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ABSTRACT

Shari’ah audit is an important element to ensure Shari’ah compliance in Islamic
banking operations. Currently in Malaysia, each Islamic bank and financial institution
is required by the Shari’ah Governance Framework to establish the Shari’ah audit
function to provide reasonable assurance and ensure an effective internal control
system for Shari’ah compliance. At the moment, there is lack of empirical studies
conducted to ensure proper practice of the Shari’ah audit in Islamic banks in the
absence of a Shari’ah audit framework. The primary objective of this research is to
determine the extent of Shari’ah audit practices in Islamic banks in Malaysia. The
study also evaluates the supervisory and practical challenges in the implementation of
Shari’ah audit practices. The research adopts the mixed method approach consisting of
a survey questionnaire and structured interviews. Survey questionnaires were
distributed to the heads of Shari’ah audit, internal Shari’ah auditors, Shari’ah
executives and Shari’ah Committee members of 16 Islamic banks in Malaysia. The
study conducts structured interviews with the Shari’ah Committee members in
selected Islamic banks. The study adopts the Exposure Draft of Internal Shari’ah
Audit Framework (ISAF) issued by the International Shari’ah Research Academy
(ISRA) as a benchmark to measure the extent of Shari’ah audit practices. From the
findings, the results indicate that almost all Islamic banks have established the audit
objectives, governance structure, competency of internal Shari’ah auditors, audit
process and reporting requirements as part of their Shari’ah audit practices. However,
some Islamic subsidiaries have excluded audit scope and audit charter. Also, internal
Shari’ah auditors, Shari’ah executives and Shari’ah Committee members agreed that it
is important to develop a proper structure for the Shari’ah audit function in Islamic
banks. The study found that Shari’ah Committee members understand Shari’ah audit
in terms of ensuring Shari’ah compliance, the need to ensure competency of internal
Shari’ah auditors and the need to have audit guidelines. They also faced challenges
such as to supervise Shari’ah audit findings, to determine Shari’ah audit work and to
conduct an internal Shari’ah audit. In conclusion, the good Shari’ah audit practices in
Islamic banks have constituted a positive development in enhancing the integrity of
Islamic banks. This further highlights the need for Bank Negara Malaysia to establish
a standard Shari’ah audit framework in Malaysia.
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CHAPTER ONE

INTRODUCTION

11 BACKGROUND OF THE STUDY

The growth of Islamic banking and financial institutions in Malaysia began in 1969
with the establishment of the Pilgrim Fund Board or ‘Tabung Haji’ as the first Islamic
savings institution. Later, in 1983, Bank Islam Malaysia Berhad (BIMB) was
established as the first Islamic bank in Malaysia (International Shariah Research
Academy (ISRA), 2011b). This milestone achievement paved the way for the
establishment of other full-fledged Islamic banks. In addition, conventional banks
were permitted to set up Islamic banking subsidiaries. Currently in Malaysia, there are
16 licensed Islamic banks operating under the auspices of Bank Negara Malaysia
(BNM) (Bank Negara Malaysia, 2012a). These Islamic banks are mandated to operate
according to Shari’ah principles. This is a fundamental requirement as stakeholders
participating in Islamic banking activities expect more from Islamic banks® (IBs),
especially in terms of Shari’ah compliance. In this respect, Islamic banks are required
by the Shari’ah Governance Framework? (SGF) to establish the Shari’ah audit
function to provide the assurances for Shari’ah compliance in Islamic banking
operations (Bank Negara Malaysia, 2012b). However, Islamic banks in Malaysia risk

losing their license, or worse yet, their credibility, as the Shari’ah audit function in

! IBs stand for Islamic banks which refer to a system of banking that complies with the Shari’ah
principles. Islamic banking adopts the principle of mutual risk, profit sharing between parties;
assurance of fairness for all and transactions are based on underlying business activity or asset (Bank
Negara Malaysia, 2013b).

Z Shari’ah Governance Framework (SGF) is established by Bank Negara Malaysia to enhance the role
of the board, Shari’ah Committee and management in relation to Shari’ah matters, including enhancing
the relevant key organs that are responsible to execute Shari’ah compliance and research functions
aimed at achieving Shari’ah-based environment.



Islamic Financial Institutions® (IFIs) has yet to be employed as an important
monitoring tool for Shari’ah compliance (Kasim, Mohamad Ibrahim, & Sulaiman,
2009).

The lack of internal Shari’ah audit practices in Islamic banks in Malaysia are
mainly due to the different understanding among internal Shari’ah auditors over the
ways to perform a Shari’ah audit (Yahya & Mahzan, 2012) and the absence of an
internal Shari’ah audit framework in Malaysia (Yussof, 2013). Although the
Accounting and Auditing Organisations for Islamic Financial Institutions (AAOIFI)
has issued the Auditing Standard for Islamic Financial Institutions No.1, this auditing
standard is not mandatory for IFlIs in Malaysia. This is because, the IFIs in Malaysia
must comply with the regulations and standards provided by BNM, Companies Act
1965, Malaysian Accounting Standard Board (MASB) and Malaysian Financial
Reporting Standards (MFRS). However, there is no specific Shari’ah audit framework
issued by BNM to perform the Shari’ah audit.

In general, financial institutions play the role as financial intermediaries that
move funds from the lender-saver who have surplus sources of funds to the borrower-
spender who will use the funds for investment (Mishkin & Eakins, 2009). The success
of financial institutions depends on their ability to earn public trust, primarily from
depositors and investors (EI-Din, 2004). Shareholders and investors ultimately look
towards the ability of banks to achieve its financial objectives. For the IFls, there are
additional objectives that need to be achieved, namely to meet both the Shari’ah and
financial objectives. In this case, IFIs exist to ensure that the entity is continuously
operating within the framework of Shari’ah. The stakeholders and users of financial

reports are more concerned to see the performance of IBs in promoting the well-being

% |FIs stand for Islamic financial institutions which refer to the financial institutions that offers Islamic
banking products and services (International Shariah Research Academy (ISRA), 2011b).



of people (Chapra, 2008) and achieving the socio-economic objectives of the society
(Mohamed Ibrahim, 2005).

Until today, few issues still arise in the operations of Islamic banks and
financial institutions in Malaysia. The criticisms not only arise in terms of the Islamic
banking products such as Bay’ al-Inah, Tawarrug and Sukuk (Khan, 2012), but also
the integrity of IFIs have been questioned as Shari’ah audit is not properly practice by
IBs in Malaysia (Abdul Rahman, 2011). There is a lack of assurance in the whole
system of IBs to enhance the confidence of stakeholders towards Shari’ah compliance.
At this stage, IBs are also facing risk of Shari’ah non-compliance, which will affect
the authenticity of its status as an Islamic bank in terms of its compliance towards the
rules and principles of Shari’ah (Nik Sulaiman, 2012).

With regards to the issue of Shari’ah compliance and the high expectation
among stakeholders in Islamic banking activities, the study acknowledges the
importance and needs for the Shari’ah audit to enhance the stakeholders’ value and
confidence in terms of the stability and financial performance of IFIs (Abdul Rahman,
2008). In the context of the religious legitimacy of IFI’s, scholars advocate the needs
for Shari’ah audit as a mode of assurance that the operations of IFIs are Shari’ah
compliant (Mohamed Sultan, 2009), ensure the right and proper conduct of its
Shari’ah compliant activities (Kasim et al., 2009), assess the procedures of each
products to ensure its compliance with Shari’ah principles (Shafii, Salleh, & Shahwan,
2010), and check the soundness of its internal control system (Shafii & Salleh, 2010).

The normal internal audit performed by a group internal audit division of the
bank offers assurances concerning only the effectiveness of the internal control system
in the IBs, whereas an internal Shari’ah audit offers additional criteria for assurances

regarding matters pertaining to Shari’ah compliance (Haniffa, 2010). The assurances



afforded by means of a Shari’ah audit are not only restricted to the products offered by
IBs. It also constitutes a mechanism for check and balance in terms of the process,
procedures, organisational structure, operations, and the people and the environment
of IFIs (Mohamed Sultan, 2009). Internal Shari’ah audits are needed because the
current internal audit does not intend to provide reasonable assurances that their
Islamic banking activities are Shari’ah compliant, thus failing to meet the needs of

stakeholders in 1Bs (Haniffa, 2010).

1.2 PROBLEM STATEMENT

Stakeholders nowadays need assurances on the integrity of Islamic banks and
financial institutions in conducting Islamic banking activities in accordance with
Shari’ah principles. Abdul Rahman (2011) argued that enhancing integrity is critical
for all IFIs as the need is not only to pursue ethical finance, but more importantly, to
ensure their operational and business activities comply with Shari’ah principles.
Therefore, to provide such assurances of integrity, there is a need for the internal
Shari’ah audit practices to co-exist with Shari’ah controls. Implementing a Shari’ah
audit offers independent monitoring and control that assist towards ensuring the
integrity of IFIs.

The study acknowledges that each Islamic bank and financial institution is
respectively required by the Shari’ah Governance Framework (SGF) to establish the
Shari’ah audit function as part of the internal audit division (Bank Negara Malaysia,
2012b). However, Bank Negara Malaysia (BNM) has yet to establish the Shari’ah
audit framework as a standard guideline for all IBs in Malaysia. Currently in
Malaysia, the group internal audit division in IBs follows the International

Professional Practice Framework (IPPF) issued by the Institute of Internal Auditors



(NA) and the Guideline on Minimum Audit Standards for Internal Auditors of
Financial Institutions by BNM to perform internal audit works (Yussof, 2013). The
absence of a Shari’ah audit framework may lead to a number of challenges in terms of
Shari’ah audit practices. This is because each IB may have practised Shari’ah audit
using its own auditing guideline or a modified conventional internal audit framework.
Another challenge may arise in terms of gathering audit evidence, conducting a
systematic Shari’ah audit program and producing an independent internal Shari’ah
audit (Abdul Rahman, 2008). Moreover, Muhammad Sultan (2009) argued on the
challenge to educate people and to create stakeholder awareness on the transparency
of Islamic banking operations. The integrity of internal Shari’ah auditors can be
questioned by the stakeholders if they are not independent in expressing their opinion
towards the Shari’ah compliant activities in IBs (Kasim et al., 2009).

On the other hand, IBs have reached a critical stage in their development and
must fulfil the high expectations of stakeholders towards Islamic banking activities.
The shareholders who have invested in the business of IBs are interested to see that
their investment has been ventured faithfully into a Shari’ah compliant business (Grais
& Pellegrini, 2006a). Not only focusing on Islamic financial products, the Muslim
public seek assurances that all Islamic banking operations are in line with Shari’ah
principles. Reasonable assurance of Shari’ah compliance can be achieved from the
opinions expressed by the internal Shari’ah auditors as derived from the Shari’ah audit
process.

Previous researches in Shari’ah audit have looked into the needs and
challenges (Abdul Rahman, 2008), perceptions of academicians and practitioners
towards Shari’ah audit (Mulyany, 2008) and audit framework for Shari’ah compliance

(Shafii et al., 2010). Also, a few studies done on the Shari’ah audit practices in Islamic



financial institutons in Malaysia only focused on the scope, competency, working
practices and current framework used to perform Shari’ah audit (Kasim et al., 2009;
Nik Sulaiman, 2012; Yahya & Mahzan, 2012). However, there is lack of empirical
studies on the current practice of Shari’ah audit in IBs in Malaysia in the absence of a
Shari’ah audit framework. In addition, there is currently no standard or guidelines to
provide systematic assurance to boost the confidence of stakeholders and enhance the
integrity of Islamic banks and financial institutions.

The objective of this research is to perform an empirical study to determine the
extent to which IB’s in Malaysia adopt Shari’ah audit practices. The study is unique as
it adopts the Exposure Draft of Internal Shari’ah Audit Framework (ISAF) developed
by ISRA (2011a), commissioned by BNM as the benchmark to examine the extent of
Shari’ah audit practices in terms of audit scope, audit objectives, audit and
governance, audit charter, competency of internal Shari’ah auditors, audit process and
reporting requirements. The study does not intend to measure the compliance to the
framework, as it has yet to be adopted by BNM. Apart from that, the study aims to
obtain the views of the internal Shari’ah auditors, Shari’ah executives and Shari’ah
Committee members on the functions of Shari’ah audit in IBs. Given the current
practice of Shari’ah audit, the research needs to examine the perceptions of
respondents who are directly and indirectly involved with Shari’ah audit practices in
IBs. Also, the views of Shari’ah Committee members on the function of Shari’ah audit

are sought as the most crucial external parties to the IBs.

1.3 RESEARCH OBJECTIVES AND QUESTIONS
Given the above background of Shari’ah audit in IFIs, the study develops three

research objectives as follows,



To determine the extent of Shari’ah audit practices in IBs in Malaysia.

To examine the views of internal Shari’ah auditors, Shari’ah executives
and Shari’ah Committee members on the function of Shari’ah audit in IBs
in Malaysia.

To evaluate the supervisory and practical challenges in the implementation

of Shari’ah audit practices across IBs in Malaysia.

The study attempts to answer the following research questions to obtain desired results

for the above research objectives.

Research Questions 1

a.

b.

What is the scope of audit outlined by the IBs?
Do the IBs establish audit objectives, effective governance structure,
specific audit charter, competency of internal Shari’ah auditors, audit

process and proper reporting requirements in practising Shari’ah audit?

Research Questions 2

a.

What are the views of internal Shari’ah auditors, Shari’ah executives and
Shari’ah Committee members on the function of Shari’ah audit in IBs in
Malaysia?

To what extent is there a difference in the views of internal Shari’ah
auditors, Shari’ah executives and Shari’ah Committee members on the
function of Shari’ah audit in IBs in Malaysia?

Is there any association between the level of high education, work
experience and duration of services in IBs among respondents and their

views on the function of Shari’ah audit?



Research Questions 3

a. To what extent are the understandings of Shari’ah audit among Shari’ah
Committee members?

b. What are the observable improvements from the establishment of Shari’ah
audit function in IBs?

Cc. What are the challenges in supervising and monitoring Shari’ah audit
works in 1Bs?

d.  What are the Shari’ah Committees’ recommendations to improve Shari’ah

audit practices?

1.4  CONTRIBUTIONS OF THE STUDY
The research aims to contribute to the field of Islamic banking and finance in
Malaysia and related literature by exploring and comparing the practice of Shari’ah
audit in each Islamic bank in Malaysia towards the development of a more
comprehensive and standardised Shari’ah audit in Malaysia. Additionally, this
research promotes greater awareness among Islamic banks and financial institutions of
the current challenges in performing the Shari’ah audit and find ways in addressing
those challenges. The findings of this research contribute towards the improvement of
training for internal Shari’ah auditors to perform Shari’ah audit. This research may
also help IBs to strategise the scope of works performed by the internal Shari’ah
auditors. IBs need to ensure the independence of the internal Shari’ah auditors to
avoid influence from management and the Shari’ah department of the banks when
performing the Shari’ah audit.

As for the other stakeholders in IFls, specifically the investors, depositors and

shareholders, this study contributes towards a better understanding of the role of



Shari’ah audit in enhancing their confidence towards the integrity of IFIs. From the
findings on the extent of Shari’ah audit practices in IBs, the stakeholders are informed
of the level of assurances that ensure that IBs’ activities meet Shari’ah principles. In
all, this study remedies the problems of limited evidences on the extent of Shari’ah
compliance in Islamic banking activities and lack of studies on Shari’ah audit

practices in IBs.

1.5 ORGANISATION OF RESEARCH

This research is organised into five chapters. The first chapter introduces the
background of the study, problem statements, research objectives and questions,
contributions and organisation of the research. Meanwhile, Chapter 2 reviews the past
literatures written on Shari’ah audit. The literature review is divided into three parts
starting with auditing and governance in general, followed by a discussion on the
Islamic banking industry in Malaysia. The study then focuses specifically to the issue
of Shari’ah auditing.

Chapter 3 discusses the research methodology including research objectives,
target samples and the form of data analysis. Chapter 4 explains the research findings
and the analysis from the survey questionnaires and structured interviews. Chapter 5
concludes the research with the summary of each research finding, and the major
contributions of the research in terms of the theory, methodology and policy
implications. The chapter ends with the limitations of the study and suggestions for

future research.



CHAPTER TWO

LITERATURE REVIEW

2.1  INTRODUCTION

This chapter reviews past literatures on Islamic banking and Shari’ah audit. Firstly,
the study discusses the principles of auditing and governance as an introduction to the
concepts and practices of auditing and governance and how it has been practised all
this while. Later on, the chapter explains the fundamental notion of auditing and
governance within the Islamic banking industry. The chapter concludes by discussing

the current practice of Shari’ah auditing.

2.2 PRINCIPLES AND PRACTICES OF AUDITING AND GOVERNANCE
Since the 19" century, auditing is performed by the professional accountants from
audit firms who express their opinion in terms of the preparation of financial
statements for companies, small entities, banks and other financial institutions. To
help the auditors conduct their audit with honesty and integrity (Banaga, Ray, &
Tomkins, 1994), the Financial Reporting Council, one of the authoritative bodies in
the United Kingdom, has imposed standards and guidelines to be followed by these
audit firms. The Financial Reporting Council (2007) stated the objective of an audit of
financial statements in the following excerpt:

The objective of an audit of financial statements is to enable the auditor

to express an opinion whether the financial statements are prepared, in

all material respects, in accordance with an applicable financial
reporting framework (210).
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With this objective of an audit, the auditors will collect and evaluate the
evidences so that they can share their opinion and views on whether the financial
statement of the specific institution has been prepared in accordance with the
established criteria (International Shariah Research Academy (ISRA), 2011b).
Consequently, auditors should always take into account the fundamental elements of
auditing such as materiality, audit risk and reasonable assurance which will lead to
some challenges in conducting the audit (Chong & Yee, 2007).

As auditing is about assurance, any opinion expressed based on the auditable
areas will provide an outline on the governance system of the respective institution.
For example, reasonable opinions expressed on the material aspects of financial
statements show the efficiency and effectiveness of corporate management and
internal business control. This exemplifies the importance of auditing and assurance,
and how it is interrelated with corporate governance.

With respect to corporate governance, the study focuses on how a corporation
and organisation are governed in its daily business operations. In this case, Macey and
O’Hara (2003: 2) have acknowledged a corporation as a “complex set of explicit and
implicit contracts” which can be understood as a form of contract between various
claimants in the organisation to achieve certain objectives. This is in line with the
American principle of corporate governance stated by Macey & O’Hara (2003: 2) that
“it 1s an implicit terms of contract between shareholders and the firm i.e. the claimants
to agree on the managers or director’s duty to maximize shareholders’ value in the
firm.”

To understand auditing in detail and how it relates to governance, the study
reviews the theoretical aspects of auditing and how its practices have developed over

time.
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