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Abstract. This paper presents a narrative-systematic review of financial reporting fraud in 

Islamic banks, with a comparative analysis of Shariah compliance in Indonesia and 

Malaysia from 2014 to 2024. Despite the ethical and moral foundations of Islamic 

banking—rooted in principles such as the prohibition of riba (interest), gharar 

(uncertainty), and maysir (gambling)—cases of financial misreporting continue to emerge. 

The study synthesizes findings from reputable international journals, regulatory reports, 

and national case studies to identify patterns, contributing factors, and implications of 

fraudulent financial reporting within the Islamic banking sectors of both countries. The 

research highlights key differences and similarities in regulatory frameworks , Shariah 

governance structures , accounting standards , and internal control mechanisms that 

influence the likelihood of financial misconduct. Findings reveal that while Malaysia 

demonstrates more advanced institutional frameworks and greater alignment with 

international standards such as AAOIFI and IFRS, Indonesia faces structural challenges 

including limited independence of Shariah supervisory boards and inconsistent 

enforcement of disclosure requirements. The paper emphasizes the urgency of 

strengthening transparency, improving auditor capacity, and harmonizing accounting 

practices across Islamic financial institutions. It also underscores the importance of 

leveraging technology for real-time auditing and fraud detection. Ultimately, this review 

provides policy recommendations aimed at enhancing integrity and public trust in Islamic 

banking systems in Indonesia and Malaysia—two leading Muslim-majority economies 

shaping the global Islamic finance landscape. 
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1. Introduction 

Islamic banking has become a significant component of the global financial system, 

experiencing rapid expansion in recent decades, especially in countries with large Muslim 

populations such as Indonesia and Malaysia [17]. This growth is fueled by a rising awareness 

of Islamic financial principles and a growing preference for Sharia-compliant products and 

services [5]. Furthermore, Islamic finance has shown greater resilience to financial shocks when 

compared to conventional finance, thereby attracting interest from a diverse range of 

stakeholders [15]. Within this framework, banks occupy a central position in each country's 

financial system, primarily functioning to gather funds from surplus entities and direct them to 

those in need within a specified timeframe [17]. The ability to collect funds through deposits is 

vital for a bank's growth, as the volume of collected funds directly influences the capacity to 

develop profitable investments. However, as their operations grow increasingly complex, 

Islamic banks are not exempt from the risks of fraud, including in financial reporting [8]. 

Fraudulent financial reporting is a serious issue that can erode the confidence of 

investors, creditors, and other stakeholders in the integrity of an entity's financial statements. 

Fraudulent financial reporting can stem from various factors, such as pressure to meet 

performance targets, misaligned incentives, inadequate internal controls, and insufficient 

oversight, which contribute to fraudulent financial reporting in Islamic banks. The repercussions 

of such fraud can be more severe in these institutions compared to conventional banks, as it not 

only jeopardizes the bank's reputation and financial standing but also erodes public trust in its 

adherence to Sharia compliance. Sharia compliance serves as a fundamental differentiator for 

Islamic banks, setting them apart from their conventional counterparts. Therefore, it is essential 

to ensure that all operational activities and products offered by Islamic banks align with the 

Sharia principles established by the Sharia Supervisory Board. 

The swift advancement of Islamic finance, exhibiting an average annual growth rate of 

15% to 20%, has garnered substantial attention from academics, practitioners, and 

policymakers—especially following its proven resilience during the Global Financial Crisis in 

comparison to conventional finance [15]. This resilience can largely be attributed to its strict 

adherence to Sharia principles, which prioritize fairness, transparency, and accountability in all 

financial transactions [15]. Nevertheless, despite these core principles, the Islamic finance 

industry is not completely shielded from fraudulent practices, particularly in the realm of 

financial reporting. Unscrupulous accounting practices designed to obscure poor financial 

performance or mislead stakeholders can have dire repercussions, including eroding investor 

confidence, destabilizing markets, and hindering the sustainable growth of the Islamic finance 

sector. Therefore, a thorough analysis of fraudulent financial reporting practices within Islamic 

banks and financial institutions in Indonesia and Malaysia is essential. 

The period from 2014 to 2024 is pivotal, as it marks a time of substantial growth, 

regulatory changes, and heightened oversight within the Islamic finance sector in both countries. 

This study aims to uncover the various forms of financial reporting fraud that emerged during 

this time, explore the underlying motivations, and evaluate their impact on the stability and 

credibility of these institutions. Additionally, the study seeks to identify weaknesses in the 

regulatory framework and governance mechanisms that allowed such fraudulent activities to 

occur. By examining specific cases and identifying common patterns, the research intends to 

offer valuable recommendations for enhancing transparency, accountability, and ethical conduct 

in financial reporting throughout the Islamic finance industry. 

This review endeavors to systematically and narratively synthesize the existing 

literature on fraudulent financial reporting within Islamic banks, specifically contrasting Sharia 



compliance practices between Indonesia and Malaysia over the past decade. The selection of 

these two countries is predicated on their notable advancements in Islamic banking and distinct 

Sharia regulatory and supervisory frameworks. Despite the robust growth of Islamic banks, they 

are not immune to challenges analogous to those confronting conventional banking institutions 

[4]. Therefore, this study seeks to identify the underlying factors contributing to fraudulent 

financial reporting in Islamic banks, evaluate the ramifications of such fraudulent activities on 

both the financial performance and reputation of these banks, and assess the efficacy of internal 

control mechanisms alongside Sharia oversight in mitigating and identifying instances of fraud. 

The findings of this review are anticipated to enhance the understanding of the risks 

associated with fraudulent financial reporting in Islamic banks and to proffer recommendations 

for regulators, bank management, and Sharia Supervisory Boards aimed at improving corporate 

governance and Sharia compliance to deter and detect fraudulent behaviors. Furthermore, this 

review aspires to provide valuable insights for academics and researchers, thus fostering further 

inquiry into this pertinent topic. The methodology for this research involved a comprehensive 

literature review to collate and analyze scholarly works addressing the implications of Sharia 

principles in the context of the global financial crisis [12]. This research holds significance given 

that the Sharia financial sector represents a critical segment of the broader Sharia economic 

system in Indonesia [23]. The Sharia economy in Indonesia is characterized by the rapid 

emergence of Sharia-compliant financial entities, including Sharia banking institutions and non-

bank Sharia financial organizations. Notably, the sharia banking sector in Indonesia has 

encountered substantial challenges in recent years. 

   

2. Research Method 

 The primary reason for choosing this method is the complexity and diversity of the 

Sharia regulatory frameworks in Indonesia and Malaysia. Both countries have advanced Islamic 

financial systems, but with different sharia supervisory structures. In Malaysia, institutions such 

as the Shariah Advisory Council (SAC) under Bank Negara Malaysia provide standardized and 

binding national guidelines [14]. Meanwhile, in Indonesia, the National Sharia Council-

Indonesian Ulema Council (DSN-MUI) serves as the fatwa authority. However, its 

implementation at the banking institution level can vary depending on the interpretation of each 

bank's Sharia Supervisory Board (SSB) [11]. These differences require in-depth qualitative 

analysis to understand the dynamics of sharia compliance holistically. 

Furthermore, sharia compliance issues often involve non-technical dimensions such as 

accountability, transparency, independence of the sharia supervisory board, and potential 

conflicts of interest [19, 32]. A narrative systematic review allows researchers to integrate 

perspectives from various disciplines—including Islamic economics, Sharia law, corporate 

governance, and regulatory studies—into a single, comprehensive analytical framework. 

The review process involves systematic steps: (1) identifying a specific research 

question, (2) searching the literature in major academic databases (such as Scopus, Web of 

Science, EBSCOhost, and DOAJ) using keywords related to "Shariah compliance," "Islamic 

banking," "Indonesia," "Malaysia," and "Shariah governance," (3) screening based on inclusion 

criteria (e.g., empirical studies, peer-reviewed articles, publications within the last 10 years), (4) 

evaluating the quality of the studies using a framework such as CASP (Critical Appraisal Skills 

Programme), and (5) thematic synthesis based on key themes such as Sharia supervisory 

structures, compliance mechanisms, implementation challenges, and policy recommendations. 



Using a narrative systematic review approach, this study aims to provide a rich, contextual, and 

critical overview of Sharia compliance practices in both countries, while identifying research 

gaps and contributing to the development of more effective Sharia policies and governance in 

the future. The research methodology used in this narrative systematic review involves several 

stages, including identification and selection of relevant literature, data extraction from the 

selected literature, data analysis and synthesis, interpretation, and report preparation. The 

literature search was conducted through academic databases such as Google Scholar, 

ScienceDirect, and Emerald Insight using keywords related to fraudulent financial reporting, 

Islamic banks, Sharia compliance, Indonesia, and Malaysia. The inclusion criteria were 

literature published within the last 10 years (2014-2024), relevant to the research topic, and 

available in Indonesian or English. 

 

3. Results and Discussions 
Potential Impact of Fraudulent Financial Reporting in Islamic Banks: Evidence from 

Indonesia and Malaysia 

 

Fraudulent financial reporting in Islamic banks poses a critical threat not only to 

individual institutions but also to the integrity and sustainability of the broader Islamic financial 

system. Given that Islamic banks operate on principles of trust (amanah), transparency 

(shafafiyah), and religious compliance, any deviation from truthful financial disclosure 

undermines their core value proposition and can trigger cascading consequences across 

reputational, financial, regulatory, and systemic dimensions. Empirical studies and regulatory 

experiences from Indonesia and Malaysia—two of the most developed Islamic finance markets 

in Southeast Asia—offer valuable insights into the nature and severity of these impacts. 

1. Erosion of Public Trust and Reputational Damage 

Public trust is the cornerstone of Islamic banking, as depositors and investors often 

choose Islamic financial institutions based on the belief that their funds are managed in 

accordance with Shariah principles and ethical values. Fraudulent financial reporting—such as 

misrepresenting non-compliant income as halal, concealing losses from non-performing 

financing (NPF), or inflating profit distribution rates—directly violates this trust. 

In Indonesia, a 2021 audit by the Financial Services Authority (OJK) revealed that 

several Islamic banking units had engaged in inaccurate classification of income derived from 

late payment charges (ta’widh), which were reported as halal without proper Shariah board 

approval. Although not always intentional fraud, such misreporting led to public skepticism and 

media scrutiny, damaging the credibility of the sector. As Rofiqoh et al. [26] note, poor risk 

management and opacity in NPF reporting have contributed to a decline in depositor confidence, 

particularly among retail customers who lack the expertise to assess financial statements. 

Similarly, in Malaysia, the 2017 1MDB scandal, though primarily involving a state 

fund, had spillover effects on Islamic financial institutions that participated in Shariah-

compliant bond issuances linked to the entity. Despite the Shariah Advisory Council (SAC) 

approving certain structures, public perception questioned whether Shariah oversight was truly 

independent or merely a "rubber stamp". This incident highlighted how perceived complicity in 

financial misconduct, even without direct fraud, can severely damage the reputational capital of 

Islamic banks. 

2. Negative Financial Performance and Increased Risk Exposure 

Fraudulent financial reporting distorts key performance indicators, leading to 

misinformed decision-making by management, investors, and regulators. Inflated profits or 



understated NPF ratios may create a false sense of stability, delaying corrective actions and 

exacerbating financial vulnerabilities. 

In Indonesia, studies have shown a strong correlation between weak financial reporting 

quality and rising NPF levels. Rofiqoh et al. [26] found that during the last three quarters of 

2020–2021, several Islamic banks experienced sharp increases in NPF due to inadequate 

provisioning and delayed recognition of defaults, partly driven by pressure to maintain attractive 

returns for mudarib (profit-sharing) accounts. This practice, while not always fraudulent, 

borders on earnings manipulation and ultimately leads to capital erosion and reduced 

profitability when losses are finally recognized. 

In Malaysia, Bank Negara Malaysia (BNM) has consistently emphasized the 

importance of accurate and timely NPF disclosure in its Shariah Governance Policy Documents. 

A 2020 BNM report noted that discrepancies in NPF reporting across Islamic banks were linked 

to inconsistent application of Shariah loss recognition principles, particularly in mudarabah and 

murabahah contracts. Such inconsistencies not only distort financial performance but also 

increase systemic risk, as interconnected institutions may be exposed to hidden losses. 

3. Regulatory and Legal Consequences 

Both Indonesia and Malaysia have strengthened their regulatory frameworks to deter 

financial misconduct, and fraudulent reporting can lead to severe penalties, including fines, 

sanctions, and leadership accountability. 

In Malaysia, the Securities Commission (SC) and BNM have imposed sanctions on 

Islamic financial institutions for misleading disclosures. For example, in 2019, a Malaysian 

Islamic bank was fined for misrepresenting the Shariah status of its investment funds in annual 

reports, leading to corrective audits and mandatory governance reforms. The SAC also issued a 

public clarification, underscoring the need for truthful alignment between financial statements 

and Shariah rulings. 

In Indonesia, OJK has revoked licenses of smaller Islamic financial institutions found 

to have engaged in fictitious transaction reporting and falsified asset valuations. A notable case 

involved a Sharia-based financing company in 2020 that was liquidated after auditors 

discovered off-balance-sheet liabilities and inflated asset portfolios. These actions reflect a 

growing regulatory emphasis on enforcement and transparency, but also reveal gaps in 

monitoring mechanisms, especially for non-bank Islamic financial institutions. 

4. Systemic Implications for the Islamic Financial Ecosystem 

Beyond individual institutions, fraudulent financial reporting threatens the stability and 

credibility of the entire Islamic financial system. Unlike conventional banks, Islamic banks are 

expected to operate as ethical alternatives, and any scandal involving fraud undermines this 

differentiation. 

In both countries, there is growing concern about "Islamic-washing"—a phenomenon 

analogous to greenwashing, where institutions adopt Islamic branding without genuine 

adherence to Shariah principles [11]. When fraudulent reporting is exposed, it fuels public 

skepticism about whether Islamic finance is truly different from conventional finance, 

potentially slowing industry growth and discouraging waqf-based or zakat-linked financial 

innovations that rely on public trust. 

Moreover, inaccurate financial reporting hampers cross-border harmonization efforts. 

For instance, differences in how Indonesia and Malaysia recognize Shariah losses or classify 

income affect the comparability of financial statements, complicating international investment 

and sukuk issuance [14]. This lack of standardization can deter global investors seeking 

transparency and consistency. 

 



4. Conclusion 

This systematic narrative review offers a comprehensive exploration of fraudulent 

financial reporting within Islamic banks, with a particular emphasis on a comparative analysis 

of Sharia compliance practices in Indonesia and Malaysia. The findings underscore that 

fraudulent financial reporting constitutes a significant challenge for Islamic banks, necessitating 

the implementation of robust prevention and detection mechanisms to mitigate the risk of fraud. 

The implications of fraudulent financial reporting in Islamic banks extend well beyond 

mere distortions in balance sheets. Evidence gathered from Indonesia and Malaysia indicates 

that such unethical practices can erode public trust, compromise financial performance, attract 

regulatory scrutiny, and ultimately weaken the systemic integrity of the Islamic finance sector. 

These repercussions are especially acute in a domain that prides itself on ethical leadership and 

religious authenticity. Consequently, enhancing financial reporting frameworks through 

improved Shariah auditing, independent oversight, and harmonization with international 

accounting standards (such as AAOIFI and IFRS) emerges not only as a technical necessity but 

also as a strategic imperative for the sustainable development of Islamic banking in both nations. 

As the world's most populous Muslim-majority country, Indonesia possesses 

substantial potential for the advancement of Islamic banking. While there are notable differences 

and similarities in Sharia compliance practices between Indonesia and Malaysia, both countries 

collectively uphold a strong commitment to ensuring the alignment of Islamic banks with Sharia 

principles. Despite the current developmental lag of Islamic banking in Indonesia compared to 

other Muslim-majority nations, the growth trajectory of Islamic banks in Indonesia is indeed 

remarkable. Islamic banks must be managed with a high level of professionalism to ensure the 

faithful implementation of Sharia principles and the legitimacy of halal profits. 
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