3. What type of dispute
settlement to redress legal
matters in IFIs (Example, conflict
of Shari’ah rulings with civil laws)?

Civil Court
Shari’ah Court
Arbitration
Shari’ah authority of the central bank or the
ministry of religious affairs
Others (Please specify)

No

Comments

Internal Shari’ah board
Shari’ah Advisory Firm
Others (Please Specify)

Q0. In the event that ex post Shari’ah review results in an observation of noncompliance, would the income be directed to charity?
Q5. What is the legal position of Binding
the Shari’ah board’s rulings?
Persuasive
Non-binding
Others (Please specify)
Q6. What are the roles of the
Shari’ah board?

Advisory
Supervisory
Executive
Others (Please specify)

Q7. What is the organizational
arrangement for the internal

Independent Division/department
Part of the Internal Audit Department
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Shari’ah review?

Others (Please Specify)

Q8. Does your institution have policies on the fit and proper criterion for the
members of Shari’ah board?
Q9. If yes, does the supervisory authority approve the fit and proper criterion of
proposed Shari’ah board?
Q10. Does you institution review the qualifications and specific expertise of
Shari’ah board?
Q11. Who has the power to
Shareholders
approve the appointment and
Board of Directors
dismissal of the Shari’ah board?
Management
Government
Others (Please specify)
Q12. What mechanisms are in
place to mitigate conflict of
interest in relation to Shari’ah
scholars sitting in various boards?

Restriction on multiple appointment
Disclosure on Shari’ah board’s information

Q13. To whom the Shari’ah report
should be submitted?

Shareholders
Board of Directors
Management
Others (Please specify)

Declaration in writing
Others (Please specify)

Thank you for taking the time to complete this questionnaire. Your assistance in providing this information is very much
appreciated. If there is anything else you would like to tell us about this survey or other comments, please provide any
other insights which you think are relevant to corporate governance of IFIs in the space provided below.
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Appendix B – Shari’a Governance in Selected Countries
Below is a summary of the governance structures of the Shari’a Supervisory Boards of 1
jurisdictions18.
United Arab Emirates:
The Federal Law No 9 of 7685 requires establishment of Higher Shari’a Authority (the
Authority). The Authority shall be attached to the Ministry of Justice and Islamic Affairs. The
opinion of the Higher Shari’a Authority shall be binding.
The responsibility of the Higher Shari’a Authority include to undertake higher supervision over
Islamic Banks, financial institutions and investment companies to ensure legitimacy of their
transactions according to the provisions of Islamic Shari’a law and also to offer opinion on matters
which these agencies may come across while conducting their activities.
The Law specifies for the Internal Shari’a Supervisory Boards (SSB) (called the Shari’a
Supervision Authority) to have a minimum of 3 members.
The Individual Islamic Banks are required to specify the Internal SSBs Terms of Reference
(TORs) in their articles. The names of the Internal SSB members are required to be presented to the
Authority for approval.

Dubai International Financial Centre:
At present there is no requirement for a Central Shari’a Board at the DIFC Level. In DIFC, the
legislation regulating Islamic financial business is the DIFC Law No. 13 of 2004 and the Islamic
Financial Business Module of the DFSA Rulebook. It contains provisions for establishing Internal
Shari’a Supervisory Boards.
The Internal SSBs responsibility is to oversee and advise on Shari’a compliance. The specific
duties of the internal SSBs are to be established and documented by the Islamic Banks.
Internal SSBs are required to have minimum three members. The members are appointed and
dismissed by the bank’s governing body.
The Internal SSB members must be competent (based on previous experience and
qualifications) and are not directors or controllers of the Islamic Bank.

18

Research by Hawkamah
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Indonesia:
Islamic Banking in Indonesia is regulated under Act No. 7 of 1992 as amended by Act 10 of
1998, Regulation 4/1/PBI/2002 and Act of The Republic of Indonesia Number 21 of 2008. Indonesia
has a National Sharia Board, which is a council established by the Indonesian Ulama Council.
The National Shari’a Board is charged with the task of and authorized to issue fatwas
concerning products, services, and operations of banks conducting Operations based on Sharia
Principles. The Internal Sharia Supervisory Board has the task to give advice and recommendation
to the Board of Directors and supervise the Bank activities to be in accordance with Sharia
Principle.
A Sharia (Islamic) Bank must apply good corporate governance including the principles of
transparency, accountability, responsibility, professionalism, and fairness in executing its business.
The Law specifies for the Internal Shari’a Board called a Sharia Supervisory Board whose
members are recommended by the National Sharia Board having duties and authority as stipulated
by the National Sharia Board.
Any appointment or replacement of the Internal SSB members must be reported to Bank
Indonesia and approved by the National Shari’a Board. The SSB shall be appointed by the General
meeting of the shareholders on the recommendation of the Indonesian Ulama Council.
Documentary evidence on Internal SSB members’ previous experience is required to be submitted
to Bank Indonesia’s Board of Governors Further provisions regarding the establishment of a Sharia
Supervisory Board shall be regulated in a Bank Indonesia Regulation.

Kuwait:
Article 93 of Law No. 32 of 1968 provides for the establishment of the Fatwa Board in the
Ministry of Awqaf and Islamic Affairs. The Fatwa Board has the general obligation to verify Shari’a
compliance of banking operations and is the final authority on Shari’a disputes.
Each Islamic bank is required to have an independent Shari'a Supervisory Board, appointed by
the bank's General Assembly. The Memorandum of Agreement and Articles of Association of the
bank shall specify the establishment of the Board as well as its formulation, powers, and workings.
The Internal SSB shall have no less than three members.
The Fatwa Board’s advice is binding when it arbitrates on disputes between members of the
same SSB.
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Malaysia:
The Islamic Banking Act of 1983 and Central Bank of Malaysia (the Bank) Concept paper on
revising the Guidelines on the Governance of Shari’a Committees have contain provisions for
regulation of the Shari’a Boards.The legislation stipulates that The Bank may establish a Shari’a
Advisory Council (SAC).
The Shari’a Advisory Council shall have the following functions:
(a)
(b)
(c)
(d)

to ascertain the Islamic law on any financial matter and issue a ruling upon reference made to it
to advise the Bank on any Shari’a issue relating to Islamic financial business,
to provide advice to any Islamic financial institution; and
such other functions as may be determined by the Bank.

The Yang di-Pertuan Agong (head of state of Malaysia) may, on the advice of the Minister after
consultation with the Bank, appoint members of the SAC from amongst persons who are qualified
in the Shari’a. A member of the Shari’a Advisory Council appointed shall hold office on such terms
and conditions as may be provided in their respective letters of appointment, and shall be eligible
for reappointment.
The SAC members should possess knowledge or experience in Shari’a and in banking, finance,
law or such other related disciplines. The members of SAC shall be paid such remuneration and
allowances as may be determined by the Board from the funds of the Bank.
The Bank shall and Islamic Financial Institutions may consult the Shari’a Advisory Council on the
operations of its business in order to ascertain that it does not involve any element which is
inconsistent with the Shari’a.
The Sharia Committee shall consist of a minimum of three (3) members. The Sharia Committee
should have qualification (Islamic jurisprudence or Islamic transaction/commercial law) or possess
necessary knowledge and experience.
The Shari’a Committee will report functionally to the Board of Directors of the Islamic financial
institution.
All Shari’a non-compliance is required to be reported to the Board of the Bank and Bank Negara
Malaysia.
Any ruling made by the Shari’a Advisory Council pursuant to a reference made shall be binding
on the Islamic financial institutions, court or the arbitrator making a reference.
Where the ruling given by a Shari’a body or committee constituted in Malaysia by an Islamic
financial institution is different from the ruling given by the Shari’a Advisory Council, the ruling of
the Shari’a Advisory Council shall prevail.
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Pakistan:
Strategic Plan for the Islamic banking Industry in Pakistan and IBD Circular No. 02 of 2004
contains provisions for the State Bank of Pakistan’s Shari’a Board (SBP Shari’a Board).
The role and responsibilities of Shari’a Board shall be as follows:
(a) Review and approve for Shari’a compliance the products/instruments developed by State Bank
of Pakistan for conducting its central banking and monetary management functions under the
Islamic modes.
(b) Advise State Bank of Pakistan on Prudential regulations developed for Islamic banking sector.
(c) Approve the fit and proper criteria for appointment of Shari’a advisors of institutions
conducting Islamic banking activities.
(d) Advise State Bank on the Shari’a ruling in case of a conflict arising from the Shari’a audit of the
Islamic banking activities of the banks under the supervisory control of State Bank.
(e) Advise State Bank on the Shari’a rulings in case of a conflicting Shari’a opinion on the Islamic
banking products.
(f) Perform such other functions as may be assigned from time to time, by the State Bank for
conducting of smooth functioning of Islamic financial system.
SBP Shari’a Board has a minimum of five members. At least two members have to be Shari’a
scholars, one member to be a Chartered accountant, one a lawyer and one representing the
bankers and the State Bank to be the Director of Islamic Banking Department of SBP, who also
serves as the secretary of the Shari’a Board. The Chairman of the Shari’a Board has to be from
among the Shari’a scholars. The technical members, i.e. the lawyer, the accountant and the banker
give their opinion in the relevant areas of their expertise to the Shari’a scholars, who consider their
views while giving a Sharia’ ruling on issues under review.
The initial term of office of all members of the Shari’a Board is of two years. All members,
excluding the ex-officio member, shall have a term of two years and shall be eligible for
reappointment. The Chairman and members of the Shari’a Board shall remain in office until their
successors are appointed. The Governor of State Bank may fill any casual vacancy arising in the
Shari’a Board for the un-expired portion of the term of the member concerned.
The decision of the State Bank based on the rulings of Shari’a Board will be binding on the
institutions conducting Islamic banking business.
Each Islamic Banking Institution (IBI) is required to work under the guidance of a Shari’a advisor.
To keep this process more objective, broad based and responsive to the market conditions SBP
Shari’a Board has approved Fit & Proper criteria for Shari’a advisors of IBIs. The Fit and Proper
criteria are compulsory for shari’a advisors and relates to minimum qualification and experience,
track record, solvency, financial integrity, honesty and reputation and conflicts of interests.
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In full-fledged Islamic Banks, Shari’a Advisor shall report functionally to the Board of Directors
(BoD) of the IBI while in case of IBBs he shall report to the CEO/Country Head of the bank.
In case any difference of opinion arises between Shari’a Advisor of the IBI and the State Bank’s
Inspection staff or other SBP departments regarding Islamic Banking practices, State Bank may
refer the case to SBP Shari’a Board and the decision of SBP Shari’a Board, notified by State Bank,
shall be final.

Sudan:
The Law requires establishment for a Higher Sharia’ Supervisory Board. The board should be
formed by the President in consultation with the minister19.
The responsibilities of the Higher Shari’a Supervisory board are:
(a)
(b)
(c)
(d)

Providing guidance and issuing Fatwa
Verifying the sharia compliance of banks and financial institutions
Aiding banks and financial institutions in training employees
Performing other duties that would support the board’s goals.

The minimum members of the board is 7 and the maximum is 11, having backgrounds in Sharia,
Economics, Finance & Law. The decisions will be made by the chairman of the board, deputy
chairman and the general secretary
The fatwa issued by the Board is binding in case of any conflict regarding financial activities or
“fIqh issues” for the banks and financial institutions.
Corporate governance principles and codes in Islamic banks have been developed in different
countries and issued from stock exchanges, corporations, institutional investors, or associations
(institutes) of directors and managers with the support of governments and international
organisations. As a rule, compliance with these governance recommendations is not mandated by
law, although the codes linked to stock exchange listing requirements may have a coercive effect.
There is, of course, no single recognized best model of corporate governance.

19

Please note that we have relied on the unofficial English translation of the Law  للعام المصرفي العمل تنظيم قانون2003 which is available in Arabic
only.
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