CHAPTER I : INTRODUCTION

I
1.1 Background of Study r

In recent years, the concept of Shariah governance for ISIY'Q financial
institutions (IFI) has attracted the interest of many scholars in the fi governance
and supervision. The emergence and fast growth of Islamic fi nd 'bankmg have
led to extensive discussion among scholars in this field Pertams
to Shariah governance in regard to Islamic fina 1 stltutl ns at’ hﬁt’l the

responsibility for ensuring adherence to the S pr1 e acros%e whole

spectrum of their business. Therefore, in con@elr 3in actlzlti, their claim

fas 11 tlgtoabides by all the
g

Shariah principles. 0 (}

However, in the case of Is?l& reTMa‘ue@, despite this sector being
ming

to be an Islamic financial institution m

subject to the same issue g ‘g!) ility, governance and the

responsibility to safeouar it kehl)l it ha elved little academic attention in

terms of Shariah 0ov N twgith 'mdmé‘) factthat Islamic banking should have
ke

m goy u ing Shariah principles and protecting

an adequate a g sys
stakeholder s, the weight o@cem should be similar in respect of Islamic

credit co- ves

ic banking and Islamic credit co-operative institutions play an important
financi intermediary role that relies heavily on public trust and confidence, especially
for Muslims. In the case of Islamic banking, it is dependent on the confidence of

depositors while for Islamic Credit Co-operatives it is dependent on the confidence of
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their members. Hence, any failure in the governance of these financial institutions,
either real or perceived, would attract adverse public reaction and could severely affect
their reputation and public confidence. Consequently, it might lead to HW

rethinking their investment decisions concerning whether to invest or dlvs%

Y.
Y'

1.2 Problem Statement

In the history of the development of national eco NCO- }l ratiye unions
have been considered to be a key mechanism and i me tal megt's to
improve the economy of rural communities (Fredenc 86, S A 1 Hayati
Md Salleh et al., 2008). Y'

o‘
Recently, there has been renewed int conce ot the <%peratlve sector

A

tai &g to governance and

-‘9

with a growing number of studies explo he 1@9
]

accountability for co-operatives (Che w;ﬂl tan 2013; Maslinawati

et al., 2013; Azmah et al., 2013?5 ';1 : 3)0 pite their long history of

lts@ber of problems resulting from

establishment, since 1922, co-oper:
a lack of transparency, p hm le undggperformance (Cheuk, 2012), which
might be due to the ab f Z@ ?wratsﬁovemance and the lack of integrity of
the boards and magka nt Qn n

The c ative movement ﬁi}Malaysm started off as a rural, small-sized
business mo\nt that provided many basic services, such as agricultural and
cons@ it for the rural community during the British colonial era (Fredericks,
1986). It has also been highlighted that, initially, the British intended to replace the

dependence of rural communities on money-lenders and free people from debt-bondage

resulting from the high-interest charged by giving them access to a more viable credit



system; namely, the co-operative credit system. Since then, the co-operative movement
has expanded day-by-day, especially when supported by various initiatives by the local
government transformation plan (Maslinawati et al., 2013). The co- operative se(w
now turned into an efficient business and has become a major driver in x% of the
country’s social and economic goals.

\,

Table 1.1- Status of Co-operative by Function as a30 j%e 2016

No Functions Number of  Number of  Number u 1be%quist’tions

Co-operatives ~ Members Capital Asgets

Share/,

| &

(Ryl\lm ON)Y-
78 (R13:319.84
91.8 3,274.47

1. Banking 2 967,25
Credit 598 1,299,725

38}

3. Agriculture 2,858 750,71 k 2,688\ 579

4. Housing 276 154, .63 157.20
5. Industry 323 1 31 21.88
6. Consumer 5,208 852

7. Development 232 28.31
8. Transportation 479 w 3 410.79
9. Services 3,271% 087,4 1,428

Total [ 13} 7 7 7,025,127 20,071.41

Source: SKM'’s website
Accordmg to a | &f al. ?13!,%(@ as shown in table 1, as at 30 June
g m ci

2016, co- operatl vl @ were a significant contributor to the total

revenue of the p t1ve movemen whole The contribution is mainly provided
N

by two co- \ ive functions — banking-based co-operative and credit-based co-

operativ h 66.36% and 16.31%, respectively. Interestingly, the table also reflects

that co-operatives received a huge amount of public trust and confidence, and that they

contribute significantly towards the national economic development. Hence, the issues

of accountability, good governance and proper management are a concern, not only to



safeguard all the members but also to ensure the sustainability of the national economic
growth.

The most detrimental occasion occurs when an important financial ins@n‘or
credit co-operative is exposed to an accountability issue, as the subseq@maﬁc
domino effect would, eventually, affect the economy of the whole cou r instance,
a reoccurrence of the severe scandal faced by Bank Rakyat in 197& after their
establishment, which led to the chairman, the managing direcfyga¥ the bank secretary

being charged and convicted of a breach of trust (Hayati M che al&Qd‘Radziah,

NS
2012). According to Hayati Md Salleh et al. (2008), atiorf le 'nﬁiﬂency,
P 4 i 3
with Bank Rakyat suffering a cumulative loss of W.BS\Q n.a ebts and

liabilities exceeding the asset wealth of RM47,@ 10 .gl‘lo Y, ﬁussien Onn,

the Prime Minister at that time, sought throu%li IWT ge.&tmtervention of the

government to help Bank Rakyat, or, in werds, tolffie

q
Ei‘aliy :
g ehmht officials, small traders or

‘ol ¥ &
\ Q
3

ldc)@he worst effect, particularly to the

p@~7,314 members and

%

etrayal, most of whom

4,

1,000 co-operative members who w& e I

were poor farmers, ranchers, {fis en, lo

others with low incomes. \
Nevertheless, the@u

credit co-operative, ectally f@s f

’ .
capital source, :o y a fir el in¥fTtution, for financing or credit activities.

€

o- ative business model uses an external

g}?

Therefore, mmancial institutions’ must be subjected to a higher standard of

accoundpi integrity, transparency and professionalism when conducting their
busines rations.

Although the governance functioning appears to be a vital function to improve
performance, it involves a comprehensive governing model. This is because the

governance of an organisation is interrelated to the individual skills, experience and



motivation (Maslinawati et al., 2013). The relationship between the board and the
management is supported by the effectiveness of the governance policies, procedures
and process (Tricker, 2012). Y'

To date, the much published research on the co-operative sector c%\wzlt with
the concept and performance of the co-operatives, and, hence, its ge%lisability 1S
limited (Mohd Khairuddin & Dzulhilmi, 2015). In addition, a witers have drawn
on systematic research into accountability issues and chal ngWur Eyliawati et al.,
2015; Maslinawati & Intan, 2013; Maslinawati et al., AZma !t al42013; Intan

L ]
et al., 2013). However, little attention has been conéfed on tHe Sh zr @nance

issues and practices. Thus, with the emergence_of Mamic g tives\There is an

N

em on of Islamic

(‘

urgent need to explore and address this co t aWith

transaction principles in place for use as@es in gov,
ey 4, the regulator for this

The Malaysia Co-operative %\es @5‘
N
5 o 1 o
sector, has issued guideline — GP anal@nce&rl%o—operatives (hereinafter
alQaira

anc

A

=]

to be referred to as GP28 —v ext’m \nt to safeguard the Shariah

[
principles in Islamic credit co-Qgeratiyed’ sé@;line highlights and names the four

main organs that sho@tiv fupgtion at$ internal arrangement for the Shariah

governance frame\%\he oﬂr?
: N3

1. Omgl of Dur&ctofs
&) rh =
Qhariah Committe C‘;"

\? Management
ov'

Internal Auditor Committee
Therefore, this study attempts to explore and investigate the current Shariah

governance arrangements and practices in the case of the Co-operative sector.



Specifically, co-operatives offer the Islamic credit scheme to their members, and, thus,

this study would help fill the gap in the literature by providing evidence in this area.

The formulation of the problem can be decomposed accordin chfollowmt7

questions: Y'

1.3 Research Questions

1. What are the internal arrangements of Sharia r‘ the lamic
Credit Co-operative sector? ' Y'
2. What are the attributes of the Shariah 1tte? Cr Co-

operative sector? \} Y'
3. What are the external arrangem\%hanah

g
Credit Co-operative sector" T

N
e XS
.}; Ky
1.4 Research Objectives , |
c’) :JQ}

. To examine ernal'a ments hariah governance practices
ive (sgao

f hariah Committee in the Credit Co-

a %1 the Islamic

=

in the Isla cre 1 co—

"

1bljes

To e
J’
sector 4

[©]

F

3. w amine the extema‘h'nangements of Shariah governance practices

oen the Islamic credit co-operative sector.



1.5  Scope of the Research

In general, the co-operatives in this sector are differentiated by function. The

Malaysia Co-operative Societies Commission (hereinafter to be referred to aE®

lists nine different functions in this sector:

1.  Banking *
R 3

ii.  Credit

ii.  Agriculture z '
iv.  Housing \d. N

v.  Industry é J ' _S
v

vi.  Consumer Y' v
vii.  Development CV Qs

Viil Transportation; and \ _\
N
0’
Q-

—-—9_ /%

ix.  Services : ] '
4

e &
anc@tangements in the four

Hence, this study focuses on tlmrii

different credit co-operatives — s Wn as

selected for this study that %slamii

arrangements for Shariah%b&i anci (')

identified. The select@_ asel 0 'ou\&)teria, as follows:

Tl o wves thalard li@n the Index 100 Co-operatives Best
D

K mance by SKM. \“,

; credit co-operative that offers an Islamic credit facility to their
émembers.

iii.  Co-operatives that have instituted a Shariah Committee function for their

slangic I:r@co-operatives — that were

=

gs es. The internal and external

&
§ fo@slamlc Credit Co-operatives were

respective co-operative.



Moreover, the study also obtains an insight and perspective from the regulator
and the Apex body in this sector. Interviews were conducted with the Shariah
Compliance Unit, SKM as regulator, and also the Shariah Unit, Malaysian Nata 0-
operative Movement (hereinafter to be referred to as ANGKASA) as the Yd‘ycm
this sector. A

The study was conducted by referring to the SKM’s reﬂulxy.ﬁ'amework,
which focuses on GP28 — Shariah Governance for Co-ope at?«hereinafter to be
referred to as GP28) and identifies the gaps between t ent Win Islamic
Credit Co-operatives in Malaysia. In addition,{study ado ts’ :@'.tative
methodology using in-depth interviews as prir a.{awliﬁ content

analysis technique is based on obtainable docu S uch‘ﬂs th nnugl:orts, related

u
&
1.6  Structure of the Study T , %
This study is structureho fi er'cJ

chapter, which highlights@k '

similarities 1n govemawea es b fen(.f)@nmlc financial institutions and Islamic

"f N3
credit co-operati\@'thefl%ed ﬁ@ for adequate Shariah governance for the

co-operative é It continues wr e problem statement, research questions and

researcE g%es derived from the problem statement. Then, continues with the scope

the y and provides an overview of the

O

of the the structure of the study, and, lastly, the conclusion.
Chapter two discusses the literature review and the past empirical studies related
to this study. It also discusses the concept and fundamental model of corporate

governance from a Western and Islamic perspective, and continues the concept of



Shariah governance in Islamic financial institutions in general. Next, a brief explanation
regarding corporate governance and Shariah governance in Islamic credit co-operatives
is provided. In addition, the relevant guidelines issued by the co-operative regvgare
also elaborated upon. Furthermore, past empirical studies are discussed, @ng the
issues and challenges in terms of governance practices in Islamic ﬁna&nstitutions
and Islamic credit co-operatives. Y.
N

Chapter 3 outlines the research methodology use irw research. As the

research applied the qualitative method, case studies tervicw selected.
| ]

Further, the research design and method of sampling are ained fThe t’e _@ussion

continues with data collection and analysis, and co b{ 4o the&.n L
Y-

Chapter 4 provides the analysis of th Wgs 3‘1d cuss®q. This chapter
% ((

highlights the similarities and differenc& t}w ¢ Rgnal 5nd sestornnl

A

arrangements of Shariah governance pgilas w%l mh}redit co-operatives in

" &
Malaysia that implement GP28. \ ¥ \AQ"
Chapter 5 summarises%atent cl thi tlles@%rieﬂy explains the findings

s <&
and discusses the researmtivef nsw%(o the research questions. It also
provides a conclusion fwon en

for Islamic credit @rativ i
S o
limitations and WtWhal for future r@ch in the areas of Shariah governance in

9

Islamic cre peratives in Malaysia.

1.7 Conclusion

Nowadays, Shariah governance has become a significant basis for preserving

the Shariah principles in Islamic financial institutions, including in credit co-operatives
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By having an adequate Shariah governance framework, Islamic institutions would gain
confidence and trust from their stakeholders, including investors, as well as the Muslim
society at large.

Thus, hopefully, this study explains the current Shariah govemanc@lces in
Islamic credit co-operatives in Malaysia by identifying the interrAd external
arrangements of the Shariah governance framework in four differe%x;c Credit Co-
operatives. Subsequently, the analysis and discussion pe ai@o the issues and

challenges highlighted in this study explain the contributj the s Ay, well as its

suggestions, limitations and guidance for future resez%

rc '-\‘_}
ok

Y—
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