CHAPTER TWO

AUDITING IN ISLAM

21 INTRODUCTION \z

This chapter reviews on the definition of Shariah audit and its @m the
Islamic banks. The first section of the chapter discuss on the view of aX¥hpme in Islam,
the application of hishah and its role in the carly days. In the next seNQ, highlights
on the needs of Shariah audit and its definition. This section a Xp.ar':s the practice

of Shariah audit with the conventional audit. Sections 2.3 to 2%&wwill 1M,Sh§_ah

review, Shariah audit and compare between the two. @ 7 prpvi J re\(u‘gw of

P 4
Shariah audit practices in other countries such as Pa ntrles%ﬁdan and

Indonesia. The information from this chapter v@se 3 e th ﬁnulation of
the research instruments used to investigatzthe c & }{m expectations gap
in Shariah audit in Malaysian Islamic B% L] Q‘-;J\

22 AUDITING IN ISLA ? S
t') St
NGl

An earlier Islamic @w !\@: (_/ O 4306 5 eally Y1 which is the

concept of enjoining th an for dﬂg&c?evxl Hisbah was institutionalised in
the early days of Is@- onomlc and commercial activities alone.
Chik (2011) vi t in the past, hzs'btb was an integral part of a just economy in a

just socie @ the objectives of hisbah is to assist human beings in worshipping
Allah QThese include facilitating to the rights of Allah, those related to the rights
of others which includes Islamic financial transactions. The role of auditing is to
monitor, control and prevent fraudulent exploitations on consumers in the marketplace.

During Prophet Muhammad’s (PBUH) time, in the Islamic history, the role of auditing
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18 also known as hisbah. The function was linked to Quranic verses that urge Muslims
to promote right and prevent wrong. For instance, the Quran notes:
“Let there arise from you a group calling to all that is good, enjoining T

what is right and forbidding what is wrong. It is these who al(\

successful” (3: 104). *

Hisbah is essentially organised around safeguarding the limits h from being
violated, protecting the honour of the people, and ensuring publi ty I also jncludes
monitoring the marketplace, craftsmanship, and manufac oncgrns a‘k@re

that the laws of Islam are upheld by these entities (Abdu 010 } 0G dmg‘& mam

llm%xb re every

g maaruf) and

ah

Ghazali, the hisbah practice must be seen as a far kz

Muslim is expected to play a positive role i gat1

suppression of evil (mungkar). A person w% app om %ter the hisbah is
1

called almuhtasib or muhtasib. The m@

a'1 d ated by the ruler to

implement hisbah on behalf of the T“ g , nstitgt n sbah moved along with
Muslims into the Western provinc Sp maﬁvvj et?d an integral part of the state.
However, with the arrival @te 'col 1alis the simultaneous eclipse of

o

Islamic political strengthi %\of Iv n%ﬁtutlons underwent a drastic decline.
in

&
The institution of 4, %o decli :m & iveness and virtually disappeared. The
effectiveness of’ Qh was directly re@’d to the strength of governance (Asri and
Fahmi, 2004

\}

The Role of Hisbah in Contemporary Economy
Khan (1992) discussed the role of hisbah that promotes the achievement of

market harmony. He argued that the muhtasib should manage the equilibrium of a
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country to attain a reasonable degree of efficiency and justice. The task should not be
left to the state to manage for an optimum level of production and a friction-free flow
of distribution. Secondly, Khan (1992) also argued that the muhtasib should r Xg
production and supply of goods and services. He needs to regulate that all tr

be done in an open market. This is to avoid fraud, and collusion to prlces
artificially. Thirdly, muhtasib must interfere in the event of the ex1st¥e.of market
rigidities that economically powerful class can manipulate the p?k el. Thus, the
muhtasib has a duty to apply corrective measures and tos ey\p?lc from
hardship. In that situation, prices may be fixed by the muh ib to resfore ein aSBd
supply relationship. Fourthly, it is the resp0n51b111ty of the htasz) &1 ect\? credit

structure of an institution. Any transactions inv vm us rzba ed to be

_,5

avoided. The muhtasib also has the power t m l the d¢ to @%ay their debts

when due if they had means to do so. In ca debto ‘.\ @o meet the claim
)

0
till a later date, the muhtasib would arr elp fregq th zﬂmﬁ(&d if they are entitled.

Fifthly, according to Khan (1992 : thbon bili lf uhtaszb includes zoning

and environmental affairs such as collgtt le\ i d for arranging water supply,
garbage removal or any otl‘@m | seglices %zuhtaszb is also responsible for
manpower utilisation. T as V@ﬁ)rﬁ)}(a healthy and able-bodied individuals

urs astly, the muhtasib is also accountable

to engage themselv e @ilh

to ensure the ef y in the public se\ T. There must be check and balance in the

public funds @ id improper conduct in the government office.

Q’I the functions of muhtasib as outlined by Khan (1992), a muhtasib

plays a major role in society to ensure every aspect of life is adherence to the Shariah.

Previously a muhtasib not only caters on the economics or financial market aspect but



the whole movement in the society. These will lead to a balance and harmonised society,

which is free from unlawful activity.

2.2.2 Hisbah Exercise as a Scope of Shariah Audit on Morality C}

Murtuza and Abdallah (2007) summarised the duties perfow@h.e muhtasib

into three categories i) those relating to (rights of) God: c vered religious

activities such as punctuality of prayers, organisations of and ‘IJ\vganonS

L
and the maintenance of mosques, ii) Those relating to th@of pegple : hfse&:ed
S

to community affairs and behaviour in the market, acQ @ns and
°?ot The

to S&rtamed to
municipal administration, such as keeping twa and streghs cle@nd lit at night

ﬁhma ge community

measures and honesty in dealings, iii) Those ti

and preventing the building of a factory

interests. The criteria of Shariah audi falls into the second

. s _
such as accuracy of welghts a d me dealings.

In this juncture, th\ ce ' tha&?fves the rights of the people in the
society as in items ii ano%oulrfb )

N
transactions are se fthe$ety. The application of these areas could
>
be further oper. jsed to develop a?ﬁ&tended scope of Shariah audit that includes
the checks 1mpact of Islamic financial transactions to the stakeholder and

membeigof tF¥ society as a whole.
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2.2.3 Application of Hisbah in the Auditing Profession

Hisbah is arguably the modem day audit of market players. In comparison to
modern day audit, the role of hisbhah is more expansive to include price contr
other regulative measures aimed to monitor market players as previously disqffs he
role of hasib is to monitor, control and prevent fraudulent exploitations ﬂ*nsumers
in the marketplace. The hisbah functions similar to an audit since it acYa.s a control
mechanism within a corporation. In IFIs, this task will be carrie y the internal
Shariah officer, internal auditor, as well as external auditor, hi®ba zluth ity shall

be placed on the management team so as to portray that $ respghsib f?r z‘iggi.ng
A

management (Asri and Fahmi, 2004). This is in line with currgnt Ye iren\lvqn of the

\emaléxz function

9

@dit. The existence

SGF (BNM, 2010) that Shariah audit shall be performed b

of an IFI and directly report to the Audit Con@f the I

The objective of hisbah is similar t(%aim of ri

0 A
1s to ensure compliance with rules and tion setu Isl&&d the local authority.

Its position is best placed by inter&!iariar re ; énér\nal auditor and external
auditor (Asri and Fahmi, 2004; m, ZQQ 111‘1@/20]0). These auditors, when

performing their duties sho@od@ as t@lre responsible for a broad scale
1 O
of users and are ultim%cc nfa ') é}ﬁ'ﬁh The auditors must have certain

Qk N
qualifications to ass% thep {ul eir%ﬁﬁes in compliance with Islamic law.

The mo ortant criteria fi € muhtasib are sincerity and impartiality,

knowledge @om, and mild temper (Kasim, 2010). These values will ensure that

they wi@ve their reputation so as to maintain their independence. In addition, Ibn

Taymiya (1997) mentioned that the desirable traits of a muhtasib were considered to be
1lm (Knowledge), Rifg’ (Kindness) and Sabr’ (patience). He added that the code of

conduct for a muhtasib is to provide a system of checks and balances.
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In addition, hisbah provides the benchmark to the Shariah audit practice on the
technical aspects to ensure that Shariah contracts are applied as expected. In the past,
trade has been seen as a major contributor to the Islamic civilisation. Allah in the
has manifested the special place of trade in Islam. Although trade is enc@d in
Islam, riba (usury) is unacceptable as Allah has mentioned in the Qurarﬂk75—276)

“trading is permitted but riba (usury) is forbidden”. This has been eviched through

this following verse: Y.

v and
ndwork:

]

G Ll Gl Tl &) g JL&MJ a0 O a0 Ll il

Silals b g 4 z'j‘j u;l:}-ﬂ‘ @ Y5 e saih b Jae bl

E ,  dd _

O ye who belzev e @wy among the priests and

anchorites, wh eh ol substance of men and hinder

(them) from th All d e those who bury gold and silver

and spend it he 41(1 nounce unto them a most grievous
penalty (9

Referring to%: anic verse, it is clear that IFIs must ensure that their transaction is

free fr@vful activities that may lead to Shariah noncompliance. The activities

mentioned in the verse such as riba’ is prohibited because it concentrates o wealth and
nurtures inequality via exploitation. Islam also forbids speculation, gambling and

hoarding. The only problem of this modern corporation is the inability to comply with
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certain values in Islam as well as the Shariah requirements. Due to that, proper checks
and balances shall ensure the IFI are Shariah compliance. This is where auditing plays
its role in ensuring the adherence to Shariah principles.

Hisbah is essentially organised around safeguarding the limits of; ﬁ:m
being violated, protecting the honour of the people, and ensuring publiﬁky. It also
includes monitoring the marketplace, craftsmanship, and manufactux.concems to

make sure that the laws of Islam are upheld by these entities (Ab V,ZOIO).
n

According to Imam Ghazali, the hisbah practice n@e @ kifayvah

for Muslims; where every Muslim is expected to play ﬁve roldint ?ro‘%t)&ion
A

of good (maaruf) and suppression of evil (mungkar). 'nstitpti n hisbq'h moved
2 Y

\a'ned 'éxqtegral part
ané’: simultaneous

of the state. However, with the arrival of %colonia ¥
oéélndement a drastic
N

eclipse of Islamic political strength, most (%Muslih\t‘u
S

L]
decline. The institution of hisbah@lec'%}, “e& veness and virtually
disappeared. The effectiveness o ah j ct§\elated to the strength of
(

governance (Asri and Fahmi, 2004 \.‘ '3 (4)0
Hisbah functions sj }o a Lud' ince {&ts as a control mechanism within

o
a corporation. In IFIs, tl%\wi be g lt('i agﬂ)y the internal Shariah officer, internal

: N .
auditor, as well agpan terngl &u ‘pr. T@hisbah authority shall be placed on the

Y'

management temkas to portray tha@ are responsible for auditing the management

along with Muslims into the Western provinces % a

(Asri and Fahmi 2004). This is in line with the current requirement of SGF (BNM,
201 O)@n’ah audit shall be performed by the internal audit function of an IFI and
directly report to the audit committee of the IFI.

Murtuza and Abdallah (2007) summarised the duties performed by muhtasib

into three categories i) those relating to (rights of) God: These covered religious
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activities such as punctuality of prayers, organisations of Jum’a and ‘I1d congregations
and the maintenance of mosques, ii) Those relating to the rights of people : These related
to community affairs and behaviour in the market, such as accuracy of wede
measures and honesty in dealings, iii) Those relating to both: These @ed to
municipal administration, such as keeping the roads and streets clean ‘andWt at night
and preventing the building of a factory or dwelling place which % € community
interests. The criteria of Shariah auditor or muhtasib in the FIW into the second
category on which the task is related to community affair eflavi Jr in ghe market

L 4
such as accuracy of weights and measures and honestvi dealings. H fveﬁ the

A
scenario of the current practice in the IFls, the scope of SMariah ghditogfor @asib has
an ;

e B

expanded to satisfy the stakeholders’ desire for h oasmp
existing practises in IFls in Malaysia the duwale Shariayudit <<r muhtasib only
Qinc]uded as the main

<,
covers the second category, the first and tegq%(xl
[} )
1DNgInce

u
duties of aShariah auditor or muht\ 1 = a@u table to Allah in the
N

hereafter.
ereafter Y' ’ 'S
ed a £ o{ htasib using concepts from

Khan (1992) discuss
u@sib should manage the equilibrium

contemporary economics, &}ue
N e
of a country to attain a %nabf deE &t tf%l?iency and justice. The task should not

(@]

€, ough in the

3

C

N
be left to the state @ pafge fdt im fg?evel of production and a friction-free flow

of distribution.A (1992) also argn@t’hat the muhtasib should regulate production
and supply, \ds and services. He needs to regulate all trade to be done in an open
markagy, Thi¥s to avoid fraud, and collusion to bid up prices artificially. Thirdly, the
muhtasib must interfere in the event of market rigidities that allow an economically

powerful class to manipulate the price level. The muhtasib has a duty to apply corrective

measures and to save the general public from hardship. In that situation, prices may be
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fixed by the muhtasib to restore a demand and supply relationship. Fourthly, it is the
responsibility of the muhtasib to inspect the credit structure of an institution. Any
transactions involving usury and riba’ need to be avoided. The muhtasib has th T
to compel the debtor to repay their debts when due if they had means to d@ case
the debtor was unable to meet the claim until a later date, the muhtaszb$ arrange
help from the zakat fund if they are entitled. Fifthly, the respon blmf muhtasib

includes zoning and environmental affairs such as collect evwﬂ raise fund for

arranging water supply, garbage removal or any other co 1 eernuhtaszb
is also responsible for manpower utilisation. He 1€espon ble ° FF the
efficiency in the public sector. There must be chec ]ano’e p\jw" ¢ funds
N

an @92) a muhtasib

AN
plays a major role in society to ensure sp e a to the Shariah. A
muhtasib not only caters for the Well the 0 y ancxal markets but the

entire society. This will lead to ﬁaw SOC,ety eq fr unlawﬁx] activity. From the
f a

to avoid improper public administration. V 0‘

Based on the functions of the muhtaSN tlined b

current perspectives, the role or u@é IFIs needs to cover all aspect

e

eragds Samad (2011) mentioned that

of the institutions not o ﬁn
Shariah auditors are ex to ﬂec ér ?onsibility and accountability not only
=
to the manageme takeh gﬂbu%_ ore importantly to God. Thus, a Shariah
V
auditor must b on qualified w1thsca°Shariah and accounting background to ensure

proper che, balances in the overall operations of the IFIs.

=
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2.2  THE NEEDS OF SHARIAH AUDIT

For many years, the study and practice of auditing were structured according to
the conventional framework. Auditing is the accumulation and evaluation of evidence
to determine and report on the degree of correspondence between the in N‘Yn.and
established criteria (Arens, 2011). A competent and independent person&%d

the auditing task.

7]

With the development of IFIs and the introduction of a ative approach to

t ol to help ensure

Shariah compliance. Shariah audit is currently performed by the IMZ,{YR that
the activities and operations of an IFI adhere to the % D}e t un!% features
of IFIs such as the prohibition of riba, gharar, may§y-, thé t st;agg'ry audit may

.Q‘\

not be sufficient to satisfy the Shariah rec& t. The uléSn and evaluation

of evidence through the current statutorqit mﬁa‘hi ;jhe degree of Shariah
N
compliance in the IFIs since it shoul%v ‘t’he S rituajgcsp?ect of the activities and

s

operations of the IFIs. ’
(
Shariah audit can be%ed wjkgjg accumulating and evaluating

evidence (Abdul Rahmax&m re ‘ed toghe oy, activities and operations [process,

N

. e . L
personnel, financial Ojﬁﬂa kpe"l"yrmance, financial position, systems,
1

banking and finance, Shariah auditing emerged as an es

O
marketing, and @he’[ s -“ h@he information gathered must adhere to

Shariah princ'A( rahim, 2009).&@};@ audit in the IFIs shall be performed by
independeng\tors competent in addressing Shariah matters. The objectives of the
Shariah@t are to provide an independent assessment and assurance to add value and

improve the degree of compliance in relation to the IFI’s business operations. It ensures

a sound and effective internal control system for Shariah compliance.



Statutory or conventional audit is performed to ascertain the validity and

reliability of the information provided by organisations. It also provides an assessment

of a system’s internal control of organisations (Arens, 2009). The goal of an s to
cXpress an opinion on the financial statement that it is being prepared %\rdance
with the approved accounting standards of a country. Due to the limi&ources and
time constraints, an audit seeks to provide a reasonable assurar%xz)e statements
are free from material misstatement. Hence, statistical sa pm often adopted in

audits. In the case of financial audits, a set of financial s nts ardsaid t@be true and

L 4
fair when they are free of material misstatementAs-&oncepI in e,ced;bx both
A
’ X
N N
., of

quantitative (numerical) and qualitative factors,
Shariah audit differs from a statutory dydit mmry a ects@e of the main

differences is that a statutory audit focusesN the finagf1al a@ct of an institution

Y A,
that the report of the financial state Q’mall %a b e@nd fair view whereas
? (]

“
ctivi op@ns of the IFIs are in line
NS

with the Shariah requiremenE. Wam‘le, alri@quirements prohibit, among
nd #cej

1 a‘.é}ﬁsury, gambling, hoarding and

Shariah audit highlights how the 0\\

fgPbids &'investing or dealing in alcohol, pork

I
l#r(é?n Islamic perspective. In Shariah audit,

N3
the auditors mus% ttesﬁvznna%g\ent has complied not only with the Shariah

aspects but \ h the wider objeeiﬂe of Shariah (Maqasid al-Shariah), which is to
protect apd.aprove the condition of human life (Mustafa and Taib, 2011). In addition,
sta af¥it requires an independent and qualified chartered accountant as an auditor

whereas in Shariah audit the person must not only be a qualified auditor but also a
qualified Shariah person (Kasim, 2010). If the auditor performing the Shariah audit is

not qualified in Shariah, it will jeopardise the competency level as a Shariah auditor.
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This 1s significant due to the salient features of the IF Is in which it operates. Ibrahim

(2011) highlights the difference between Islamic auditing and conventional auditing in

the table below: Y.

Table 1: Comparison between conventional and Shariah a‘t&

Element Conventional auditing Sharlahghl g
Three party relationship Entity, auditor, user Entity aud¥or and
brﬁgmge of users
Appropriate subject | Financial statement Rroc¥ses, contracts,
matter assertions NETSONN ,kyste S,
’ rfoTMncial
statements @ &Y
Suitable criteria IFRS

Shar ciblc&e{nd
andards

.- og@' parts
Sufficient appropriate Observatlo, S s, fatwas of
evidence physical examin®io \ erational and

vouchin %un&y nt@al figh boards,
' f difecto f gall other

and m

f Af¥nventional evidence
A more detailed report
prepared by a Shariah
auditor

N

Written assurance report

*Source: Ibrahim (201

ab ﬁ(al auditing and Islamic auditing differ

regarding the p volve di audltqg' In the conventional audit, the parties involved

According to the

in auditin e entlty, the audltors and the users of the related financial statements
%%a mic auditing, besides the entity and the auditors it involves a broader
range sers such as the depositors and stakeholders. Islamic auditing involves a

broader range of users due to the wide scope of subjects that need to be covered during
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auditing such as processes, contracts, personnel, systems, performance, and financial
statements. Usmani (2002, p.116) mentioned that:
~..for being “Islamic’ it is not sufficient to design the transactions Yv

Islamic principles. It is also necessary that the outlook of the mst

and its staff reflect the Islamic identity quite dzstznguzsheAthe

conventional institution. This requires a major change gn thgeneral
attitude of the institution and its management. Isl, mw(gatlons of
worship as well as the ethical norms must be ent 1

' Y'
atmosphere of an institution which claims to lamlc q

The above highlights the importance ofislagtic dm in I&hanah audit

will ensure that IFIs are measured by thef 1ance wi slal@ principles which

oé

involves the entire institution, its staff ntlonal audit is very

different since it only deals with th 1tyo 1a1 s ments The conventional
audit is based on Internati aancm, Refo i@tandards (IFRS) regarding
reporting whereas Islamic a%g h principles and rules, AAOIFI
standards and appropr art l IBRS. é;&/eterms of collection of evidence,

Cir

I

[

conventional audit sat t e guffics (& appropriate evidence through observation,
NS

inquiry, physic inafo of documents and minutes of directors

meetings whA’slamlc audxtmg*&&@ sufficiency of evidence are based on Shariah

\

Superv1s rd (SSB) rulings, fatwas of international and national figh boards, plus

Qventlonal evidence. Written assurance in conventional audit has a more
standardised audit report prepared by the auditor on the findings of the audit. Islamic
audits still lack written assurance since there is no detailed report prepared by a Shariah

auditor to reflect the findings.



Currently, statutory or conventional audit is governed by proper standards and
framework highlighted in the Companies Act 1965. Unlike statutory audits, the Shariah
audit is one of the functions that complement Shariah governance in IFIS.V.SGF
(BNM, 2010) highlighted that the Shariah audit should be done at the int@vel and
shall be conducted by the internal auditors of the IFls. The IFIs maf&ge Shariah
officers of the institutions in conducting the Shariah audit when ecm‘

According to Bank Negara on the enforcement of the Y‘by the end of June
2011 each IFI authorised and operating in Malaysia is reguiid ckl'my‘e status of
compliance with the framework, which was adop@suant 0s ti‘)n‘égg:)f the

A
Central Bank of Malaysia Act 2009, section 53A o Islamiv_ljj(in{i;vxa (IBA),
section 69 of the Takaful Act (TA), section 12% Bﬂ(in F 1@3:1 Institutions

Act (BAFIA) and Section 126 of the De% nt Fina ns@ons Act (DFIA).

A,

This shows that all IFIs need to consid r%erimm gmenting Shariah audit.
]
‘5%

The Shariah audit is important to

meng the h%&&&ompliance mechanisms
: S . N i g
already in place and practised ntw in 11e I A@Rahim, 2008). This is due to
akeal

the increasing demands of st der% qdliéassurance of Shariah compliance

and accountability. &\ Q §
i
IFls are supp@ 0 erz‘at% ! 4 S@r ah environment. Failure to adhere with

N
the Shariah prin% n syb IFY' itigation and Shariah noncompliance. Such
situations m ect the weakness@o’f the IFI from operating in the global market.

IFI’s are@ary entrusted to act in the best interest of the depositors. The IFI shall
opeggte th@business in accordance with Shariah rules and regulations and apply these
rules through the Shariah Committee report. These requirements subject them to
Shariah auditing. The Shariah Committee uses the outcome from the Shariah audit

findings as a basis of opinion when deciding whether IFIs comply with Shariah. This
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will enhance the public confidence in the Shariah committee report issued by the IFIs
since the decision made by the Shariah Committee is supported and verified by the work
of the auditors of the IFI. Yv

Also, Shariah auditing is expected to give an objective opinion o@ancial
statement and compliance with Shariah requirements. Performing Slﬁ% audit will
help IFls maintain credibility and reputation that makes them uniq%ax:che. Without
these two critical issues, IFIs will uncompromisingly lose thgir Wtion in the eyes of
their consumers (Atikah, 2009). Reputational dama ul ew cause a
withdrawal of funds, which would result in a ]i(%crisis. It c l‘j ;@vmake

A
arNes,

tridacripf a d¥wnturn in

NGRS

profitability. Thus, to keep a good reputation, 4glam b81ks ed t ure that their
3

financial products are Shariah-compliant Nactively tain@ir fiduciary roles

(Izhar, 2010). %
o S
N ¥ N
2.3 SHARIAH AUDIT q , l 0
Shariah audit has been MtrgHuced g8 ot‘tl(g,Shariah compliance functions in

the SGF for Islamic Fin }ns 't!ltio issugdiby BNM on November 2010'. The

N
£\ S5O ,
other three are Shari 6\1 Sha lsk(‘management and Shariah research. The
regular Shariah a%%equ}r
s

the internal a@
with Sharia%.\

customers stop requesting finance from Islami

-9
7y

t p ed in IFIs at least on an annual basis for

Yv

o verify the IFIC@(ey functions and business operations comply

N

C

ding to Bank Negara, by the end of June 2011 each IFI authorised and

operating in Malaysia is required to confirm the status of compliance with the

' The Guideline superseding the ‘Guidelines on the Governance of Shariah Committee for the Islamic
Financial Institutions’.
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framework, which was adopted pursuant to section 59 of the Central Bank of Malaysia
Act 2009, section 53A of the Islamic Banking Act (IBA), section 69 of the Takaful Act
(TA), section 126 of the Banking & Financial Institutions Act (BAFIA) and segtion 126
of the Development Finance Institutions Act (DFIA). §
The SGF (BNM, 2010) sets out the Shariah govemanceﬂ&ss for the
Malaysian Islamic finance industry. It supersedes the guidelines on%ovemance of
Shariah committees of IFIs introduced by Bank Negara in 2OOY#Which outlined the

role, duties and responsibilities of the Shariah Commi n ithryrs and the

relationship and working arrangement between the riah’ corimit at'@)&/idual
&) g the phi ',;} !
e ptionajtevel.
N

\han%&.e role of the

10 <<Shariah matters,

A,

résponsibility to execute
S

Shariah compliance and research ﬁ@ aimgd at aA ment of a Shariah-based
operating environment. The SGW 1010 eénvely the next component of
nJ'

Malaysia’s Islamic Finance Mast PlaK NM s ongoing review of policy

relating to the Shariah g@ce S m Malaysna BNM is confident that

at
the effective implem%\n tﬂ?ygzéjmh Governance Framework will further

promote stakehg % onfjd Fnd integrity of the Islamic financial industry

institutions and the BNM’s Shariah Advisory Counci

The primary objective of the SGF (B% 10)4

board, the Shariah Committee and the l@\ent in

including enhancing the relevant key s that ?—:

thereby redu hariah noncomp@e risks and, over the medium term, contribute

to mamtam1 ancial stability.
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The relationship of the Shariah governance organs, namely the Board of

Directors, Shariah Committee and the management with other functions can be

As

observed in Figure 3.12:

as owerarching principle in Islamic finance . : s
BOARD RISK BOARD BOA
MANAGEMENT heead oversigt an TEE
COMMITTEE —p FLrRn greerpeo -

ruandare X Swas
congioe SHARIAH COMMITTEE V

Pra— Dmvz«qnwwm&«mﬁxywn
s ‘P s, T S cekited s

MANAGEMENT

= Ersury evecatons of tus oy & goeegies
et Wkt S eagiey

o PYOede TRoR sy SUIRIOe B Ste Seeragh bl
Cormmines
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NN @)

The model high@he ' i)f the*:éﬁariah audit function as a governance

)

mechanism ensuri ouai intgrnal ¢ nﬁ(zg)’n the IFIs. Shariah audit function acts as
Yy

a control mechaffggh ) the TFEy: His attempts to extend the role of the Shariah
5 N
audit functiK e existing model\ft?d its implementation in the IFIs. It is crucial to

get feS m the Shariah audit experts on what would be the best practices in the

* Shariah Governance Framework for Islamic Financial Institutions (BNM/RH/GL-012_3). Available
online:

hitp://www.bnm.gov.my/guidelines/05 shariah/02 Shariah Governance_Framework 20101026.pdf.
Retrieved on 9th December 2014.
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Shariah audit function and analyse their expectations with the regulators, practitioners
and the stakeholders views on the implementation of Shariah audit function especially
after the issuance of the SGF Framework Model (BNM, 2010) effective 1 Janu 011.

According to the figure above, the Shariah audit function shall be $ by
internal auditors who have acquired adequate Shariah-related knowle@&d training.
Also, the internal auditors may engage the expertise of the IFI’s SMriah officers in
performing the audit, as long as the objectivity of the audit is nvpromised.

The Shariah audit function in the IFIs reports dithct¥ to, the Bpard Audit

Committee. The Board Audit Committee, upon sultatiof wi 'th'e(;SHariah
A
Aéharigh audlt fu?ﬁon. The
N

rﬁa\]'he %&d line from

Shariah audit function to the Shariah CON hows t e @ah Commnittee is

expected to perform an oversight role Gﬁ-ariaﬁg& @ to the institution’s

business operations and activities. S achi;s%j}oﬁg&& Shariah review and the
r

Shariah audit functions. Re lwria!jl S.gﬁ, and the Shariah audit
he aa 1&60 identify issues that require its

observations should enable t riab{

attention and where app@ toi@ corgygtive measures. The scope of Shariah
. \ ] ! (J
audit in Shariah Gov%c Flamewotid (d?l (BNM 2010) covers all aspects of the

IFI’s business o% s angt dct ‘pes, @udmg:

X
1) Audit&ancial statement@he IFT;

2) Co ce audit on organisational structure, people, process and information
chmplogy application systems; and

@ew of adequacy of the Shariah governance process.

The scope of Shariah audit in terms of an audit of financial statements of the

Committee, will determine the deliverables of t

deliverables are consistent with accepted augjting¥sta

S5

IFIs, need to be emphasised. According to SGF (BNM 2010), on the scope of Shariah
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auditing financial statements of the IFIs that ‘in the event where the audit is undertaken
by external auditors, IF1 has to be satisfied that the scope of audit by the external auditor
with regard to Shariah audit is comprehensive’. Given the clause in the S%NM
2010), the scope still needs to be highlighted further since the shareh@cnd the
depositors of the IFIs need to clarify and seek knowledge on the Sharfaksues related
to the financial statements. Shariah matters relating to the ﬁna% atements of the
IFIs include income purifications, Profit Equalisation Reserve w zakat calculation,
and profit distributions. l
. . - . ‘
The process of Shariah audit is designed to efagle the I§1 to Rsess w&ther a
1S

sound and effective internal control system for arialp do liar%Thas been

e Nogl
HQ\Y'

implemented, which should cover, but is not ligite o, wi

1) Understanding the business activiwae IF1 to f(@cgtter scoping of an

audit exercise, i.e. auditability %eva 1 tés,
) )
m

2) Developing a comprehensiK al t pjogra %or plan. The programme

: . Ny :
includes objectives, sccmersainne a s@ent, sampling, control and
'adx

duration as well as establj rﬁé 't:;édesses, policies and procedures of
IFI’s operationsQ l
e \ ] ! (—%J
3) Obtaining an%i inl refelgnde to delevant sources, including the SAC’s
q: 3
publishe, S, tlgéj jah T 1mittee’s decisions, fatwas, guidelines, the

Shari it results and the@émal Shariah checklist;

4) @ng Shariah audit on a periodical basis; communicating results of any

asgpssment or findings arising from the Shariah audit to the Board Audit

—

-

Committee and the Shariah Committee;
5) Providing recommendations on rectification measures taken as well as

following-up on the implementation by the IFI.
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According to the SGF (2010) issued by Bank Negara paragraph 7.7, Shariah
audit refers to the periodical assessment conducted to provide an in ent
asscssment and objective assurance designed to add value and improve @gree of
compliance in relation to the IFI's business operations, with the ma jective of
ensuring a sound and effective internal control system for %Zh compliance.
According to Abdul Rahman (2008), Shariah auditing of Isl mYmmcial services can
be defined as the accumulation and evaluation of evide e Jne apd report on

> L
the degree of correspondence between information andestablishdd cri r'? fqolsﬁariah
, -
compliance purposes. He argues that Shariah audit s be per. d b\}x)@'qualiﬁed
Y(:th objective
(financial information e.g. profit distribwand subj (2 @mation (Shariah
<,
information) to ensure Shariah compl'a%f Is@h&xk Qbrahim (2009) defines
[} )
obtaim

: . : “. : ;
Shariah audit as a systematic proc S ﬁcﬁ&nd appropriate evidence

N .
t magter % ss, personnel, financial and

and competent Shariah auditor. Shariah audigors rfcqn its

1
yd@@ marketing, etc.) corresponds to

9GS

¢ broadly accepted by the Islamic

to form an opinion as to whe erwubje

non-financial performance, finangfhl

the criteria (the Sharia&}a H\lb
| N e 3

community and to re%to stikeholfeds (dl:} him, 2009). In addition, Sultan (2007)

N
proposed a deﬁ% f Sl dit & a review of financial statements and other

Y'

operational Auents of the IFT t \{e subjected to the risk of compliance including

\

but not L to products, the technology supporting the operations, operational

—C—

/5.

le

g

proggsses,Jhe people involved in the main areas of risk, documentations and contracts,
policies and procedures and other activities that require adherence to Shariah principles.
Shariah audit in the IFls shall be performed by independent auditors who are

also competent in addressing Shariah matters. This means that Shariah audit should
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cover the overall operations of the IFIs to be in compliance with Shariah without any
bias or interference from other parties that may jeopardise the authenticity of the Shariah
opinion drawn during the auditing processes.

The term Shariah audit (= ,aGEE) is a relatively new term in @ (Chik,
2011). Islamic religious auditing or Shariah audit provides an institutioﬂ%alicit advice
and to monitor performance so that the IFI operates as a strictl@: concern. The
Islamic concepts highlighted the differences between Islami Western business
practices. For example, Shariah prohibits, among other shaiads. the Jlrne and receipt
of riba’ or usury (Quran 2: 275-276), gambling (%90) ard g'(Q@)QY;9 34)
and speculation (Qureshi, 1976). Islam also forbids ar} nves opfealinyg in alcohol,
pork and other activities which are consideredyunldWfu fro\an Is@?c. perspective.

&

The need for Shariah audit stems from th ament thafyfie | ould comply with

the Shariah. If religious auditors fin %le@ @amlc principles in the
operation of the organisation, then ould ed xge organisation’s financial
statement as in the case of a ew autiltor hell‘ opinion on the true and

.‘

fair view of the organisatlon’s fi ncmLQ n. (J

In February 70(&non- %

gam@ton was established to maintain and
promote Shariah sta s tr “IF

ﬂ)a(tiapants and the overall industry. The
Accounting and ing Ofadni 'onYﬂg}slamlc Financial Institutions (AAOIFI) was
created to Athat pamc1pants \{he IFIs conform to the regulations set out in

\

Islamic . The founding and associate members, as well as the regulatory and

p@ authorities of the AAOIFI, define the acceptable standards for various

functions. This includes areas such as accounting, governance, ethics, transactions and

Investment.
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AAOIFI does not clearly define Shariah audit. However, AAOIFI’s Governance
Standards for Islamic Financial Institutions (GSIFI) No.2 defines Shariah review as an
examination of the extent of an IFls compliance, in all activities, with the Shaw his
review includes contracts, agreements, policies, products, transactions, @andum
and article association, financial statements, reports (especially infe* audit and
central bank inspection), circulars, etc. Y.

On the other hand, according to AAOIFI Audi in%ard for Islamic
Financial Institutions No.1 (ASIFI 1), the main objecti a au@ enable the

. . . . . ‘ .
auditor to express an opinion that the financial statenfagt are prgpare 1'1 algz;tenal
e

respects, in accordance with the fatwas, rulings and Mwdeli

lings fss db{}‘{ﬂe Shariah

s\the IFI, national

d ations applied in

Supervisory Board of the IFls, the accountiag stdhda

accounting standards and practices, and rwaegislatio

A,
the country in which the IFIs operate, %ﬂng%\xﬁ an in the AAOIFI, the
) ]
standard refers to an audit as an @on op ic;‘n *he ‘financial statement’

N
whereas the scope should be p&e’ to c'Ner l o@l activities and operations of
y aa

the IFIs to check whether the n as{ ec(fj/the Shariah rulings of a country.
The subject matter of thdgwiah it sippuld béawider than a financial statement audit.

N .

|
In line with the broaocaope f the l'rifxii?cluding which includes akhlag (ethics),

3
it should not o@;w ncia'ﬁtatements but the IFIs internal processes,

¥

personnel, ﬁAl and non-ﬁnanciai]berformance, financial position, information and
informa@nology (IT) systems, marketing of the IFI’s product and other relevant
1ss pelining to Shariah. According to Sultan (2007), AAOIFI standards on
governance (GSIFI) and auditing (ASIFI) must be read together in determining what
constitutes a Shariah audit. This is because the objective of Shariah review is to ensure

that the activities carried out by an IFI do not contravene the Shariah.
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This means that not only should the financial statements be audited but the entire

institution including objectives, processes, marketing, personnel, financial and non-

and

financial performance should be subject to audit from Shariah perspectives. him
(2009) argues that the necessity to comply with two sets of criteria (A

national) might lead to conflict because when national jurisdiction r!* banks to
follow IFRS, it does not allow mutual existence and tolerance of ot& standards. At
present, among countries that adopt AAOIFI standards as their regulatory

framework for IFIs are GCC countries, Sudan and Jorda '

It 1s argued by Najeeb and Ibrahim (2014&%% ion\gﬁgﬂs to
A

understand the Shariah aspects of the Islamic financial Ngtem ner togf it apRreciate the
Y

1\’15 i@to achieve.

Accountancy bodies have always sought\%ray acc mg@(‘an independent,
objective and neutral constructor of the ‘a)of c@s %f mltchell and Sikka,

2002). This portrayal does not hol und the Isla system which does not
N
bifurcate between religion and bus and phar hltaS&recedence above all (Karim,
1990). : ) \.'
(J
Shariah audit is @ @d by £l¢’ IFIs in Malaysia to ensure that the
\ &)

activities and operatlo n I§1 4d (] Eﬁalah This is in line with the SGF (BNM,
2010) requnrem t thg on of Shariah audit in the IFIs. The

accumulano va]uatnon of evi e through the current statutory audit may not

social objectives (that go beyond economic m% )

achleve ree of Shariah compliance in the IFIs since it should also cover the
splr®ct of the activities and operations of the IFIs. The differences between the

conventional statutory audit and Shariah audit are illustrated in Table 2:
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Table 2: Differences between Statutory Audit and Shariah Audit

STATUTORY AUDIT

SHARIAH AUDIT

DEFINITION

Statutory audit provides
assurance on the reality and
faimess  of IFD’s
financial information;
advice on controls and
processing system
and
confirmation of accounting
treatments on

an

weaknesses

complex
transactions.

Shariah audit refers to the periodical
assessment conducted from time to time,
to provide an independe ssment
and objective assurancegesigned to add
value and improv degree of
compliance in r% to the IFI’s
business operations, With the main
objective of eciNgrifig a sound and
effective intggnalYcontrol system for

SCOPE

Financial Statements and
related control pertaining
to the financial operations.

RESPONSIBILITY

External Auditor

Shariah ¢ We.
i inafcial itatements of the IFI;

organisational
process and

\?'fpplication

O

the Shariah

FRAMEWORK

Conventional Audit

DUTIES OF THE
AUDITOR

Outline in

Shariah

REPORTING
STRUCTURE

AUDIT REPORT

and Shariah

ﬂf’ii' " Sommittee

om
integha¥ parties)

Sl}@h Committee report

Source: Hanefah, Shafii, Sal

)
(external ie
Standar it repprt )
V4

population of Islamic banks in Malaysia has implemented the Shariah audit function in

its organisation. Thus, it is believed that the issuance of the SGF by BNM has had a
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significant impact on the establishment of the Shariah audit function within the IFIs.
However, the practice of Shariah audit is still varied according to the IFls. According
to Samad (2011), most Islamic banks use the conventional framework of diting
because of the non-availability of Shariah auditing framework even thou%\ them
believe that the Shariah auditing framework differs from the conventi«&ramework.
Sulaiman (2011) supports this argument by stressing that Shariah au(meparate from

and in addition to the financial and operational auditing proce dertaken by IFIs
as part of their adherence to the standard requirements of @di t‘ons. ue to that,
it is crucial to have a separate Shariah auditing procesgn th& IFIf. HK(;n;g)@d that
Deloitte explains in its Islamic Accounting Guideﬁat:‘;‘;ﬂ:&%}r Islamic

financial institutions have to be developed b causZin éﬁ)xses@;ic financial
n

institutions encounter problems because t\s ng sta

on conventional institutions, product sh%es OMS n&nay be perceived to
S

]

be insufficient” (pp 56). Thus, it is @ry the h‘ﬁi@udit function to have its
Shariah audit framework since it?diff entigge beét@‘l conventional and Shariah
; (

transactions especially for banEs tat 01‘4{ Wipkgw in Islamic banking operations.

Having a proper Sharia@an@xill @ote harmonisation among the IFIs.
O

Moreover, Su% 2q1 7 hy Ightg‘ﬂlat conventional auditing procedures do

&

ri “com@ance risk to which all IFIs are exposed. The
Y'

role of a Shaj&u itor is differen@‘hat of a conventional auditor because its remit

is derive@he basic values of the Islamic society. The auditor is accountable not

onl@ manner in which the bank undertakes its activities but also for the

W, ‘ﬁdeveloped based
O

—C

not account for t ific fh

effectiveness of which these activities contribute to the principles of Shariah, to

propagate the virtues of Islam in all areas of the bank.
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Another key issue that been highlighted in the research conducted by PWC
(2011) is a lack of communication between the Shariah Committee and management.
70% of respondents claimed that Shariah scholars had no involvement in t ariah
audit process, while 50% said that a dispute resolution process was not ir%lx n their
bank’s existing Shariah governance framework. This implies that tlf& no avenue

cxisted to resolve any potential conflict between the managemen% d the Shariah

committee. According to Sulaiman (2011), this is consideredvf the most serious

I ere onsible for

signing the Shariah Committee report; therefore, their dack of invélve r)t n ‘@' actual
b

auditing process is a real concern. He added that to
critical for Shariah scholars to be involved in %K a}ﬁa hic Y;o ensure that
all the assertions are met. He opines that t %uld be @-nent between the

issues currently facing Shariah auditing. Shariah scholars i

le tgs n est ent, 1t is

work that has been performed in the S audlt ?e @)n which the Shariah
scholars provide since the findin om S ﬁlah u‘c'th?t‘J communicated through
Shariah Committee report. Pro rtlrF l ba@dressed in the Shariah audit
since according to the SGF ( 20 O)& ndi of the Shariah audit are reported

to the Audit Committee \FI nc ere Aﬁ specific report produced in Shariah

audit to the stakeho nl s{‘ané’l audit report, in the event of Shariah
noncompliance, %hkeh’l ergfyvill l%ily be informed of the degree of Shariah

compliance even though SGF@NM 2010) has addressed the implementation of

Shanah au ction in the [FIs, there remains a lack of standardised practices among

&
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2.4 SHARIAH REVIEW

Shariah review is a term that creates confusion in its practice. This is because
AAOIFI Governance Standards for Islamic Financial Institutions (GSIFI) No.2
(AAOIFI, 2008) defines Shariah review as an examination of the exte& IFIs
compliance, in all activities, with the Shariah. This examination inﬂkcs contracts,
agreements, policies, products, transactions, memorandum and m association,

financial statements, reports (especially internal audit and ¢ ank inspection),

ce of Shariah review
GFYBNM,

A
d &@ah audit

I
2y

circulars, etc. Referring to the AAOIFI standard above, the

reflects the Shariah audit function as per SGF (BNM, 20
2010) manages to address the difference between riah re;i

function. \ g
As introduced in the SGF (BNN\%,VShar vieb‘ﬁmction refers to

regular assessment of Shariah compliane%the a'l?i\%m:gga ,@'@rations of the IFI by
\
? (|

qualified Shariah officers. The functiqge®olves the amk@ﬁ?on and evaluation of the

IFI’s level of compliance to the SY&, re ;jr ctlf;@on measures to resolve non-
BN

compliances and control mec%n to Q m'r;&ces.

The scope coverw'@’s \Lrall usin perations, including the end-to-end
product development%\s, Ihth 1;&! frémp
The review proc &Hco*e : b;“i nq@}nited to, the following:

1) Plamﬂﬁe eview programl@Which includes the objectives, scope, reporting,
N

roduct structuring to product offering.

rec Non and follow-up actions followed by the execution of the programme;

@l entation of the processes involved in the review;

3) Communicating the outcome of the review and highlighting any non-

compliances to the Shariah Committee and the management; and



4) Rectifying any instances of noncompliance with the Shariah to prevent such
events from recurring.
However, AAOIFI GSIFI No.2 defines Shariah review as the main purp(v the
requirement of Shariah review for IFI is to make certain that all the act@canied
out by the IFls are truly in compliance with the Shariah rules and regulaﬁ&s reflected
in the fatwas, rulings and guidelines issued by the SSB. AAO%Xtecommended
several procedures to be followed by the Shariah reviewers in rming the Shariah

review on IFIs. The procedures are illustrated in Fj gure

The process involvedgin 1ah r,t/j aje @ning the review procedures,
dr

executing review procedueﬁp a Fn{ ‘;@(v of working paper as well as
procedures for documepfti \bnd ﬁ#aration of the Shariah review report.

In planning and desj the i@, the Shariah reviewer is required to draw
N

up a detailed pl eby‘ tionMch as the operations of the IFI including its
products, siz€¥edbtions, branches aﬂ&?ubSIdlarleS should be stated in the plan to ensure
that the ¥ review can be conducted and completed systematically and in a timely
ma . I§"addition to the above, the list of all fatwas, rulings and guidelines to be
obtained should also be disclosed in the plan. Therefore, it is crucial for the Shariah
reviewer to be familiar with the structure, operations, transactions and other related

activities of the IFI and its group of subsidiaries to enable the Shariah reviewer to
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provide accurate Shariah opinions on the overall functioning of the IFI. The planning
procedure will also assist the Shariah reviewer to ascertain whether the transactions and

products of the IFIs, which should be approved by the SSB, are carried out ing
to the relevant requirements. %\

The next stage of the Shariah review involves execution.(&w planned
procedures as mentioned above. In this stage, the Shariah revie@i be required
to obtain the understanding of the IFI’s management on their Wness, commitment

and control compliance procedures for adherence to lit{?er that, the
L4

Shariah review can be considered to some extent # to thg wo ‘)f a') uditor
n e

whereby the Shariah reviewer shall go through, a 1s, the copfractsNagreements

NG

and transactions entered into by the IFI to seguw hen‘he re i pliance with

Shariah rules and principles. Apart from l@ng the abg¥t, th@%ariah review also

\:-‘I as circulars, minutes

covers the review of other informatio ort
) A
of the meeting, operating and ﬁnar'& portsyagligles ak&;gocedures. All the review
. N .
procedures undertaken by theﬁhmew er gfe Ire@d to be documented in proper
leta

working papers. Upon ctm< n of\i a?.i{ﬁ}/review, any findings would be

discussed with the mal@nt %

for fa@her action, if necessary.
: @)
The final pro%e infthe

the documentatinsop¥the fobd]gio

N :
review rep Ae shareholders th&’\vill be read at the IFI’s annual general meeting

an(g%n the annual report.

|
afa r(e?iew as suggested by AAOIFI would be

N
n ~%the review and preparation of the Shariah
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2.5 COMPARISON OF SHARIAH REVIEW AND SHARIAH AUDIT

This section explains the difference between Shariah review and Shariah audit
since the implementation creates confusion among practitioners in the IFIs. Thls is
because as discussed in the previous section, AAOIFI standards (2008) di q ention
on the exact definition of Shariah audit but the implementation is equidien™o Shariah
review as per GSIFI No. 2 of the AAOIFI. By highlighting the dlffeWbetween both
functions, it will provide a clearer picture of its impleme Nn the IFIs. The
difference between Shariah review and Shariah audit as GF'(BNM, 2010) is

illustrated in Table 3 as follows:

s , [ ] T
Table 3: Difference between Shariah R%ndfs ;

Pexigdié asxgssment to provide
1nde dento assessment and

Regular assessment of
compliance in actlvm

| beﬁﬁitlon

- operations of IFI b hﬁe n?tl : ‘%urance to add value and

~Shariah  officers compliance in ensuring
knowledge in sul o'fm d effectlve internal control

Figh and F 1qh at) for Shariah compliance

Roles an"(“iw-MExammea F * ormed by internal auditors —
responsibility compllanc rlah, m 1.31 1ned and have adequate
i rectlﬁca n \ solv(_; owledge of Shariah. The internal |
nonco lla e an co - auditors may engage expertise of
- mec s to av rre c % Shariah officers in performing the |
| I ’ audit |
Scope the ls v)ral Siness | Audit of financial statement of IF1 »
tionf ' d-to-end | Compliance audit on organisational |

\ product develop process — : structure, people and information

\ rom pre- produchpproval (1.e. | technology application system ;
product restructuring  before | Review of adequacy of Shariah
0 introduce to market) to post- | governance process |

product approval process (i.e.,

product offering process)
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Process

*Source: Hanefah et al. (2011)
In terms of definition, accordin tm (

assessment whereby Shariqx.is r ng ."IIS
compliance activities om& C'ym\n

(BNM, 2010) with %M reyiew ’Q
provide independ@ss d
'
F

the Shariah

(2008) @
thﬁ a

practi

Planning the review ‘prbwgra\lkh

objectives, scope, reporting
rectification  and  follow-up |
actons

Documentation of processes

involved in review
Communicate the outcome of
review and highlight any
noncompliance to senior
management & SC

Rectify any noncompliance in
Shariah & prevent recurrence
Communicate results of review
to the SC

- Objective, scope,
- assignment, samSuilé) control &

' Shari diw & internal
; ) h ® Y-

Understand business activities (i.e

auditability and relevance of
activities)
Develop comprehensive

audit program or plan

internal

ersonnel

duration

 Establish prOpWit processes
- Obtain a ke reference to

relevant ces — SAC rulings,
SC 1s1Qn, [atwas, guidelines,

¢ ultt} of any
nd?m to SC and
v
endations &

fication measures

Cké

4

FI standard (2008), Shariah audit is to
@(de assurance and to add value in improving
m ce of Fls. The ocgﬁtive of Shariah review in the AAOIFI standard
riah audit in the SGF (BNM, 2010) seems to be the same. The usage of
riah audit and Shariah review leads to confusion among the countries

Shariah review and Shariah audit (Sultan, 2007). However, with the issuance

of SGF (BNM, 2010) the definition of Shariah audit and Shariah review gives a clear

idea of each of their respective functions.



Regarding responsibilities of Shariah review and Shariah audit, SGF (BNM,
2010) clearly spells out that the Shariah officers perform the Shariah review in the
Shariah department, and the internal auditors perform the Shariah audit. Th g o
Shariah review covers the overall business operations including end-%\ roduct
development process. While Shariah audit scope covers the audit of ﬁ*l statements

of the IFIs, compliance audit and review of the adequacy of Shariah ggemance process.

2.6 A REVIEW OF SHARIAH AUDIT PRACTICE drugr
COUNTRIES G\J

%
P
2.6.1 Shariah Audit Practices in Malaysia 2 Y'

The Islamic financial system in Mal@s fi :&i ducgg{ 1963. It started

from a modest beginning with the establj shm f e I\T sl ngrlms Fund Board

(Tabung Haji) to the setting up oft ’stﬁrst s quC@k Bank Islam Malaysia

Berhad (BIMB), which commenc uly ég BNM adopted a step-by-

=

step approach to introducir% ic ba in Tﬁe@’st step to spread the virtues of

Islamic banking was to mm@m %\‘hg on a nationwide basis, with as

ble Qeach all Malaysians. After a careful

é‘

many players as po

consideration of ac:)?l 3&%4:d to allow the existing banking institutions
es {xs
\

to offer Isl amy mg se eir existing infrastructure and branches. The
option w n as the most effective and efficient mode of increasing the number of
mstx ffering Islamic banking services at the lowest cost and within the shortest

tlme e. Presently, Malaysia has 17 full-fledged IFIs operating parallel to the

conventional financial system.
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In Malaysia, the Shariah audit function is implemented in the IFIs through the
newly introduced Shariah Governance Framework issued by BNM in November 2010.
The issuance of SGF (BNM, 2010) has enlightened the practice of Shariah awditip the
IF1. The function of Shariah audit should be performed by internal audi@sjgo‘;ave
acquired adequate Shariah-related knowledge and training. In addiﬂ*he internal
auditors may engage the expertise of the IFI’s Shariah officers in perwr.ning the audit,

as long as the objectivity of the audit is not compromised. Sha?undit in the IFI shall

be conducted at least on an annual basis to verify th ’s\ygnctions and
& . . . ]
business operations comply with Shariah. \Y'
| S
Previously, the practice of Shariah audit in [™e in M.ala siglis orRer voluntary
N

basis. It was limited to Shariah compliancegof t pg‘ onl}ﬁs is because

according to Rahman (2011) the Shanal\%mee 0 IFIérmally expressed
their opinions on the Shariah complian%the @65% ésrwces offered (ex-ante

compliance). He also argued that a rehe 've a Ald,&inded audit of the Shariah

legal contracts, documentations merat'uns ?n adequately conducted. The

ex-post compliance stage 1s abs P%ver since Bank Negara Malaysia

has launched its new S BNM; J01 d of June 2011 each IFI authorised

and operated in Ma 1s eq@to (ﬁirm the status of compliance with the
sua

framework, wh adoyt 0 section 59 of the Central Bank of Malaysia
Act 2009, s 53A of the Islami ankmg Act (IBA), section 69 of the Takaful Act

(TA), 3@6 of the Banking & Financial Institutions Act (BAFIA) and Section 126

Qe]opment Finance Institutions Act (DFIA). This shows that all IFls in

Malaysia need to be serious in implementing Shariah audits.
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2.6.1.1 Internal Shariah Audit

The practice in Islamic banks in Malaysia is to attach Shariah audit function to
the internal audit department. Shariah audit function is one of the intv).audit
functions to perform checks and balances in the IFIs. It is led by th@ah audit
manager who assists the Chief Internal Auditors (CIA) in the establis% of the scope
of Shariah audit work, and organises and manages the audit to {h,&e.the audit plans
and activities. The Shariah audit function in IFIs also rev1e\v risk assessment of
Shariah compliance audit and ensures the audit prog % %rea of audit
work. The Shariah audit manager of an IFI is also nsible for p V)dl 1dance
and consultation on Shariah compliance to mtemz%jtors h eparﬂ'ﬂent At the

end of the auditing process, the Shariah audig ma gen\o FI Y:iraft the audit

report on Shariah audit findings and sul\ao the ch nte audltor He/she is

also responsible for updates on Shar atter ;} Qe BNM guidelines and
=¥ &
regulatory requirements. \ ¥
Among the importan ar?ﬁt negd to l 1s the internal control system

of an IF] to ensure it is Sharla om m‘ al control for Shariah compliance

should be designed @ 4?t rov(@easonable assurance that an IFI’s
]

objectives are bein icved/in th&¥fallo or?g categories: effectiveness and efficiency

ebilitf mal‘ﬁ)ortmg, and compliance with applicable laws,

nting and audltm.ﬁ:}{andards.To develop an understanding of internal

of operations,

regulatlonsA.l

contro@\arlah compliance, the auditor should consider information from previous

0 assessment of inherent risk, judgements about materiality, and the

complexity of the IFI’s operations and systems. Once the auditor develops their
understanding of an IFI’s internal controls, they will be able to assess the level of their

control risk (the risk a material weakness will not be prevented or detected by internal
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controls). Further discussions on internal control for Shariah compliance will be
thoroughly discussed in the following section.

At present, the industry focuses on the current conventional inte ontrol
system. With the emergence of IFIs, there should be guidelines in measur@} nternal
control system for Shariah compliance. The definition of internal c& for Shariah
compliance should also be clearly defined. IFIs should include &;h elements in

designing their internal control system. This is because the na@xe institutions that

requires the Islamic elements to be inculcated in the or atns /Jn intgrnal control

o,

S afddg'ssed in

for Shariah Compliance is needed to satisfy the scopgof Sharialf aud
the SGF (BNM, 2010) on the financial statements%ﬂs.. bojn rv&l

o

g

control is

(¢}

paramount in the audit of financial statementg as if§one roundsyor the reliance

of users on the financial reporting in IFIS\hTs, fort attofﬁrill assess whether

they can rely on the internal control of w Is. \>1 \&\
0 9
The Shariah auditors, duri e ph%ingpﬂaiﬁilill need to consider the

internal control mechanism for?'vah ct:y cg@bcide the level of reliance on
I

the internal work already prepagfd in thé - F &]Jy, the auditor will need to verify

the existence of systen@tr 'n theflFls. Qording to Al-Masyal (2011), internal

| el 7 2 ST
control for Shariah nge con fof(ifa following elements as depicted in Figure
N
v S
>
QO

&
§‘O
N



Internal Control

for Shariah :
Compliance : %\

N

Figure 3: Elements of Internal Control for Sh Corllphance
*Source from conference proceedings of the Sharia it Igte al Workshop
(2011)
Based on the diagram above, the first el of t{ ontml};om Shariah

compliance that need to be audited concerfw.m re°§f)u Peﬁnel involved in

&

the Islamic banking operations and actxvm&ust % no_@ge required to carry

out their duties. This includes kn o of0 opg?tlons from research and

development of Shariah- compllN duNah&xmﬁtee members, Shariah

secretariat and personnel ar&n.g thJ re tdd@. he Islamic banking products.
Personnel indirectly inv ed 1 @ SIgn offering are also required to have
Shariah knowledge r@ th‘ F(égample IF1 employees in the accounts
department mus slatzc un@ knowledge and ways to record Islamic

financing tra S. Sl yees in the IT department must have basic
knowled A products so tha\c;h)ey may help system users to develop a Shariah-
compl ystem for IFIs. The qualified human resource is one of the most important
Qns to ensure internal control for Shariah compliance. It serves as the first line
of defence for Shariah noncompliance risk management in IFIs.
Secondly, based on Figure 3 there must an adequate Shariah policies and

procedures for internal control on Shariah compliance. Adequate Shariah policies and
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procedures mean that Shariah policies and procedures must: i) cover all products offered
by the IFls and processes involved, ii) cover all steps of the product offering, for

example, from the acquisition of the asset to the sale and finally the payment 1i1)
cover required elements of control of the processes involved. This m%&ilear
responsibility of personnel, correct sequence of transactions, separatiﬂkconﬂicting
functions (personnel dealing with the purchase of sale of asseR; Murabahah
transactions should be the same person) and systematic controlw IT system.
Thirdly, Al-Masyal (2011) mentioned that in or e te@rol system

for Shariah compliance to be effective, an IFI must $emen th le'ad' Eo,\mnﬂict
A

e of Jhe thyeats @f effective
Y

' teregéx occur when
some functions that should be separated@)uped ) er@‘ﬁ- example, these

functions should be separated to avoid(ajict cﬁ\%e g
[} -
a

fatwa vs. internal audit, iii) executi& d iy) ;‘nﬁ audit vs. external audit.

Based on the example a n the co Is in Malaysia, individuals
(
luti ofdenot involve in the management

involved in issuing the reso

NS
(executive) regarding @ns@cisi@aking. In Malaysia, the Shariah
@)
Advisory Council (S%Xf n@ﬂra@jﬂ Securities Commissions (SC) are the

%— N3
highest authorit% ing ghe Shigiah Yl'é?lutions. Thus, the SAC of Bank Negara and

SACof SC a‘&:ected to be free@x internal audit activities in any of the IFIs to

avoid c@ interest. Individuals involved in a management position should not be

invg{ved Wvthe internal audit activities. Conflict may arise regarding check and balance

of interest in the institutions. Conflict of interest is

internal control. In relation to Shariah compliagce, ®nfli

twa vs. executive, ii)

-t

in the overall operations of the IFIs since the management, and internal auditors are the

same individual. Last but not least, there should be a separation of tasks between
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internal audit and external audit. The external auditor should be appointed by the board
to avoid conflict of independence in audit activities.

The fourth element mentioned in Figure 3 is the implementation of thw
audit. According to Al-Masyal (2011), the Shariah audit should be con at the
intcrnal level. The internal Shariah audit shall be made compulsory t&*.re that the
management of the Islamic banking is discharging its responsibilitmcompliance
with Shariah rules and principles as prescribed by the Shariah w&(Samad 2011).

With regard to the four elements above, an IF] sho, sonc Ae thgfive major

components of the internal control system in the ln%jcontro sys fo§ariah

compliance. The existing internal control system pract by @1 sy tmri?ommonly

11) i@x;xcanon and

comprises five main components; i) contr onﬂ

cvaluation of risks and control objective$ ;alformati
control procedures, and v) monitoring %ctxv%‘l
pon

in each of the internal control syst 0 xk}e m %e a holistic approach to
Shariah. This is to enhance an E m the}urr ent to suit the IFIs need for
pl

Shariah compliance. For exam t of the internal control system,

control environment set one n I mﬂ ;mg the control consciousness of its

people. It is the fou n f all gﬂponents of internal control, providing
discipline and @ nv1r65?nent factors include the integrity, ethical
values and c nce of the entlty@eople management’s philosophy and operating

style; th management assigns authority and responsibility and organises and

@people and the attention and direction provided by the Board of Directors.

The management of IFls should expose employees to the importance of Shariah in all

activities and operations. Management with a high level of integrity will reduce Shariah
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noncompliance risk, the risk of fraud and error in the IFls. Employees of IFIs must be
subjected to regular training on Shariah and Islamic financial products.

In the second component of identification and evaluation of risks a trol
objectives (risk assessment), every entity faces a variety of risks frornglg and

internal sources that must be assessed. According to Islamic Financiaf*ices Board

(IFSB) on Operational Risk, Principle 7.1: Y.
IIFS shall have in place adequate systems and co Vincluding
Shariah Board/ Advisor, to ensure compliance @i ’Wﬂd
principles. ’ \Y.

.S

This 1s part of the identification of Shariah no plignck rigk in ter1F1s. Due

a, @87 maysir and

other requirements that its activities must l@npliamce ' S]@‘%h, a precondition
ine with the Maqasid
Shariah. \‘Q

The third component_o ntelr

a
(
Control activities are the polici an% ré‘t‘t)hat help ensure that management
directives are carried 0@ a lst igfensu that necessary actions are taken to
address risks to the(ﬁ veghent ﬁleo ’s objectives. Control activities occur
throughout the %k all JArgl

the SharialAartmem or Sh review department should undertake the

to the uniqueness features of the IFIs such as thg prof#¥biti

. \ . .
m%h functions. Regarding Shariah compliance,

respons@ ensure that the Shariah rulings set by the Shariah Committee are carried
outagffectively.

The fourth component of the internal control system is information and
communication. Pertinent information must be identified, captured and communicated

in a form and timeframe that enables people to carry out their responsibilities.
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Information systems produce reports, contain operational, financial and compliance-
related information that make it possible to run and control the business. They deal not
only with internally generated data but also information about external events, Xepmwities
and conditions necessary to informed business decision-making and exte@orﬁng.
Effective communication must also occur in a broader sense, flowin &across and
up the organisation. All personnel must receive a clear message or&p. management

that control responsibilities must be taken seriously. They stWrstand their role in

the internal control system, as well as how individual agpehics reW\e work of
| g

others. They must have a means of communicatin@cant igfo t'fn:{ﬁt.ream.

d, sf wi hYEustomers,
o, Y’S/

Effective communication with external parties V& e

suppliers, regulators and shareholders. V
| 19 <
The last component of the internal co stems iS¢l mo@)ring process. The
system must be monitored as a pro. atﬁ heéjﬁality of the system’s
u
performance over time. This is a ished h o&&;g monitoring activities,
NS

separate evaluations or a co inaon of ‘16 1(@ng monitoring occurs in the
'3
regfflar

course of operations includ& al

actions personnel take jfi p

ment supervisory activities, and other

dutj he scope and frequency of separate

!
a{ aes;ssment of risks and the effectiveness of

evaluations will dg rimgril

% \

ongoing monitdg rocdd .ﬂnte@ control deficiencies should be reported
A 2

10us matters repd';?d to top management and the Board.In AAOIFI

upstream, »\
(2008 Qi; ASIFI No. 5 on ‘The Auditor’s Responsibility to Consider Fraud and

E Audit of Financial Statements’mentioned that:
“The primary responsibility for the prevention and detection fraud and

error rests with those charged with Corporate Governance and

management of IFls. Management shall set controls and procedure
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over the requirements of applying Islamic Shariah rules and principles

to all activities of an IFI. Management shall monitor the ongoing

activities of IFI adhere to Shariah principles. It is the responsibility of T
the management to ensure the integrity of the accounting andﬁnan%
reporting systems and that appropriate controls are in place, includi

those for monitoring risk, financial control and compliange wW the

Islamic Shariah rules and principles”. Y'

AAOIFI (2008) clearly elucidates the responsibili monti 'rin st with the

L 4
management of the IFls. This implies that manage should ove sge tho.verall

operations to be in compliance with Shariah princ% n xixﬁt cco@ﬁg to IFSB
Y-

5, supervisory authorities need to place si emﬂ?asis nt equacy of an

&
IIFS’s management of risks, including iN ms of ¢ rols,@len reviewing the

condition of the IFIs. Given the signi &)inﬂ%tg& &h rules and principles
to Mly ﬁﬁhtify, monitor and control
£

Shariah noncompliance that oteiially agplieg tg % ntire spectrum of operations
. . s s :
would be considered as mgking W to e(éﬁual loss of income, as well as to

| e

reputational risk and goss¥je i y. \ﬁﬁ evaluating the quality of internal

1

’

controls of an IFI, &:suazrvifry o{i@ould give due consideration to reviewing
w-Z'Fs

the key elew out f iding principles on risk management and
N
corporateg& ce. \c)

e four elements highlighted by Al-Masyal (2011) on internal control for

throughout its operations, an IFI’&

Lo SN,

Sh@pliance and the five top components of the current internal control system,

both elements should be inculcated together during the Shariah auditing process. A

systematic approach in the internal control system for Shariah compliance in the IFls



will minimise the risk and losses held by IFIs. This leads to a strong Shariah mechanism
in the overall operations of the IFIs.
2.6.1.2 External Shariah Audit

The fiduciary relationship between the shareholders, invest@ other
stakeholders 1s paramount in good governance and an adequaAancial and
management reporting mechanism. This can be achieved throug® Shariah audit
practised. Shariah audit is a valuable tool to deliver the exp ctan the shareholders,
investors and other stakeholders on the achievement of t . Goud (2012) mentioned

| ]
that Deloitte describes the Shariah risk manageme?on as pne lii bq%&én the
A

Shariah board and the external auditors, who are i

ndcW to coBrdin w@he internal
rial™Ngomp e Inspectors™,

&

audit department, with external auditors actin

in addition to their primary responsibilit viewing actic@ transparency and
<,
information disclosure. This descri sf)onfu;\v"t‘ & indings of a survey
(]

u
conducted by PWC (2011) ofMalaK Fls, which un&ﬂ&?most IFIs were overseen

N
by internal Shariah audito mid 'ot tr@gniﬁcantly with either the
independent Shariah boamq e Dl< nagg@t department. In Malaysia, the
responsibility of Shari &; .

it fu the ;%ponsibility of the internal auditors of

e D, &
the IFIs whereas 1 &‘e) cou’tri S u&l @c?akistan and GCC countries the external
N
4& >
Y'

parties perform riahfangi £
OV .
Ab man (2011) dlsc@d who should take the responsibility to perform
externa h audit function. He started the discussion by highlighting whether the

ex@dit firms should undertake the Shariah audit functions in the IFIs. For the
audit firm to embark in Shariah audit, the firm must be ready in terms of Shariah
knowledge and competency. Chapra and Habib (2002) suggested that chartered audit

firms should perform the Shariah audit function. Thus, the audit firms must acquire the
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necessary knowledge and skills pertaining to audit and Shariah. Abdul Rahman (2010)
mentioned that the process is already underway as evidenced by the increasing number
of independent consulting companies and law firms offering Shariah adviso
In addition to reducing internal audit costs in the IFIs, the use of such 'onu
possibly give the institution access to broader range of expertise. &

However, if the audit firm has been given the responsxbl%mform Shariah
audit, there should be a regulation and oversight body to ov he performance of
overall audit firm that embark in Shariah audit. This 4 ersur: 41 ariah audit

function will not become a commodity just like ?l audif sin ,t 15(;:)3;1ted to

n (201‘1) added in
T’

ces in the IFIs.

Shariah principles and Shariah compliance. Second

his paper whether the Shariah firm should un

scholars may not have enough skil

that, it 1s important for tliE SW \.,J I be performed certified by
cati

professional bodies. Certlﬁ wiliidcigade 5{) confidence in the Shariah audit

=

onfe@ce held in 2011, one of the presenters,

function. At the annual l I

Mufti Aziz Ur Rah ecoimen edﬁhti?e industry needs “proper official training

of Shariah aud@ [

N
Rahman (\ rgues that BNM\%hould perform the external Shariah audit. Since

her& of the certification process”. Thirdly, Abdul

BNM | nsible for regulating and supervising other requirements related to the

thu it is easier and more practical to enforce Shariah rulings of the Shariah
Advisory Council. However, the capacity for BNM to perform the Shariah audit
remains an issue. The Shariah governance system in Malaysia is classified as

supervisory requirements compared to self-regulation, as in the cases of Saudi Arabia
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and the UK. Malaysia is identified as a strong proponent of a ‘regulatory-based
approach’, Bahrain, Kuwait, the UAE and Qatar as a ‘minimalist approach’, Saudi
Arabia as a ‘passive approach’ and the UK as a ‘reactive approach’ (Hasa 0).
Regarding Shariah audit practices, the regulators need to set up a speciﬁ%guivork
pertaining to internal and external Shariah audits. This will promote h*oisation in
the practice of Shariah audit by the industry players and increase the¥gansparency of

)

The differences between internal Shariah audit a t al@ audit are
[ ]

illustrated in Table 4: I g}Y'
A
Table 4: Differences between Internal Shariah Au nd Extérngl Shagiah Audit
Key Area Internal Shariah ﬂ?’ ha@ﬁ audit
v N

a.Objectives To add valut\ rove XpIEd an opinion on
IFIs opergti

1
ons ¥t e th the overall
Shariah ¢ %nce.& éﬂ%ns of the IFIs are
a _Si?h compliance.
o\

the operations of the Islamic banks to the stakeholders.

b. Legal Basis As

. Ny
c. Reporting urw nj ddagdPShould  be  reported
Shdria !urb together with the Standard
rep hag® s

e | audit report.

ntarily basis.

it gfof dncial | a) Audit of financial

of tl&%F ; statements of the IFI;

udit on | b) Operational aspect of

state
c) b ércl) I#ange
% gangsafio structure, | the IFI;
% 4 . ocess  and | ¢) Organisational structure
: informato technology | and the people involved in

applica@n systems; and | executing key activities of

\ c) Review of adequacy of | each business area of the
% the Shariah governance | IFI;

process. d) IT application systems

(BNM, 2010) that are in place to support

the key business activities

of the IFL.
(Sultan 2007 pg.12)

Source: Teck Heang (2007)
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The table is adapted from Teck Heang (2007) on the differences between
internal auditing and external auditing. It has been modified to fit the purpose in
comparing internal Shariah audit and external Shariah audit. The comparisons ed
on Shariah Governance Framework (2010) guidelines and previous literatufe Y::ah
audit. Based on the table above, the main differences between internal 5%1 audit and
external Shariah audit can be derived from four objectives, lega%XZeporting and
scope. The main objective of internal Shariah audit is to add \Vuand improve IFIs’

operations to be in compliance with Shariah whereas the gaailh oBjec i\‘e of ghe external

Shariah audit is to express an opinion that the overa$tions i) m\l?dlar&ﬁariah
A

san 22011 ar@d that the

\'sue;éxc'gal conflict.

implementation of the Shariah audit function g IF invs‘ve
sise@ enforcement and

compliance. As for the legal basis, Muneeza and

According to the authors, the SGF (BNM; hhall em

regulation of Shariah audit, qualificati %he S@a‘d
@; (]

and reporting resulting from the Shqridaaudit in ‘!I' &mework only addresses

)
@, definition and scope
C—J

a general view of Shariah aud quxs. \",nho r(@egulations and guidelines on
D i

the implementation of the Shari ud\ tiG‘r(“)& IFIs, it will result in different

al c@ct. In comparison to the external

practices among the IFfs“agd in

\ : O
Shariah audit, there %l n/ le é?r its implementation since it is still a
NS
voluntary pract@@ardﬁ%.jrtin Sprevious literature (Abdul Rahman, 2010;

Ibrahim &QZOW; Sultan, 2@@’ highlights the needs of having Shariah audit
reponin%tately from the Shariah Committee report. This is to ensure the
indépgndgfte of reporting is not jeopardised. As for the scope of the audit, through
external Shariah audit, the coverage will be much wider to cover the overall operations

of the IFIs and increase the level of confidence among the stakeholders.
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2.6.2 Shariah Audit Practices in Pakistan

The Islamic banking movement in Pakistan was nationwide and comprehensive. As it
was a mammoth task that was implemented in phases. The process @ by
transforming the operations of specialised financial institutions like&blational
Investment Trust (NIT), Investment Corporation of Pakistan (ICP), a se Building

Finance Corporation (HBFC) to conform to the Islamic principlestfect from July

1, 1979. Separate interest-free counters started operatin@ zll t‘1e nationalised
commercial banks, and one foreign bank from January 1, to M.eposits on
NS
a profit and loss sharing basis. As from July 1, 1985, nercigll b ir’gAg(?rations
s X
N in @&gn banks,
\.. é

depqi' in banks were

@)

curency deposits/loans
en@o passed Mudarabah
‘&

utionél business groups to set up

special mudaraba companies. { 0
P 4 s &)
The State Bank o@an (QP\Ovemf\&é regulatory authority in Pakistan.
&
It has established a de Mi slamic in&)ﬁ.\c'partment (IBD) that operates in close

s

treated on the basis of profit and loss shariEg.

was allowed to accept any interest-bearing de@ll

continued to govern on an interest ba hefigov

Companies Act 1984, which enabled nc,a i

coordination withq% olicy a Re;é-ﬁtory Department and Inspection and
A o
Supervision Iﬁ nts to fadilitate ")@7 development. The IBD coordinates with the
N
SBP and bagMgg industry to provide valuable regulatory guidance related to overall
Shari iance and specific issues/ challenges being faced by the Islamic banks in
Pakista

3 Sources from Keynote address delivered at Annual Corporate Governance Conference Dubai on
November 27, 2006 by Dr. Shamsad Akhtar Gabenor of State Bank of Pakistan on ‘Shariah-Compliant
Corporate Governance .

61



According to Akhtar (2007), SBP has put into place a comprehensive and robust
multi-tiered Shariah compliance mechanism to lend customers and investors confidence
in the Islamic banking industry. The Shariah compliance mechanism has thgee main
pillars: (i) a Shariah board at SBP which approves policies and guidelines @the
fit and proper criteria for advisors; (ii) Shariah advisors in all banks to pﬂ% guidance

to banks and comfort to customers on Islamic financial services; and (ifN{a Shariah audit

system. The Shariah audit system is developed based on the in n manual, which
is very comprehensive, was compiled by Ernst & Young out ra@laboration

with their affiliate in Pakistan. ' O(‘}Y-
The Shariah Audit System is needed to ensu at specific erms? Islamic

x- N
contracts, a fatwa on the transaction, as well, as sgﬁ\ of @tion of the

agreement are conducted according to SK rincip he é!parations of the
financial statements are based on AA%standa\axd %spection is geared
. Y S

]

towards auditing the transactions ac@o Ss}u‘!ar@n addition to the regular
A
SBP inspection, all banks condu?ﬂslm’ic ir@hl also have to undergo the
‘ i (
Shariah Compliance Inspection. ian

rial ¢ fel.n;pection of Islamic banks covers

O

areview of the Islamic b %an !me and gpprations, their services and products,

N
financial statements % ountifig ’rds(l'o ensure that all transactions are being
9]
h

carried out in acc‘&? wigh the :] nc@s of Shariah.
T

To sty en the Shariah ¢ mB‘Hance mechanism in Islamic banking, the SBP
ensures that\?elevant Islamic banking regulations are complied with in letter and

spir@‘wall be adherence to the Shariah compliance framework. The Shariah
compliance framework in Pakistan emphasises Shariah aspects with relevant provisions
of existing laws, rules, regulations, policies and procedures related to Islamic banking

need to be embedded in the IFI’s processes in such a manner that monitoring and
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reviewing of issues related to Shariah compliance forms part of the internal control
structure. Monitoring and reviewing for Shariah compliance should cover all activities,
products and locations of the IF1. The basic purpose of this responsibility is to ain
whether the transactions, processes and products undertaken by the IF I&ah—
compliant and all related conditions are being met, as approved by theﬂ&ah advisor.

Regarding auditing, the internal audit of the IFIs in Pakistan i%ces a system
of internal Shariah audit, so as to ensure that the goals anwg’actives of Shariah
compliance are achieved. Internal Shariah audit of IFIs j f twjkre?ar internal

audit or as a separate unit depending upon size the otﬁons offthe Tﬁ&’g' mary

objective of the internal Shariah audit is to ensure th¥&the mandgeghent Qﬁhe IFI 1s

es @ggrmcxples as

discharging its responsibilities in compliancegwitihSh

prescribed by the State Bank of Pakistan a@ariab a

of the internal Shariah audit is to ensure%the Ssﬁ\so$

o

.\l control for Shariah
&

7]
emeﬂ&ﬁon SO as to ensure that

the goals and objectives for Sharia?lnpli+ce : c @d. The internal Shariah audit

compliance is conceptually sound ectiv

is carried out in conformity o n‘t‘j,and principles, guidelines and
instructions issued by tl&xBa@

akls@ he internal Shariah auditors have
direct and regular con%\at n$

There is no scop% tion g ywt:e{}f access to information, documents, reports

and etc. \'Y.
O

ﬂlb"@ls of management and Shariah Advisor.

g reporting, the report of internal Shariah audit contains observations

ent of systems and controls in place for Shariah compliance. The internal

Shariah audit report will also include recommendations for potential improvements and
corrective actions to be taken. Any disputes/difference of opinion between management

and Internal Shariah auditors on matters relating to Shariah interpretation is referred to
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the Shariah advisor of the IFI for decision. The report of the internal Shariah audit is
tabled before the Shariah advisors for advising the appropriate corrective action and

then before the Audit Committee of the IFI for consideration and appropriat edial

4

measures as advised by the Shariah advisors.

ks,

The report from Shariah audit findings is extensively highlig the IFls of

|

Pakistan through the Shariah Supervisory Report. For example, in thd@nnual report of

Meezan Bank, in the Shariah Supervisory Report, therews ecific paragraph
emphasising Shariah audit matters. Areas covered durin dlt wege disclosed
extensively. This reflects transparency in reportmg Sha om c’ XHariah
audit practices conducted in Meezan Bank covers n}b an es sure and

evaluate the overall Shariah compliance of th% s gﬁ)\n ir alignment
with the guidelines given by the Shariah \% and th r1alérperv1sory Board.

AN
S
=y
1) Agreements for Mur abaha 3 D1 inis ni,’A arakah, Istisna, Tijarah
and Bai Salam. N
2) Declaration, description gF as et aﬁ{(}gyrchases invoices, sequence and

order of the doc@n 'me fere between purchases and declaration

n Murabaha \ "
(J

The audit areas covered in Shariah audl re as 1o g

jc,

&

3) Murabah m torlrg he ayed declaration reports.
4) O ratxo in Dlmmls}@Musharakah for housing and issuance of timely
unit receipts.

mvestment made in stock concerning the stock screening criteria.
6) Import finance transactions and related documentations.
7) Extensive reviews of client payment, purchase cycle and periodic assessment of

client’s processes.
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8) Other related documents and procedures followed by different functional areas.
9) Profit-sharing ratio, profit weightages, pool working, asset & deposit allocation

for deposit products.
According to Ashfaque (2011), SBP instructed all IFIs to dedicate few mem @I:S’
Internal Audit Department for Shariah audit or create a separate Shariah%nal Audit

Department, depending on the size of the bank. The main responsibilR Nes with this

department for Shariah audit. There are some areas like PLS pr ribution, where

SBP instructed banks to audit the whole process jointly fr@ Advisor (SA) and

external auditors. Thus, one can say that in Pakistan, ghariall aufit i né quoth
IS

internal and external auditors.

b s \,Y'
n P{&tan did not

t1 ic banking is in
,Q&ﬁl not only hurt the

N
bank but also hurt the perception of: amig banjirty i@c‘s’try (Ashfaque, 2011).

Thus, it is not enforced by the lawvntiot Shasi ﬁ@gs in the report. Further, if
g 5 ? l ?
.

internal or external auditors fin en they highlight these to SA

to take action with what b@is fi ' ThgBBP ing Inspection team also inspects

N
Shariah compliance of@nk lwcfa}’s'er&gl{)ns are highlighted to the SA to decide

| . ) &
to impose penal agti b g ) 4\
&
) S

Z@iah Audit Practices in Indonesia

development of modern Islamic banking in Indonesia was formally initiated
in 1992, in line with the enactment of Banking Act No. 7 of 1992 which includes

provisions to develop interest-free banking. Indonesia‘s first Islamic bank was Bank
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Muamalat, which was established in 1991. It operates according to the tenets of Shariah
law, which prohibits charging interest on loans and paying interest on deposits. Based
on the Banking Act No. 7 of 1992, Indonesia recognised the existence of a dual’vng

system, that is, a system where conventional banking grows side-by@}slamlc
banking to serve the economy. \

On 25 June 2003, an agreement was signed between Ba%Znesia and The

Indonesian Institute of Accountants (IAI) to structure th awmg standard for

Islamic banks (including the implementation of researc tr mintion for

|
the field that relates to the competency of IAI). Since 2 Audit Guid n]e fq‘) lamic
A
nt

Banks, Review on Guideline of Financial Ac 1¥e Stafldar PSQ/R') 59 and
Financial Accounting Standard for Islamic B&W :

ondja (P ) have been

released by AAOIFI are used as a b\

7]
&
. . Y NS .
Islamic banks in IndopesiaV¢onductfSha T ws 1nstead of Shariah audits.
b J

Shariah review is carried out by #fle onf@(ee of the IFIs and is declared in

the annual report. The f\N A

annual report®.

0 Shat's)ﬁweviews and are not disclosed in the

2.6. jah Audit Practité@in Sudan

&Eentral Bank of Sudan was established in 1959 to undertake the functions

of the tral Bank stipulated in the Bank of Sudan Act. These functions included

oversight and supervision of the banking system and its development and promotion,

4Sources fromannual report of Bank Shariah Mandiri, Indonesia
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issuance and management of the national currency, management of the exchange rate,
maintaining stability of the economy and other functions carried out by the central banks
as a primary body contributing in the economic turnover of the economic whvthe
country. There are two unique and important characteristics associated \@danese
banking system, namely, it is the first banking system in the world b&n the rules
of Islamic Shariah which prohibit interest rates. Since 1983 Suda%mpted a purely
Islamic banking system until, the signing of the Compr erwg"Peace Agreement
(CPA) between Sudanese Government and the S se P% Liberation

L
Movement in 2005, according to the CPA the South w emptefl fro ('onqgc ing an

Islamic system and instead to operate a conventi

em. & n\C??xtral Bank

con‘/en al 1@& South, which
C—% &
represent the second characteristic of thew se bankj sys@, namely a single

monetary policy governing two banki ms. $
? ]

operates within two systems: Islamic in the N

In Sudan, the term Shariah S not ned q’:tiler in the annual reports

N
of the Islamic banks nor the Ce4ral udan. However, they conduct
Shariah reviews as a com 1tme eir r@énmblhty in determining Shariah

compliance in the ]sla v the 1ah Supervisory Report in the annual
’
report of its Islamj s d/i thoeg y disclose the findings of the Shariah

review. At pres els ‘ sule_n the Shariah noncompliance activities in the
&
Islamic ba udan. N

QS Shariah Audit Practices in GCC Countries

GCC countries consists of five countries namely Kuwait, Bahrain, United Arab

Emirates, Qatar and Saudi Arabia. According to Hassan (2010), the majority of the IFIs
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in GCC countries have developed their Shariah guidelines and standard processes on
Shariah compliance. The study conducted by Hassan (2010) also found that although
some GCC countries clearly stated in their regulations the adoption of the IF1
standards, only 22.8% had indicated its implementation. Most of the @untries
conduct Shariah reviews rather than Shariah audits. Shariah revie$ the GCC
countries are carried out by the Shariah Supervisory Board (SSB%%IS. However,

regarding auditing according to Hassan (2010), 22.8% of| IFYHanah Supervisory

Board in GCC countries indicated that the functions g d % at to internal
Shariah compliance unit.

In terms of reporting of Shariah review fi som amkla'reports in
the GCC countries such as in Bahrain discl d gm can 1nd1 n its Shariah
Supervisory Report. This effort shows t FIs in GCO:ountries promote
transparency in Shariah compliance. , gh a)éhas rapidly become a

)

global leader in Islamic finance, pl\ ost tOnxhe Jar e@qcentration of IFIs in the
Middle East. In addition, Ba Whe i‘»ref n 1@ market for Islamic Securities
(Sukuk), including short-t % @é Central Bank of Bahrain (CBB)
is responsible for regu nd 'ng %tain‘s financial sector’. For example,
the SSB in Bahrain s B k pccfarms a monitoring function including the
\

checking of do amf gure%_ scrutinise each operation carried out by the
Bank, whe ctly or through ﬂt‘?Shanah Internal Audit department. The SSB of

ISB w1th the Shariah Internal Audit Department to implement monitoring

y obtammg all the information and clarifications deemed necessary to

confirm that the Bank did not violate the principles and provisions of Islamic Shariah.

Shttp://www.cbb.gov.bh/cmsrule/index.jsp?action=article&ID=19
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The Shariah Internal Audit Department in BISB audited the Bank’s transactions and
submitted a report to the SSB. The report confirmed the Bank’s commitment and
conformity to the SSB’s opinions. T
Al-Rajhi Bank in Saudi Arabia established an independent SKazigl¥ Board,
formed and ratified by the Constituent General Assembly with the objectrWof ensuring
that all bank activities are subject to the approval of the Shari%m The Juristic
Control Department is responsible for exercising the nec ss&ﬁntrols and reports
directly to the Shariah Board. The Juristic Control ment%onsible for
supervising the activities of the Bank in terms of verfywpg the ifnple Ti@? of the

Shariah Board’s decisions. In 2011, over 300 V§' i E re mdde t ran&/Re's, transfer
e

centres, and trading rooms and training sessio corﬂ‘uct for @ew employees

&

with 15 courses held. However, in Al D s 2011 nual@port, the Shariah

Supervisory Board report was not dis o th iC. \&
0o IS
ari
N

' ﬁlpewisory, reviews are

In Kuwait Finance Hous\ ugh
conducted on a random basig.on Qmples jrp@which provided returns to all
ors

'S

transactions of KFH with sharehefders™Ngdv a thers. This is based on the annual

J 2 s

Shariah audit plan de ', @dic reports submitted by Shariah
Supervisory Depa reg di. hf @ng operations, field visits and on the
operation and co¥rect A ntafien of Fatawa and resolutions issued by the
Shariah Bogrd® \q’

%actice in the Qatar Islamic Bank through its Executive Committee and
Shi dit Department is that the SSB directly supervises the Bank’s activities and
are satisfied that its resolutions have been righteously executed. The SSB confirms that
the responsibility for applying the Shariah norms and controls lies mainly on the Bank’s

management, as the SSB’s liability is confined to giving relevant jurisdictions (Fatwas)
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and reviewing the transactions referred to it, whether they were addressed to it directly
or through the Shariah Audit Department as implied by the authorities vested in the
Shariah Audit Department. Also, the Qatar Islamic Bank played an equally ant
role in developing AAOIFI standards working closely with the A@ng and
Auditing Standards Council for Islamic Financial Institutions. A
According to Mufti Aziz Ur Rehman® in Dubai, intern SIX; review is an
integral part of the bodies of governance in IFIs and en?[mder the policies
established by the Islamic financial institution accordin m m@,@ and article
of association. It consists of a statement of purpos@rity agd re crs:hgx; The
A
th

example given by Mufti Aziz Ur Rehman (2012) tatend®r] o ur@ authority

and responsibility is the charter. The charter 4kall J¥e CO?S t wi@;mic Shariah
&

is
rules and principles in both conventional %}pening I ic \@dows as well fully

fledged IFIs. The charter should be d(l: a C?d Shariah Supervisory
of

7]
Board (F&SSB) and issued by th NeCtprs. K&gharter shall be regularly
NS

reviewed. The charter mentjned¢0y Mu‘i A?Zl Ub'%hman that been practised in
naal

Dubai, are similar to the Shari o a

banks in Malaysia. $ ' §

¢ | (?
According 1 Az l&lacs 012), an external Shariah review has also
% NS
been conducted% Isift P Th,&_xtemal Shariah review and audit is conducted
N
to review t'é'al procedures an't&B act in support of the internal audit. This practice

prom t%er transparency regarding the independent approach in examining the

d evelop in most of the Islamic

w f Jhariah review. By doing this, he added that it gives the external auditors a

¢Shariah manager at Dubai based Mawarid Finance as well as a member of several Shari'ah boards. He
is also a lecturer, trainer and author. He is qualified in both contemporary finance and Islamic
jurisprudence, with a specialism in Figh Ul Mu'amalaat. He has a degree in Islamic finance; is a Chartered
Shariah Auditor and Advisor formally certified by AAOIFI and a Certified Islamic Finance Arbitrator.
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pool of knowledge, experience and insight which can be used when assisting IFIs to
improve their performance in these areas. Another significant opportunity is keeping
up-to-date with latest industry developments. T

In terms of Shariah audit practice in Dubai, three major reports %\' depend
on the work of Shariah audit; i) the annual management report ii) sfa&)lders report
and 1) Fatwa and Shariah Supervisory Board (F&SSB). T@h Supervisory
Board, however, does not perform the audit, but they tryst Vﬂhariah auditors and

Shariah department within the Islamic financial insg n to Kfoa it. Shariah

L
auditors and/or the heads of Shariah departments in IFIs injDub tferggx-e, have
A
two sets of responsibilities — to the management of tWIFI agti the &S{?.'They have
;d

ne %ubmit an audit

report to the Shariah Board and subse thy the F r prepared for the
AN

shareholders. In the AGM the F& pres&? ‘§(h1s report, taking the
o
responsibility that the IFI fulﬁllef\ aﬁﬁjemi‘%énd the total profit earned

N
1s pure. ? , [ §
However, existingqta s %ﬂﬂ aﬁ@win the IFIs in Dubai do not satisfy

the public and the clie&the
¢
insufficient to say %\ha ah

Shariah auditoft vinde ?lienyf;%d prove the superiority of Islamic financial

to provide facts to the F&SSBs because Witw

>

i Az@ Rehman, 2012). He added that it is

@?oved’ but it is the responsibility of the

products iést to the convenn&hl. This is due to the level of public awareness on
the Isla%nancial products is poor. Due to that, he recommended that the practice of

SHagjah gMdit shall be improved and strengthened in the following ways:
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Ll

1il.

Proper, official Shariah audit training
A review of the AAOIFI certification process

The establishment of some criteria, some prequalification to be accepted on an

AAOIFI CSAA study course to enhance the value and standing of the cate

iv.  More detailed standards for Shariah audit and governance C}

v.  Limiting certification to professional auditors A

vi.  Proper control and support by the Shariah Supervisory Bo appointment
procedures with the F&SSB reviewing and 1nterv1ewmg$s

vii.  The F&SSB should select a person with the ab111ty ction as a Shariah
auditor '

viii.  Standardisation of Shariah audit procedures \d‘

ix.  The industry, in cooperation with global %ﬁrms, nee 'o Qa lish a
professional, dedicated audit body with c linkyt AOIlﬁ~and other
standard bodies T \

X.  The industry needs to find ways to j \e it s ngpfds 1@ preparation of
audits, governance and human reso

co -\
ﬂ
Based on the suggestions above, t riah awudit pgct tic n be harmonised not only

in GCC countries but also to rw c0l+tne : }@1 boost the Islamic banking
practices and increase the netwoa

He mentioned that:

n g € e figtries that promote Islamic finance.

O
“The ISI%\ ult rj(()z? like a tree planted by our
% N
res% Shag }ola@t is our religious and ethical

1s1b111ty to tend t@ee, to water it and take care of it, so

%\# it grows strongly and healthily ”(Mufti Aziz Ur Rehman,

0 2012 pp 5).



Thus, regulators and IFIs need to take its responsibility to developing the Shariah audit

practices seriously to ensure the Islamic finance industry will grow stronger and stable

in the long-run.

2.6.6 Summary of Shariah Audit Practices among Countries

Shariah audit implementations vary according to the regula
Regulators in each country are responsible for ensuring that M
follow AAOIFI requirements pertaining to Shariah

adapt BNM’s SGF to improve the practice of Shariah au

of distinct functions that uphold the Shariah gove

summarises the Shariah compliance framework

e

Veach country.

¢ banks in GCC
audi gla c]rs in GCC could
te

stabllshment

echapis 1r' Iﬂp Table 5
mo,% ntrl

Table 5: Summary of Shariah me ng Countries
Country | Regulator | Islamic Sharnahml € ria O Acctg Shariah
y Banking t %ﬂs Standard | Audit
Authority | Law S Practices
al g
Malaysia | Bank Islamic i A‘ﬁ’ Acctg Stds | Internal audit
Negara Banking omhnittee JNproducts developed | level of the
Malaysia Act 1983 visory ' %approved by MASB | IFIs
uncil S by NSAC
NSAC) £ &, |ofBNM
Pakistan | State Bank | Isldggic Shadri Sh ] AAOIFI Acctg Internal and
of Pakistan Béard B Standards | external
My, 2N developed | Shariah audit
Bahrain | Central Shawah | ¢[\SHariah | AAOIFT | AAOIFI | Shariah
Bank S er‘soc'%upervisor compliance
Bahrai Nl Board dept.
Indonesi | Ba Shariah Fatwa on | AAOIFI National
a In d in 1992 Supervisor | products Shariah
& y Board issued by Board-
\ Amende | (NSB) NSB Shariah
din 1999 review
Sud The Bank | Islamic Higher Shariah AAOIFI AAOIFI nil
of Sudan banking | Shariah Board
law Supervisor
exists y Board
GCC Central NIL Shariah Fatwa & | AAOQIFI AAOIFI Internal
Bank  of Board Shariah Shariah
cach Supervisor Compliance
country y Board unit
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Based on the table above, Malaysia and Pakistan are at the forefront regarding
regulation of Islamic banking due to the existence of Islamic banking acts in each
country. Pakistan has a proper Shariah Compliance Manual, which has been d by
all Islamic banks in its country. Furthermore, the State Bank of Pakistangbla major
role in implementing Shariah audit externally. The Shariah Audit E%ment at the
State Bank of Pakistan performs the Shariah audit function. This in&a?es the level of
transparency from the stakeholders’ point of view in the Islamwd(wing operations. As
for the GCC countries, Shariah audit is done by the in ri h'con liance unit,
while the Shariah Supervisory Board performs th&.Shariah fevidw. ' In (f,g' GCC
A

countries, the practice of Shariah review seems to morgp 0 S arial‘qcompliance
N

aspects, while Shariah audit focuses on the ﬁn%;spgﬁts. S ca@eferred in the
AAOIFI standard on the definition and p& ;sa Sharia ievs@“d audit.
AN
&
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L7 CHAPTER SUMMARY

This chapter highlights on the definition and general term on auditing in Islam.

The role and application of Hisbah were discussed thoroughly in the sectign. In the
&d its

following section this chapter also highlights on the needs of Shariata ;
comparison with Shariah review. Among other discussions in this-%ter were on

review of Shariah audit practices among other countries such as aysia, Indonesia,

Pakistan and GCC countries. Yy
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