CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Malaysia aspires to become the leading international Islamic finagti ntre.
Currently, the Islamic finance industry in Malaysia covers Islamic banki&kaful and
capital market. The regulatory regime governing IFIs varie agg countries.
International organisations have been established to set standard?bwould strengthen
and eventually harmonise prudential regulations as the y®o Fls (Ej-Hawary,

Grais, & Igbal, 2007). This includes regulations on the p %&: of SHaria def S&riah

audit has emerged as an important mechanism in ensu Shqua C ph:}@ce keeps

pace with the rapid development of IFIs. V év

Shariah audit practices strengthen S hmpllanc d e@gﬁce the integrity
of the IFIs. It emerged to cater for the nt na \$ .\cteristics of Islamic
banking practices. Many Islamic b e‘;lt@' the nature of Islamic

banking should be distinct fro E tkaen‘ona n@amlc banking and finance

should differ from conventxonal s fﬁms of: 1) striving for a just, fair

and balanced society as & mlb nomics, i) constructed upon the
principle of brotherhot% o pera onf w&‘@a calls for a system of equity-sharing,
risk-sharing and s aklﬁ cterlsed by ethical norms and social
comm1tments stem grounded e ethlcal and moral framework of the Shariah

commum@rlented and entrepreneur-friendly, emphasising productivity and the
phys@nsmn of economic production and services, and v) operates within limits
that ensure stability in the value of money and that curtail destabilising speculation

(Chapra & Ahmed, 2002; Dusuki, 2011; Igbal & Mirakhor, 2007).



Given the above elements, there is a need for the IFIs to practice Shariah audit.
There should be a party that oversees the activities and operations of the Islamic banks
to ensure they are in line with the objectives of Islamic economics. This is critical for

the legitimacy of IFIs and its absence it is a serious loophole in the Islan'% cial

system (Abdul Rahman, 2009). A

Numerous Shariah auditing guidelines have been set by dom3tic authorities
such as Bank Negara Malaysia (BNM) and international org?&m such as the
Accounting, Auditing of Islamic Financial Institutions (AAO ar@ Bahrain.

As at 2009, AAOIFI standards consists of a total of nty Tour [Islargic ac’%g\ﬂﬂing

<

standards, twenty one Shariah standards, five audit] stand‘ar , tour ngemance
N

standards and two codes of ethics. AAOIFI us%th terqﬁ xrnal SkaFiah Review
1

(ISR)’ as opposed to Shariah audit use\hNM
Framework. The ISR guidelines in the A%F I stan\sﬁ_&;l%r @ly consistent with

a o L
the Shariah Governance Framewor % Aggordi g"to@XOIFI, the ISR unit is
\
casgnl S

G@NM, 2010) Shariah audit
BN

function is responsible to perfo%ck an\ ofs &f,Shariah compliance in the IFIs.

o Y
The SGF issued by BNW 0 lar

he @ementation of the Shariah audit
function in IFls. The @}a 7t 8f @iseﬁ‘mnal arrangements through which IFIs

S h Governance

responsible to perform audit in th wh'r

—
(=

O
ensure effective o@ regpénsj :il'ty aéé';ccountability of the board of directors,
management aw&mah committee. Rﬁg\gzmework serves as a guide towards ensuring
an operating \onment that is compliant with Shariah principles at all times. In
measyrin IFIs compliance to the Shariah, SGF requires regular internal Shariah

reviews and Shariah audits, supported by an appropriate risk management process and

research capability. International Shariah scholars and bankers believe that given the



systemic approach of Malaysia in developing its Islamic finance sector, the SGF is the
best of its kind and could become a blueprint for other countries to follow.

IFls including Islamic banks and Takaful companies operate within the lquf
Shariah. To ensure that the operations of IFIs do not contradict with Shar h IFls
need Shariah Committee (SC) to function as advisors or supervisors of A@CUVIUCS

The responsibilities of the SC include evaluating and approv1 ic financial

%‘l

products, prepare a draft of Shariah opinions, prepare contractwca laboration with
legal advisor of the bank, etc. However, so far SC mem@ 't sition to
carry out a comprehensive Shariah audit on the operatiofaof IFIs dfe toShejr a&éted
scope of work. According to Ibrahim (2012), the menﬁ' thg S prem mently

N
qualified for their role of issuing fatwas on th@ \lblh@. a financial

1r@m the collecting
AN

and evaluating of evidence. Further, the so r Qépmg products would
conflict with their auditing role, as thj éstltut seff.rev 4§fhreat according to the

International Federation of Accgun (IF *C) le @ics.
le;and

Despite IFls havmg ru & o{tﬁmd accounting standards and

guidelines, many 1mprov t are Nﬁ’ﬁ)o e(r;s;% Shariah auditing is regulated by
|

product, but they are not qualified audltors hey are

a

proper standards or fra r that ca cdd t&)‘ﬁrmomsation among the IFIs. Presently
in Malaysia, there&r fig andard that specifically addresses Shariah
audit practlce an be referred t \{he practitioners in implementing the Shariah

audit ﬁmc@e IFIs. This is supported by Ibrahim (2012) that the Shariah auditing
profe@ds a host of standards, both for the established criteria (such as IFRS in
financial statement auditing) and audit methodology (such as the corresponding

international auditing, review and assurance standards).



In the following section, this research will look into motivation of the study. The

research problems are outlined in Section 1.3 while the research questions and

objectives are provided in Sections 1.4 and 1.5. The significance of the is
discussed in Section 1.6 while Section 1.7 outlines the scope of the studf. ¢ last
section 1.8 is the overall organisation of the thesis. A

1.2 MOTIVATION OF THE STUDY

The motivation of the study is to ensure Shariah com e iss‘;es are properly
addressed since Shariah noncompliance is a risk to all JFIs. Whis fan orfe tizrough

| | &
developing proper guidance on Shariah audit prac regar}in figme , scope,

i i e 4
independence, competency, processes, reporting, ¥gspon s angPerformance.

3

With the expanding global Islamic bankilx%”manc try fere is a need for

developing professional Shariah auditin ctices. \d&ti &&re failure of external
o8

oS

auditors and Shariah Supervisory B%m s togrond holistic Shariah audit
\

(Najeeb and Ibrahim, 2014) moti 1s r@seargh to id%\'fy gaps in current practices
% [
in Shariah audit. According t%n (ZO\Q m’@ncompliance risks may occur
@)
in products, the technolo@orﬁnk the pera@, operational processes, the people

N
involved, documentat@d ot ,’[!olfegls and procedures, and other activities
@
p

T
that require adher %Shay’ D}C pl@\ccording to Chik (2011), Shariah auditing
i

should not ams orldly corporgfivgovernance practices only, but a religious
X

obligation IFIs and Shariah auditors (muhtasib/mudaqqiq syar ie).

ent practice, Shariah committees and SSBs hired by various Islamic
finance institutions constitute the only party responsible for determining the Shariah-
compliant status of financial instruments. Their front-end role is to issue opinions on

the legality of financial products offered by the Islamic banking, Takaful, mutual funds,



and wealth management business (Rosly, 2010). As the validity of Islamic contracts is
established on the basis of Shariah compliance, Shariah scholars at the supervisory level
have issued a set of Shariah rules and principles that must be fully observe?nhe
contracting parties in their respective business engagement and contrac@vever,
according to Ibrahim (2008), the technical process of determining Sh%egitimacy
of financial instruments tends to overlook the financial repo%R;ects of the
transactions. There is a growing branch of literature whic caw a review of the
auditing practices of IFIs as the existing conventional auda ail to % a Shariah

L 2
audit of an institution while the Shariah advisors do no®ganduct 4n ex (ft rewew of
A
T

the product once they have issued their opinions egzan husf the €y u@/ﬁration of
ctje

this paper is to provide evidence on the currentw oﬁ?ha tah au@ﬁmctions and

the existence of an audit expectation gap awale practigdners @olved in Shariah

auditing with regards to the framewor %, ing\*ie, o)@npetency, processes,
]
q
reporting, responsibilities and Shari& itor’s 0 angﬁ'.n the Islamic banks.
, N

N WA
1.3 RESEARCH PROBL \" "éo

Shariah audit has &1 p@s the:\i& a growing awareness among IFIs
@)
that they should contr%\w]r& gvliné"ﬂle objectives of the Maqasid Shariah.
epe

\

There is a need to a% regnl ri t Shariah audit in IFIs as people are now
>
experiencing Qement along a co@ﬁum from a society that trusts everything and

audits nothi a society that trusts nothing and audits everything. The concept of
Sharigh aBging should be extended to the activities relating to among others, the
system, the products, the employees, the environment and the society. There is a need
to develop useful Shariah audit practices to ensure the effectiveness of the goals of

Shariah compliance in IFIs, which in turn can contribute positively to the ummabh.



According to Abdul Rahman (2011), Shariah Committee of the IE Is normally expressed
their opinions on the Shariah compliance of the products and services offered (ex-ante
compliance). He also argued that a comprehensive and well-guided audit of thewah
legal contracts, documentations and operations have not been adequatel@cted.
The ex-post compliance stage is absent in practice. Without a Shariah$ function,
this scenario creates a functional gap of Shariah compliance in %X:ic financial

system. From the stakeholder’s point of view, it will cregte Wpectation gap in

Shariah audit practices in the IFIs. Shariah audit, in A sh%uance the
L ]

shareholders’ value and confidence of the stakeholde% . er(.)-l\ (1.e.

customers, depositors, etc.) are suspicious of Sharigh c i i ox@dversely

affect the integrity of Islamic finance (Abdul RML ;
Audit expectation gap exists for sengons. Pe

Boyd et al. (2001) and McEnroe and %(20

. . . . n q t
misinterpretations and misunderstandg the g& of Eﬁdﬂting by the users. These
N

studies suggest that the users Eo R under’tan t}]e functions and the role of
avewhregh

auditors. Consequently, they,h o pegt@dns of auditors. Humphrey et al.

(1993) and Porter and G e 4
' l

deficiency in an auditor%forfa nd al@c}?ng standards. Porter (1993) established
5 ;\

deficient perforn% defidl and unreasonable expectations as the
n& 2

components o dit expectations g% However, a recent empirical study conducted

or eédple, argued the gap exists due to a

\
by Porter %wthorpe (2004) showed that these elements have changed over time
altho tHE¥ perceptions of pessimism as to the audit functions have not been
eliminated. The audit expectations gap is a prominent issue in the conventional audit.
Previous studies show that the audit expectations gap centres on several issues. The

most notable are the auditor’s roles and responsibilities (Porter, 1993; Fazdly and

6



Ahmad, 2004; Dixon et al., 2006; Teck Heang and et al., 2008), the nature and meaning
of audit report messages (Monroe and Woodliff, 1994; Gay et al., 1998) and audit
independence (Sweeney, 1997; Lin and Chen, 2004; Alleyne et al., 2006). Hlvey
(1997) classified the issues on the audit expectations gap into audit ass a audlt

ectatlons

?’

reporting, audit independence and audit regulation. Research on the au

gap in the Shariah audit practice has received no attention at all atte y researchers.

&

To date, a limited number of studies have been conduvhm Shariah audit

practices in Malaysia. One of the early empirical studies h n Mitigtéd bygHood and

Bucheery (1999) on audit expectation gap between $a1 andjreli s @nc)
gu

auditors in Bahrain. Hood & Bucheery (1999) further ed ghdt 1g| audlt in

4

Bahrain seems to complement the financial au iL by, xteuThhto @e.vertheless

they questioned whether or not religious a rsaave a set reh@us statements to

T~

audit as compared to financial statement d y rs. They found that

a financial audit expectation gap doK st in ut & for religious auditors.

They also found that financial aEdlwd rilglo l

of the tasks performed by each d ery £8099) presumed that this finding
b p

in Bahrain seem unaware

‘@,

might be due to responde ck o nd1 n the subject of the religious audit.
Kassim et al. (2009) ex d tf tiloag?nd the actual practice of Shariah audit

N
function in IFIs m sur@s different groups of respondents involved

&

directly or md with the process anah compliance/auditing in IFIs. Based on

their study, \15 a gap between the ‘desirable’ and the ‘current’ practice of Shariah
audlt@ IFIs in Malaysia. Kassim et al. (2009) classified the gap into framework,

scope, qualifications and independence. These four components differ from previous

studies on audit expectation gap.



Grais and Pellegrini (2006) mentioned that the Islamic banking industry lacks
supervision and monitoring, oversight, auditing and management of risks. These are
closely related to the competency level of Shariah auditors. Any risks resulti
auditor’s incompetency will expose Islamic banks to potential losses ( ﬁwm
Ameer, 2015). Losses to the Islamic banks like in the case of Dubai IA banks in
1998, signals the importance of identifying and monitoring the gaps th &Tst in Shariah
audit practices. Mulyani (2007) found that the academics a?qractmoners and
Shariah scholars in Malaysia, agreed strongly with the creatigh oWa \lr Shgriah audit

discipline with a separate regulatory framework.$haria au -t'sﬁ@ be

auditers! In@dditign, Yahya

\h at t'léxvelopment

ne@(ﬁ) increase the

conducted by a new group of professionals termed Shar

and Mahzan (2012) found that the practice of SharialVaudj

stage and requires further improvement. K:’there 1S

understanding of Shariah auditing am temal\%r ,tﬁ.n*nance the Shariah
]

knowledge of internal auditors, stan@the awﬁamework and provide

general guidelines to design audltWam es l@n auditing. Abdul Rahman

(2011) also suggested the need for stab% éh audit evidence, Shariah audit

education, Shariah audit p@me&@oce%{g and reporting resulting from the
@)

Shariah audit findings. %\,g n'S ah adljd? practices must be undertaken among

regulatory authorig %

}xte audltors should reach a uniform level of
Y'
understanding n&at constitutes Sh audit (Sultan, 2007; Abdul Rahman, 2008).

Base he previous studies and given the current scenario, there is no

doubt@need to identify the existence of an expectation gap in Sharizh audit

practices due to different views and opinion by the scholars, practitioners and
stakeholders in the practice of Shariah audit. It is crucial to get feedback from the

regulators, practitioners and the stakeholders on what would be the best practices in

8



Shariah audit and analyse their expectations to identify gaps in the implementation of
the Shariah audit function based on the SGF (BNM, 2010) and Islamic Financial
Services Act (IFSA, 2013). It is important to identify the gaps that exist in thew

of Shariah audit since its implementation requires improvement (Othma meer,
2015). Through the identification of the factors that contribute to the e@xon gap in
Shariah audit practices, steps will be taken as an Initiative to narrow th aps. This is to

enhance and harmonise the practice of Shariah audit in IFIs. Y-

1.4 RESEARCH QUESTIONS (‘}
The aim of this study is to identify whether there is e atlon ap in*fhe !hﬁivah audit

Yv N
practices in IFIs.The specific research questions of tNfs stu s folloWs:
1) What are the perceptions of the i emal au a uditors), regulators

\
(BNM), Shariah committee, %ofﬂeers 3 e udltors and depositors

concerning the Shariah au \t Isla@banks in Malaysia?
A J.o
P 4 '
&

2) Does the expectati xfomlanc ape Qbetween internal auditors (Shariah
auditors), reg l\?tyh mmittee, Shariah officers, external
auditors a 1t(}rsL erfi é:é Shariah audit practices in the Islamic
banks in %m" \,Y.

S

3) ﬁEe the factors that affect the expectation gap on performance in Shariah
augi

t (1.e.; Shariah audit responsibility and Shariah auditor’s performance)?

s



1.5 RESEARCH OBJECTIVES

Based on the research questions, this study will focus on the following research

1) To examine the perceptions of the internal auditors (Shmlditors),

regulators (BNM), Shariah committee, Shariah officers, ext?&uditors and

objectives:

depositors concerning the Shariah audit practices in tNamic banks in

Malaysia. z '
Y-x

2) To determine the existence of expectations-%ance ap etv!eéegx)ntemal
4
auditors (Shariah auditors), regulators (Bm Mcom w}e,e, Shariah

officers external auditors and depos'tt\q t hgap audit practices

ernt
in the Islamic banks in Malaysia. \1 /Q\
'S
3) To identify factors that affgct the edp®tatibn g:&on performance in Shariah
audit (i.e.; Shariah auﬂqtbiytgj;la’ﬁ auditor’s performance).
S

o &)
1.6 SIGNIFICANCE ESTU ’l )
The developsmgnt<6f Sii i udi@actices is essential to complement the

Shariah compli wcham{ al’ead\‘}"gfh place and practised internally in the IFIs.
. S S
This study isw 1cant due to the following reasons. The outcome of this research will

s//vy
”é:;

benefit t parties such as the regulators, stakeholders, and practitioners in the IFIs
and Qting profession. For the regulators such as BNM and the Securities

Commissions this research will benefit them regarding monitoring the operations of the

IFIs and its adherence to the Shariah compliance issues. Regulators will benefit through

10



the determination of the factors that contribute to the audit expectations gap in Shariah
audit and may take action to narrow the gaps. It will also minimise the blame made by
the practitioners (Muneeza and Hassan, 2010; Sultan, 2007) of not impl ing
standards or a framework regarding Shariah audit practices. %\
Secondly, identifying the expectation gaps in Shariah audit p&s through

framework, scope, independence, competency, processes, reporting, re§ponsibility and

W

Shariah auditor’s performance should enhance the shareho]dersvbe and confidence

of the stakeholders of the IFIs. This will increase the lev trost Le stakeholders

that the activities and operations of the IFIs are Sharhaljsp 1antf Als ha‘rag?mdit
A

contributes towards managing the risks of the IFI an®within #hd gy derweheme of

N
things contributes to the growth of the industry ggd th ecqg‘oxr prowing adequate

disclosure for the stakeholders to make inf&%ecisions ltaréﬁ07). It will also

A

bring confidence to the public and the f%a] mar\w' &gredibility of Islamic

(]
e
A“'

Thirdly, the IFIs will benew t"s resgal chéhi%l\'ninimising its litigation on
(
Shariah noncompliance throubnowi\vj;{ at exists in the Shariah audit
practices based on the fat&}ate ‘o t expe\ ion gap in Shariah audit practices.
1 O

Shariah non-complian@) evdre’ri ﬁ:t&(ﬁ Islamic banking and finance. Proper

banking operations. B

—

N . :
jmd Q&rations of the IFIs through Shariah audit

T
ise such losses. \C}'

check and balancgrorie acjp
practices will g

In ad \to the contribution to the literature, the findings of this research have
imp]ia@ or auditing practices. In ensuring proper checks and balances and
transparency in the operations of IFIs, the stakeholders will better understand the needs

of having a Shariah audit which might urge the regulators to expand the scope of Shariah

audit such as having it as an external audit. The Shariah audit conducted by an external

11



Shariah auditor will increase the assurance of reporting. Auditing firms need to train

their auditors to meet the demand for external Shariah auditors somewhere in the future.
This is in line with the study proposed by Najeeb and Ibrahim (2014
professionalising role of the Shariah auditor. The study argues that a w ed of

Islamic accountants and auditors are required who are trained in b&ventlonal

*‘l

accounting and auditing principles as well as Shariah. Universities and her institutions
such IBFIM, Associations of Islamic Banking Institutions Ybysm (AIBIM) or
INCEIF must also take the challenge to produce graduates, cMifi '3 harigh auditors
to cater for future global demand. In the future, hope Malaysi w1l eco Y)'ne of

the hubs in producing certified Shariah auditors ‘t her ?lt 1desYstandards

processes, systems and manuals for conducting harlc a \ g

C—)

1.7 SCOPE OF THE STUDY 1

This study explores the pr% (orjaBsende) onge audit expectations gap in
( .
Shariah audit practices. It i tes t ‘J}p@ of the Shariah Committee,

internal auditors, extemal s, dlpos IS, S h officers and regulators (BNM)

on the framework, ingdep ?hc competency, processes, reporting,
responsibility and au ifor’ fo ce in Shariah audit practices. This study

aims to address y p0551b e que 331.5 at a broader level, rather than in depth, on

the pamcuIENt concepts to give m51ght to the industry of the present state of the
nctions and its overall audit process

Shan% i ' i :
absence of standard framework in Shariah audit coupled with lack of

standardization in the Shariah audit practices, makes it difficult for Islamic banks to

implement the assurance process. Hence, engaged scholarship activities related with

12



this key audience is embedded within every stage of research process. The specific
direct key audience in the bank are the Shariah compliance department, internal auditors
or internal Shariah auditors. Then, the idea of developing the strength of those jons
within the bank through identifying gaps in the Shariah audit practices is to %\; the
integrity of the Islamic banks. This study covers Islamic banks only an@kuot cover
other IFIs such as takaful industry due to the rapid growth in the IslamRz:n.king sector
in Malaysia. Malaysian Takaful industry is still in the stage Vycy but slowly
contributes to the growth in the Islamic finance in Malavs; & cﬂng to Ahmad
Rizlan (2016), who is also Chief Executive Officer of Fai a Takafgl B ,' 5(13)§Ta’s
biggest Islamic insurer, that growth prospects in Takaéem‘ai vpjt;viﬁ by the
virtue of the fact that the Takaful base is smaller%wqﬁ)\ﬂ inst@.e industry.

However, Islamic banking sector experien(\%ﬁd gro n ysia since the
banking market share of Shariah-complia%sets un\%% @nt in Malaysia is
)

]

about 25 per cent (Parker, 2016). Th ¢, this,stud fé'cu@' on Malaysian Islamic
S
tati

banking industry to crystalize the ?ﬂhce 2aps in the Shariah audit

fe t@
N
practices in a specific industry: s i% z&@. bias respondent during data
collection that may arise d@fe llt or. (5

&)
The study is lin@ Islgnl iTMalaysia only and did not cover other
developing countri % Mglaysi ;
T
quality than oth& the Asean count;@l‘ he Star, 2016). Also, this is due to the time

constraints @:ting primary data if it involves other countries Islamic Banks.

Port8es Model in audit expectation gap is used in the research due to the limited

———

o
w2
%—

w2

N .
laé?t Banks have better growth stability and

theoretical support on the Shariah audit practices. Porter’s model specifically
categorized the existence of audit expectation gap into the reasonableness gap or

performance gap in audit. Such model is significant to the Shariah audit practices since

13



at current there are no theoretical framework that specifically categorized expectation
gap into specific area (i.e. reasonableness gap or performance gap). The categorization
may assist the regulators and policy makers to specifically identify the gap that g

in the Shariah audit practices. Thus, through the identification and catcg%x of
expectation gap, it will narrow the gap in Shariah audit practices in MalaAlslamic
banks that leads to better Shariah compliance assurance in the industrygnzwill also

boost the stakeholder’s confidence towards the Islamic bankin inv.

1.8 ORGANISATION OF THE THESIS
J 1S
’ % 5

Firstly, this chapter presented and discussed t% bac Nd of study. It

explained why Shariah audit is vital to the K%\'prac Yees tlelamic banks.
Additionally, the statement of the problem ves discuss!a%qls t@‘is set to discover

o
the expectation gaps in Shariah audit pr% Thi wa ollo@ y the identification

\
of factors that leads to expectation g%ha’ia it. SeQendly, next chapter in the
o
thesis discuss on the auditing fr(% perspigbi\j;f Q’ m. The chapter emphasised
the importance of the Shari@t in ellsurl g pr Shariah governance. It adds an

N
important assurance to al@.c]em t ?% tions of IFIs are Shariah compliant
O
and contribute towar, %‘Sin%t bey si@!ariah in society. Thirdly, the chapter of
4

the thesis highli%t e literature revi\ Yr: audit expectation gap and its relationship

with Shariah \ractices. Given the lack of research on this topic in the context of

e

Malaysia n the literature, this research is an important contribution to academia
and industry and is set to constitute an important foundation for further studies in this
field. Fourthly, this thesis discuss on the theoretical framework used in the study. The

theory involve in this study were agency theory, stakeholder theory and Ibn Khaldun’s

14



theory. Later the chapter highlights on the relationship among agency theory,
stakeholder theory, Ibn Khaldun’s theory with audit expectation gap in Shariah audit
practices. This thesis further develop the hypotheses using Porter’s model (19?&:
audit expectation gap to the Shariah audit practices. Fifthly, the thesis dis@ the
methodology used to achieve the objectives which is the mixed methotf&hly, the
thesis highlights on the findings and analysis of the study. Finally, 'nwtxa'st chapter,

the thesis summarize the overall findings and provide sugge tioWd solutions for

future study. \d
X
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