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Abstract

Sharia Savings and Financing Cooperatives (KSPPS) constitute an essential
component of Indonesia’s Islamic microfinance sector, providing Sharia-compliant
financial services to micro and small economic actors. However, the regulatory
framework governing KSPPS remains fragmented and predominantly administrative,
offering limited financial supervision and insufficient protection for members’ funds.
This regulatory condition creates structural disparities between KSPPS and other
Sharia financial institutions and raises concerns regarding institutional stability and
public trust. This study examines the legal position of KSPPS within Indonesia’s
national legal framework and proposes a regulatory reconstruction aimed at
integrating supervision and deposit guarantee mechanisms. Using a qualitative
juridical-normative approach combined with institutional analysis and public policy
evaluation, the research analyzes statutory regulations, ministerial policies, DSN-MUI
fatwas, and existing supervisory practices. Comparative analysis with Islamic banking
supervision is employed to identify regulatory gaps and best practices. The findings
reveal that KSPPS are legally positioned as general cooperatives, resulting in
fragmented oversight between administrative authorities and internal Sharia
supervisory bodies that lack prudential and enforcement authority. Furthermore, the
absence of a Sharia-based deposit guarantee scheme exposes members to financial
risk and contradicts the Sharia objective of wealth protection (hifz al-mal). To
address these challenges, the study proposes an integrated regulatory model that
repositions KSPPS as Sharia microfinance institutions subject to risk-based, Sharia-
compliant supervision and supported by a Sharia-based deposit guarantee scheme
grounded in the principles of tabarru’ and ta‘awun. This research contributes to
Islamic financial regulation scholarship by offering a coherent normative and
institutional framework that strengthens legal certainty, consumer protection, and
the sustainability of Sharia cooperative finance.
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INTRODUCTION

The expansion of Islamic finance within plural legal systems has generated increasing
regulatory complexity, particularly in jurisdictions where cooperative institutions operate
alongside formal financial intermediaries. In dual financial architectures such as Indonesia’s,
regulatory coherence becomes a critical issue when institutions performing similar economic
functions are subject to fundamentally different supervisory regimes. Islamic banks operate under
integrated, risk-based prudential supervision and benefit from formal deposit protection
mechanisms, whereas Sharia Savings and Financing Cooperatives (Koperasi Simpan Pinjam dan
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Pembiayaan Syariah/KSPPS) remain regulated primarily under the Cooperative Law framework.
This structural divergence raises important questions regarding regulatory proportionality,
functional equivalence, and systemic stability within the Islamic financial ecosystem (Hasan et al.,
2025; Suyatno et al., 2025) .

Sharia Savings and Financing Cooperatives (Koperasi Simpan Pinjam dan Pembiayaan
Syariah/KSPPS) constitute an essential component of Islamic microfinance institutions that play a
strategic role in enhancing economic welfare through financing mechanisms compliant with Sharia
principles. These cooperatives implement Islamic contracts and business ethics that significantly
influence member participation and loyalty. By providing financial access to micro and small
enterprises, KSPPS contribute directly to local economic development and community
empowerment through various instruments, including financing, savings schemes, and social funds.
In practice, KSPPS also manage non-performing financing through multiple approaches, including
collateral execution, reflecting their function as risk-bearing financial intermediaries (Fianto et al,,
2019; Rohmatul et al,, 2020).

However, despite performing core financial intermediation functions comparable to other
Islamic financial institutions, KSPPS are not treated as prudentially supervised financial entities
within Indonesia’s national regulatory architecture. They remain legally classified as general
cooperatives and supervised predominantly through administrative compliance mechanisms rather
than risk-based financial oversight. This misalignment between legal form and economic function
creates a structural regulatory contradiction that exposes cooperative members to
disproportionate financial risk and weakens institutional resilience.

Despite their growing importance, KSPPS face substantial challenges in ensuring Sharia
compliance and institutional sustainability. Effective supervision is crucial to maintaining
adherence to Islamic principles and safeguarding member trust. However, many KSPPS encounter
persistent problems related to governance quality, weak oversight mechanisms, and inadequate
protection of members’ funds. The absence of firm and comprehensive regulatory frameworks,
coupled with the lack of a dedicated supervisory authority and deposit guarantee institution for
cooperatives, has heightened the risk of institutional failure and eroded public confidence in
cooperative-based financial institutions (Andrean et al., 2024; Puspitasari et al., 2023).

The weakness of supervisory functions and the limited availability of risk mitigation
systems have further contributed to the low credibility of Sharia cooperatives within Indonesia’s
national financial system. Previous studies emphasize the critical role of the Sharia Supervisory
Board (Dewan Pengawas Syariah/DPS) and the National Sharia Council (Dewan Syariah
Nasional/DSN) in ensuring compliance with Islamic principles. Nevertheless, significant challenges
remain, including non-uniform supervisory mechanisms, insufficient expertise, and limited
coordination among supervisory institutions. Moreover, the absence of standardized operational
and supervisory practices in Sharia cooperatives has increased the likelihood of operational
deviations and Sharia non-compliance, underscoring systemic regulatory gaps. (Fatmawati et al,,
2022; Hasan et al., 2025; Syahrial, 2022).

These conditions reveal that the regulatory challenges of KSPPS are not merely
administrative deficiencies but stem from a deeper institutional design problem. The separation
between cooperative law supervision and financial prudential regulation produces fragmented
authority, limited enforcement capacity, and the absence of integrated depositor protection
mechanisms. Such fragmentation contradicts the principle of functional regulation, which requires
that institutions performing similar financial intermediation activities be regulated according to
comparable risk standards (Defilania, 2025). Furthermore, from the perspective of Islamic
economic law, the absence of systemic risk governance and deposit protection undermines the
Sharia objective of safeguarding wealth (hifz al-mal), reducing Sharia compliance to internal ethical
oversight rather than embedding it within enforceable institutional safeguards (Zuhdi et al.,, 2025).

Although a growing body of literature has examined Sharia compliance, governance
practices, and risk management in Islamic microfinance institutions and Sharia cooperatives, most
existing studies remain fragmented in their analytical focus (Al Rahahleh et al., 2019; Rachman et
al, 2025). Analytically, prior research predominantly concentrates on internal compliance
mechanisms (Batool, 2025; Yas, 2023), the role of Sharia Supervisory Boards (Boudawara et al,,
2023; Triasari & de Zwart, 2021), or operational performance at the institutional level (Azzat et al,,
2025) without adequately examining the macro-regulatory architecture that structurally positions
KSPPS outside prudential supervision. Conceptually, limited scholarship applies functional
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regulation theory or institutional regulatory design analysis to explain why cooperative
classification generates systemic vulnerability. Methodologically, most studies employ case-based
or performance-oriented empirical approaches without integrating doctrinal legal interpretation
and institutional governance evaluation. Jurisdictionally, little attention has been given to
Indonesia’s plural financial regulatory framework, where cooperative law, Islamic financial
regulation, and public policy design operate in parallel but insufficiently integrated regimes.

Based on this background, this study addresses two main research questions: first, how the
existing legal foundations governing Sharia cooperatives can be critically analyzed; and second,
how a reconstructed regulatory framework for Sharia Savings and Financing Cooperatives can be
formulated to realize an integrated supervision and guarantee system.

To answer these questions, this research adopts a qualitative juridical-normative approach
combined with institutional analysis and public policy evaluation. The study examines current
regulatory frameworks, identifies weaknesses in cooperative supervision and guarantee systems,
and formulates policy recommendations grounded in Sharia principles and modern financial
governance standards.

The objective of this research is to assess the extent to which existing legal instruments
have effectively regulated KSPPS and to propose a reconstructed regulatory model capable of
integrating supervision and guarantee systems in an effective and sustainable manner. By doing so,
this study aims to provide solutions to longstanding regulatory and institutional imbalances that
have hindered the development of Sharia cooperatives.

The urgency of this research lies in the pressing need to establish a robust system for
protecting cooperative members from potential losses arising from institutional failure (Chapra &
Khan, 2000). As Sharia cooperatives continue to expand their role within the financial sector, a
regulatory framework that is not merely reactive to crises but also preventive and sustainable
becomes indispensable (Afdawairza et al., 2024; Kurniasari et al.,, 2021) This study contributes to
the literature on Islamic economic law and public policy while offering practical guidance for
policymakers in designing fair, adaptive, and resilient regulatory frameworks aligned with the
dynamics of Indonesia’s national financial system.

Although a growing body of literature has examined Sharia compliance, governance
practices, and risk management in Islamic microfinance institutions and Sharia cooperatives, most
existing studies remain fragmented in their analytical focus (Al Rahahleh et al., 2019; Rachman et
al, 2025). Previous research predominantly concentrates on internal compliance mechanisms
(Batool, 2025; Yas, 2023), the role of Sharia Supervisory Boards (Boudawara et al., 2023; Hasan et
al,, 2025; Triasari & de Zwart, 2021), or operational performance at the institutional level (Azzat et
al, 2025), without adequately addressing the broader regulatory architecture that governs
supervision and member protection. Moreover, studies rarely engage with the absence of an
integrated supervisory and guarantee system specifically designed for Sharia Savings and Financing
Cooperatives, particularly within the context of Indonesia’s plural financial regulatory framework.
This gap is further exacerbated by the limited attention given to the interaction between
cooperative law, Islamic financial regulation, and public policy design in ensuring systemic stability
and depositor protection.

This study seeks to fill these gaps by offering a normative and institutional reconstruction
of the regulatory framework governing KSPPS, with a specific focus on integrating supervision and
guarantee mechanisms into a unified system. By combining juridical-normative analysis with
institutional and policy perspectives, this research contributes to existing scholarship in three key
ways. First, it advances theoretical discourse in Islamic economic law by proposing an integrative
regulatory model that harmonizes cooperative principles with Sharia governance and modern
financial supervision. Second, it provides a policy-oriented framework that addresses structural
weaknesses in current regulatory arrangements, offering practical insights for regulators and
policymakers. Third, this study enriches the literature on Islamic microfinance by shifting the
analytical focus from isolated institutional compliance toward systemic regulatory resilience and
sustainable member protection.

METHOD
Research Design and Approach

This study adopts a qualitative research approach using a juridical-normative method,
combined with institutional analysis and public policy analysis (Ahmed, 2025). Methodologically,
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this research can be classified as doctrinal legal research enriched by normative legal theory and
supported by socio-legal institutional analysis. The qualitative design is considered appropriate
given the normative and conceptual nature of the research, which aims to examine legal
frameworks, institutional arrangements, and regulatory policies governing Sharia Savings and
Financing Cooperatives (KSPPS). Rather than testing hypotheses through quantitative
measurement, this study focuses on interpreting legal norms, institutional practices, and policy
structures to identify regulatory gaps and formulate an integrated supervision and guarantee
model. The underlying methodological philosophy assumes that law operates not only as a body of
rules but as a governance architecture shaping institutional behavior; therefore, legal
interpretation in this study serves as the foundation for evaluating regulatory coherence and
constructing a reconstructed regulatory design.

The juridical-normative approach is employed to analyze statutory regulations, legal
doctrines (Hartono et al, 2022), and Sharia norms relevant to KSPPS supervision and deposit
protection. This approach enables a systematic examination of the coherence, adequacy, and
consistency of existing legal instruments in regulating Sharia cooperatives. To complement this
legal analysis, institutional study and public policy analysis are incorporated to assess how
regulatory norms are implemented in practice and how institutional actors interact within the
supervisory and guarantee framework.

Research Stages and Procedures

The research was conducted through several systematic stages to ensure methodological
rigor and transparency (Brackett & Batten, 2022). The first stage involved an extensive literature
review and positive law analysis. This stage focused on examining relevant laws and regulations
governing cooperatives and Islamic finance, including statutory provisions on cooperative
supervision, Sharia financial regulation, and deposit protection mechanisms. In addition, fatwas
issued by the National Sharia Council of the Indonesian Council of Ulama (DSN-MUI) and related
policy documents were analyzed to understand the normative foundations of Sharia compliance
and supervision within KSPPS.

The second stage consisted of a comparative and institutional study (Scharpf, 2000). This
stage examined supervisory and guarantee practices applied to Sharia financial institutions and
cooperative-based financial systems in selected jurisdictions. The comparative analysis was
conducted to identify best practices, institutional models, and regulatory approaches that could
serve as benchmarks for strengthening the Indonesian KSPPS regulatory framework.

The third stage involved data collection, which comprised both primary and secondary data.
Primary data were obtained through in-depth, semi-structured interviews with key stakeholders
directly involved in the management, supervision, and regulation of KSPPS. These informants
included KSPPS management boards, members of Sharia Supervisory Boards (Dewan Pengawas
Syariah), regulators from the Ministry of Cooperatives and Small and Medium Enterprises, officials
from the Financial Services Authority (Otoritas Jasa Keuangan/OJ]K), and experts in Islamic
economic law. Interviews were conducted to capture experiential insights, institutional challenges,
and practical perspectives on supervisory effectiveness and member fund protection.

Secondary data were collected from policy documents, annual reports of cooperatives, audit
reports, regulatory guidelines, official publications, and relevant academic literature. These data
sources were used to contextualize interview findings and to support normative and institutional
analysis.

Data Analysis Techniques

The collected data were analyzed using descriptive qualitative methods combined with a
legal policy analysis approach (Hall & Steiner, 2020). Legal texts and policy documents were
examined to identify normative inconsistencies, regulatory overlaps, and gaps in supervision and
guarantee arrangements. Interview data were analyzed through thematic categorization to identify
recurring patterns, institutional constraints, and regulatory weaknesses. The integration of legal
analysis and empirical insights allowed the study to evaluate how existing regulatory frameworks
function in practice and where structural improvements are required.

The analysis aimed to synthesize legal norms, institutional practices, and policy
considerations into a coherent evaluative framework. This process facilitated the identification of
key weaknesses in the current regulatory system and informed the formulation of an integrated
regulatory model.
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Formulation of Regulatory Reconstruction Model

The final stage of the research focused on formulating policy recommendations in the form
of a reconstructed regulatory model for KSPPS. This model integrates institutional governance
structures, Sharia supervisory mechanisms, and deposit guarantee arrangements into a unified and
accountable regulatory framework. The proposed model is grounded in cooperative principles,
Sharia compliance, and modern financial governance standards, ensuring both normative
legitimacy and practical applicability.

Through these methodological steps, this study provides a transparent and replicable
framework for analyzing and reconstructing the regulation of Sharia Savings and Financing
Cooperatives, thereby supporting the validity and reliability of its findings..

RESULT AND DISCUSSION

Using functional regulation theory, legal pluralism, maqasid al-shariah governance, and
institutional design theory as integrated analytical lenses, the findings of this study demonstrate
that the regulatory problems of KSPPS are structural rather than merely operational. Functional
regulation theory is particularly appropriate because KSPPS perform financial intermediation
functions comparable to other Sharia financial institutions; therefore, regulatory standards should
correspond to economic function rather than historical legal classification. From a legal pluralism
perspective, the coexistence of state cooperative law and DSN-MUI Sharia norms produces
normative dualism, while institutional design theory explains supervisory fragmentation as
regulatory misalignment rather than simple administrative inefficiency. By synthesizing these
frameworks, this study advances scholarship by shifting analysis from governance capacity debates
toward structural regulatory architecture.

Based on the juridical and institutional analysis, four principal findings emerge as analytical
outputs of this research. Finding 1 — Legal Misclassification: KSPPS are classified as general
cooperatives despite performing core financial intermediation functions, creating a mismatch

between legal form and economic substance. Finding 2 — Supervisory Fragmentation:
administrative oversight and Sharia supervision operate without institutional integration, resulting
in incomplete prudential governance. Finding 3 — Normative Dualism: DSN-MUI fatwas guide

operational practices but lack enforceable incorporation into binding state law, limiting regulatory
coherence. Finding 4 — Protection Gap: the absence of a deposit guarantee mechanism exposes
members to financial risk and contradicts both modern prudential principles and the maqasid
objective of wealth protection (hifz al-mal). Collectively, these findings indicate that the core
weakness of KSPPS governance lies in regulatory design failure rather than internal institutional
performance. This study therefore shifts the analytical focus from improving cooperative
management to reconstructing supervisory architecture.
1. Legal Position of Sharia Savings and Financing Cooperatives (KSPPS)

Legal Status of KSPPS within the National Legal Framework

The juridical-normative analysis reveals that Sharia Savings and Financing Cooperatives
(KSPPS) are legally positioned as part of general cooperative entities under Indonesian law. The
primary legal basis governing KSPPS remains Law No. 25 of 1992 on Cooperatives, further
elaborated through implementing regulations under the authority of the Ministry of Cooperatives
and Small and Medium Enterprises. Specific recognition of Sharia-based cooperative activities is
provided through Ministerial Regulation No. 11/Per/M.KUKM/XII/2017, which grants normative
legitimacy to Sharia savings and financing operations conducted by cooperatives (Kususiyanah et
al,, 2021).

However, the analysis indicates that existing regulations do not provide comprehensive
provisions regarding financial supervision, risk mitigation, and protection of members’ funds.
Unlike formal Islamic financial institutions, KSPPS are not subject to supervisory regimes
comparable to those established under Law No. 21 of 2011 on the Financial Services Authority or
Law No. 24 of 2004 on the Deposit Insurance Corporation. This regulatory gap results in a
structural disparity between KSPPS and other Sharia financial institutions, despite their similar
intermediation functions.

To systematically illustrate this disparity, Table 1 presents a comparison between the
existing regulatory framework governing KSPPS and the proposed integrated regulatory
reconstruction model.



Table 1. Comparison of KSPPS Regulatory, Supervisory, and Guarantee Systems: Existing
Conditions and Proposed Integrated Model

Existing KSPPS Regulatory

Aspect Framework

Proposed Integrated Regulatory Model

Cooperative Law and ministerial  Special regulation integrating cooperative

Legal Basis . R ; .
& regulations law and Sharia financial supervision

General cooperative with

. . Sharia microfinance institution
savings activities

Institutional Status

.. . Integrated supervision involvin
Ministry of Cooperatives 5 p 5

Supervisory Authority (administrative) coope.ratlve authority and Sharia financial
oversight

Supervision Model Administrative compliance RISk-bés.ed and Sharia-compliant
supervision

. .. Internal DPS without DPS integrated into national supervisory
Sharia Supervision
enforcement power system

Deposit Protection No deposit guarantee scheme Sharla-based deposit guarantee
mechanism

Legal Certainty Low and fragmented High and structurally integrated

Public Trust Impact Fluctuating and relatively low Strengthened and sustainable

The findings regarding the legal position of Sharia Savings and Financing Cooperatives
(KSPPS) reveal a fundamental structural contradiction within Indonesia’s financial regulatory
framework. Although KSPPS perform core financial intermediation functions comparable to those
of other Islamic financial institutions, they remain legally classified as general cooperatives under
the Cooperative Law regime. This legal positioning reflects a regulatory legacy that prioritizes
administrative oversight and cooperative formalism rather than financial risk governance. As a
result, KSPPS operate in a regulatory space that does not adequately correspond to the economic
risks inherent in their activities.

The absence of comprehensive provisions on financial supervision, risk mitigation, and
member fund protection underscores a critical regulatory mismatch between form and function.
While Islamic banks and other formal financial institutions are subject to integrated supervision
and deposit protection mechanisms under the Financial Services Authority and the Deposit
Insurance Corporation, KSPPS are excluded from these regimes despite mobilizing public funds.
This disparity confirms the existence of a regulatory gap that weakens legal certainty and exposes
cooperative members to disproportionate financial risk. From a regulatory theory perspective, such
asymmetry undermines the principle of functional regulation, which holds that institutions
performing similar economic functions should be subject to comparable supervisory standards
(Defilania, 2025).

The comparison presented in Table 1 highlights that the current regulatory framework
governing KSPPS remains fragmented and reactive, emphasizing document compliance rather than
systemic risk prevention. Administrative supervision by the Ministry of Cooperatives is not
designed to address prudential concerns such as liquidity risk, governance failures, or Sharia non-
compliance with financial implications. Consequently, the existing framework fails to provide early
warning mechanisms or enforceable corrective measures, increasing the likelihood of institutional
failure and eroding public trust in Sharia cooperatives (Issyam et al., 2016).

These findings align with prior studies that identify weak supervisory integration as a
persistent vulnerability in Islamic microfinance institutions, particularly those operating outside
formal financial regulatory regimes. However, this study extends existing scholarship by
demonstrating that the problem is not merely one of supervisory capacity but of regulatory design.
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The legal classification of KSPPS as ordinary cooperatives structurally limits the scope of oversight
that can be applied, regardless of improvements in administrative supervision. In this sense, the
regulatory framework itself becomes a source of systemic risk (Elrahman & Saaid, 2025).

The proposed integrated regulatory reconstruction model directly addresses these
shortcomings by reclassifying KSPPS as Sharia microfinance institutions within a harmonized
supervisory architecture. By integrating cooperative regulation with Sharia financial supervision
and introducing a Sharia-based deposit guarantee mechanism, the model advances a preventive
rather than reactive approach to member protection. This shift is significant not only for enhancing
institutional resilience but also for restoring public confidence, which is essential for the
sustainability of cooperative-based financial systems.

From a normative standpoint, the findings raise important implications for Islamic
economic law. The lack of deposit protection and effective supervision contradicts the Sharia
objective of protecting wealth (hifz al-mal) and undermines the ethical foundations upon which
Sharia cooperatives are built. Integrating Sharia principles into binding regulatory frameworks,
rather than relying solely on internal moral compliance, represents a necessary evolution in the
governance of Islamic financial institutions.

Overall, this discussion demonstrates that the legal marginalization of KSPPS within the
national financial regulatory system is not a peripheral issue but a central obstacle to achieving
stable, trustworthy, and Sharia-compliant cooperative finance. By reconceptualizing KSPPS
regulation through an integrated supervisory and guarantee framework, this study contributes to a
more coherent regulatory paradigm that aligns legal form, economic function, and Islamic
normative objectives. This reconceptualization also provides a foundation for future empirical
research examining the impact of integrated supervision on the performance and stability of Sharia
microfinance institutions (Suyatno et al., 2025).

Position of Sharia Principles and DSN-MUI Fatwas in KSPPS Regulation

The study finds that the operational practices of KSPPS are normatively based on fatwas
issued by the National Sharia Council of the Indonesian Council of Ulama (DSN-MUI), including
fatwas on savings, financing contracts, and benevolent loans. These fatwas function as ethical and
religious guidelines governing Sharia contracts and products offered by KSPPS.

Nevertheless, the results indicate that DSN-MUI fatwas are not structurally integrated into
binding state law applicable to KSPPS. Their implementation depends largely on internal
compliance mechanisms and the effectiveness of the Sharia Supervisory Board (DPS). This
condition creates normative dualism, wherein state law governs cooperative institutions
administratively, while Sharia compliance relies on non-state norms with limited enforcement
capacity (Purnama et al., 2025).

2. Institutional Analysis of KSPPS Supervision
Fragmentation of the Supervisory System

The institutional analysis shows that KSPPS supervision is carried out in a fragmented
manner by multiple institutions with limited and overlapping mandates. Administrative
supervision is conducted by the Ministry of Cooperatives and Small and Medium Enterprises, while
Sharia supervision is assigned to DPS based on DSN-MUI guidelines. However, DPS lacks authority
over prudential supervision, financial audits, and legal enforcement.

In contrast to Islamic banking institutions supervised under a risk-based framework by the
Financial Services Authority, KSPPS supervision remains largely reactive and document-oriented.
The absence of an integrated supervisory mechanism limits early detection of systemic risks, such
as liquidity failure, governance deficiencies, and non-performing financing (Dasopang, 2025).
Absence of a Deposit Guarantee System and Its Implications

One of the key findings of this study is the absence of a deposit guarantee scheme for
KSPPS members. Members’ savings are not protected by the Deposit Insurance Corporation, as
KSPPS fall outside the formal banking regime. This condition contradicts consumer protection
principles embedded in financial regulation and undermines the Sharia objective of protecting
wealth (hifz al-mal).

To further illustrate the supervisory gap, Table 2 compares the supervisory functions
applied to KSPPS and Islamic banking institutions.



Table 2. Comparison of Supervisory Functions: KSPPS and Islamic Banking

_—_ . . Proposed Integrated
Aspect KSPPS (Existing) Islamic Banking KSPPS Model

Supervisory Ministry of Financial Services Coordinated supervisory
Authority Cooperatives Authority institutions
Supervision Administrative Risk-based RISk_ba.S?d Sharia
Approach supervision
Sharia Oversight  Internal DPS DPS integrated with DSN- DPS. with standgrdlzed

MUI national reporting
Deposit None Deposit Insurance Sharia-based deposit
Guarantee Corporation guarantee
Consumer o Preventive and
Protection Limited Strong systematic

The institutional analysis of KSPPS supervision highlights that the core weakness of the
current governance framework lies not merely in regulatory absence, but in the fragmentation of
supervisory authority. The separation between administrative oversight by the Ministry of
Cooperatives and Sharia compliance supervision by the Dewan Pengawas Syariah (DPS) creates a
dualistic system in which no single institution possesses a comprehensive mandate over prudential,
legal, and Sharia dimensions simultaneously. This institutional fragmentation produces supervisory
blind spots that significantly limit the effectiveness of risk prevention and institutional
accountability.

The findings demonstrate that DPS, despite its central role in ensuring Sharia compliance,
operates without enforcement authority, access to prudential data, or formal integration into
national financial supervisory structures. Consequently, Sharia supervision is reduced to normative
and ethical oversight, detached from financial risk assessment and corrective intervention. This
condition contrasts sharply with Islamic banking supervision, where Sharia governance is
institutionally embedded within a risk-based regulatory framework and supported by legally
binding supervisory powers. The separation of Sharia oversight from prudential supervision in
KSPPS undermines the holistic nature of Sharia governance, which conceptually integrates ethical
compliance with financial soundness.

The dominance of administrative and document-oriented supervision further explains the
reactive character of KSPPS oversight. Supervisory practices that focus on compliance reporting
and formal documentation are structurally incapable of detecting early warning signals such as
liquidity stress, concentration risk, or deteriorating governance quality. From the perspective of
financial regulation theory, this approach deviates from modern supervisory paradigms that
emphasize risk-based, forward-looking, and proportional supervision—particularly critical for
institutions managing public funds. As a result, KSPPS are exposed to higher systemic vulnerability
despite operating at the microfinance level (Dasopang, 2025; Mihajat, 2019).

The absence of a deposit guarantee scheme emerges as a critical consequence of this
fragmented institutional arrangement. Without formal protection mechanisms for members’
savings, KSPPS members bear full financial risk in the event of institutional failure. This condition
weakens consumer confidence and creates moral hazard asymmetries between KSPPS and Islamic
banking institutions. More importantly, it raises normative concerns within the framework of
Islamic economic law. The lack of depositor protection directly contradicts the Sharia objective of
safeguarding wealth (hifz al-mal), suggesting that ethical compliance cannot be meaningfully
upheld without corresponding institutional safeguards.

The comparative analysis presented in Table 2 reinforces the argument that effective
supervision requires institutional integration rather than parallel oversight. Islamic banking
demonstrates that coordinated supervisory authority, standardized Sharia reporting, and deposit
protection mechanisms collectively enhance stability and public trust. The proposed integrated
KSPPS model addresses these deficiencies by aligning administrative supervision, Sharia oversight,
and prudential regulation within a coordinated framework. Such integration enables preventive
supervision, reduces regulatory arbitrage, and strengthens legal certainty for cooperative
members.
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This study contributes to the existing literature by reframing the supervision problem of
KSPPS as an institutional design failure rather than a capacity or compliance issue. While previous
studies often emphasize strengthening DPS roles or improving cooperative governance internally,
the findings of this research indicate that without structural integration into the national
supervisory system, such efforts will remain insufficient. Institutional fragmentation itself becomes
a source of systemic risk.

In broader policy terms, the discussion suggests that the sustainability of Sharia
cooperative finance depends on rethinking supervisory architecture in line with functional
regulation and Islamic normative objectives. Integrating risk-based supervision and Sharia-based
deposit guarantees into KSPPS governance is not merely a technical reform but a legal and ethical
necessity. Such reforms would position KSPPS as credible, resilient, and socially legitimate actors
within Indonesia’s Islamic financial ecosystem, while preserving their cooperative identity (Hasan
etal, 2025).

3. Regulatory Reconstruction toward Integrated Supervision and Guarantee Systems
Normative Foundations of Regulatory Reconstruction

Based on the findings, regulatory reconstruction for KSPPS should integrate three core
elements: national positive law, modern financial governance principles, and Sharia values as
articulated in DSN-MUI fatwas. This integration aligns with constitutional mandates positioning
cooperatives as pillars of the national economy and emphasizes social justice and protection of
vulnerable economic actors.

The normative foundation of the proposed reconstruction rests on the integration of
national positive law, contemporary financial governance principles, and Sharia normative values.
Constitutionally, cooperatives are positioned as instruments of economic democracy and social
justice, implying that regulatory design must prioritize member protection and institutional
sustainability. However, existing cooperative regulations emphasize administrative compliance
over financial risk governance, creating a mismatch between legal form and economic function.

By incorporating modern financial governance principles—such as risk-based supervision,
proportional regulation, and consumer protection—the proposed framework aligns KSPPS
regulation with internationally recognized standards without assimilating them into the
conventional banking regime. This is particularly important for preserving regulatory
proportionality while addressing systemic vulnerabilities.

Equally significant is the integration of Sharia values as articulated in DSN-MUI fatwas.
Sharia norms provide not only ethical guidance but also substantive regulatory principles,
particularly in relation to wealth protection (hifz al-mal), justice (‘adl), and trust (amanah).
Embedding these values within positive law transforms Sharia compliance from a moral obligation
into a legally enforceable governance standard. This approach extends prior scholarship that often
treats Sharia supervision as a complementary mechanism, by positioning it instead as a core
regulatory pillar (Zuhdi et al.,, 2025).

Integrated Sharia-Based Supervisory Model

The proposed integrated supervisory model addresses the institutional fragmentation
identified in earlier findings by redefining the role of DPS within the national supervisory
architecture. Under the existing system, DPS operates in isolation from prudential oversight,
limiting its effectiveness to normative compliance without corrective authority. This structural
separation weakens both financial stability and Sharia governance.

Repositioning DPS as a formal component of an integrated supervisory system allows
Sharia oversight to function in tandem with risk-based supervision. Standardized competencies,
unified reporting mechanisms, and Sharia audit frameworks would enable DPS to contribute
substantively to early risk detection, governance evaluation, and institutional accountability. Such
integration reflects the supervisory model applied in Islamic banking, where Sharia governance is
embedded within regulatory enforcement rather than functioning as an internal advisory
mechanism.

This model also responds to critiques in the literature that highlight the vulnerability of
Sharia microfinance institutions to governance failures due to weak supervisory coordination. By
institutionalizing cooperation between the Ministry of Cooperatives, DSN-MUI, and Sharia financial
supervisory authorities, the proposed framework enhances regulatory coherence while avoiding
jurisdictional overlap. The result is a preventive supervisory system capable of addressing both
financial and Sharia risks in a unified manner (Dasopang, 2025; Zuhdi et al., 2025).
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Sharia-Based Deposit Guarantee Model

The study proposes the establishment of a Sharia-based deposit guarantee scheme for
KSPPS, grounded in the principles of tabarru’ and ta‘awun, similar to takaful mechanisms. Such a
scheme would enhance institutional legitimacy, protect members’ funds, and strengthen public
trust in Sharia microfinance institutions.

To demonstrate the integration of Sharia principles within the proposed regulatory model,
Table 3 presents the relationship between core Sharia principles, relevant DSN-MUI fatwas, and
their regulatory implementation.

Table 3. Integration of Sharia Principles in the Proposed KSPPS Regulatory Reconstruction

Relevant DSN-MUI

Sharia Principle Regulatory Implementation

Fatwa

Protection of Wealth Fatwas on savings Deposit guarantee and risk
(hifz al-mal) and financing management
Mutual Assistance Fatwa on takaful Sharia-based guarantee
(ta‘awun) principles scheme

. ’ General Sharia Member protection and fair
Justice (‘adl) o

principles governance

Transparency and Trust Sharia audit and reporting
Governance fatwas
(amanah) standards

- » Normative Sharia Preventive and sustainable
Magqasid al-Shari‘ah .
framework regulation

The introduction of a Sharia-based deposit guarantee scheme constitutes a central
innovation of this regulatory reconstruction. The absence of depositor protection for KSPPS
members not only undermines public trust but also conflicts with the Sharia objective of
safeguarding wealth. From both legal and ethical perspectives, institutions that mobilize public
funds carry a responsibility to ensure reasonable protection against loss.

Grounded in the principles of tabarru’ and ta‘awun, the proposed guarantee model draws
on the logic of takaful rather than conventional insurance. Contributions from KSPPS institutions
would form a collective risk-sharing fund, designed to protect members’ savings without violating
prohibitions on gharar, maysir, or riba. This structure preserves Sharia compliance while fulfilling
core consumer protection objectives.

As illustrated in Table 3, the proposed regulatory model systematically translates Sharia
principles into enforceable regulatory mechanisms. Wealth protection is operationalized through
deposit guarantees and risk management requirements; mutual assistance is embodied in collective
guarantee schemes; justice and transparency are reinforced through standardized governance and
reporting obligations. Importantly, these mechanisms advance the maqasid al-shariah by
promoting institutional sustainability and preventing harm rather than merely responding to
failure.

This study extends existing scholarship by demonstrating that Sharia-based deposit
guarantees are not only doctrinally feasible but institutionally necessary for the credibility of Sharia
microfinance. Unlike prior studies that focus on theoretical compatibility, this research situates
deposit protection within a broader regulatory architecture, emphasizing integration rather than
isolated reform.

Overall, the proposed regulatory reconstruction offers a coherent model that reconciles
cooperative principles, Sharia values, and modern financial regulation. By embedding supervision
and guarantee mechanisms within a unified framework, the model enhances legal certainty,
strengthens public trust, and supports the long-term sustainability of KSPPS as integral
components of the Islamic financial system (Fendi, 2020).

CONCLUSION

This study demonstrates that the current regulatory framework governing Sharia Savings
and Financing Cooperatives (KSPPS) in Indonesia is structurally inadequate to address the
financial, governance, and Sharia compliance risks inherent in their operations. Although KSPPS
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perform core financial intermediation functions similar to other Sharia financial institutions, they
remain legally positioned as general cooperatives under an administrative supervisory regime. This
misalignment between legal classification and economic function has resulted in fragmented
supervision, weak risk mitigation, and the absence of effective protection for members’ funds,
thereby undermining legal certainty and public trust.

The findings further reveal that institutional fragmentation constitutes a fundamental
weakness in KSPPS governance. The separation between administrative supervision by cooperative
authorities and Sharia oversight by the Sharia Supervisory Board (DPS) has limited the
effectiveness of both mechanisms. Sharia supervision operates without prudential authority or
enforcement capacity, while administrative oversight remains compliance-oriented and reactive.
The absence of a deposit guarantee scheme exacerbates these vulnerabilities and contradicts both
modern consumer protection principles and the Sharia objective of wealth protection (hifz al-mal).

In response to these challenges, this study proposes a regulatory reconstruction that
integrates national positive law, modern financial governance principles, and Sharia normative
values into a unified supervisory and guarantee framework. The proposed model repositions KSPPS
as Sharia microfinance institutions subject to integrated, risk-based, and Sharia-compliant
supervision, while preserving their cooperative identity. The integration of DPS into the national
supervisory architecture and the establishment of a Sharia-based deposit guarantee scheme
grounded in principles of tabarru’ and ta‘awun represent key innovations that enhance institutional
legitimacy, preventive governance, and member protection.

The implications of this research extend beyond normative legal reform. Practically, the
proposed regulatory model offers policymakers a coherent framework for strengthening the
resilience and credibility of Sharia cooperatives within Indonesia’s financial system. By aligning
legal form, economic function, and Sharia objectives, the model contributes to sustainable
cooperative finance and supports broader goals of financial inclusion and social justice.

Future research may build upon this study by empirically examining the impact of
integrated supervision and Sharia-based deposit guarantees on KSPPS performance, risk behavior,
and member confidence. Comparative studies across jurisdictions and quantitative assessments of
regulatory effectiveness would further enrich the discourse and support evidence-based policy
development. As Sharia cooperatives continue to expand their role in the national economy,
continued interdisciplinary research will be essential to ensure that regulatory evolution remains
adaptive, preventive, and firmly grounded in both legal certainty and Sharia values.
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