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ABSTRACT

Nowadays, Shari‘ah auditing has become a significant topic in line with the advanced
development of the Islamic Financial Institutions (IFIs). To implement the Shari‘ah
audit, Bank Islam Malaysia Berhad (BIMB) follows the “Shari‘ah Governance
Framework” which is mostly monitored by the Shari‘ah Committee, whereas Islami
Bank Bangladesh Limited (IBBL) follows “Internal Shari‘ah Review” process in the
bank’s dealings. However, internal Shari‘ah review does not cover a comprehensive
audit process to examine the transactions after the execution of the contracts.
Therefore, an analytical comparative study for a standard framework of Shari‘ah audit
is essential for the current practices. This research focuses on the current practice of
Shari‘ah audit of BIMB and IBBL. The main objective of this research is to discuss
the relevant issues of Shari‘ah audit and to evaluate the scope by examining the
current practices of Shari‘ah audit at BIMB and IBBL. This research adopts a
qualitative approach throughout the study. Therefore, it has been accomplished by
utilizing the analytical and descriptive method to discuss the theoretical issues of
Shari‘ah audit along with empirical method through a semi-structured interview with
Islamic banking practitioners and Shari‘ah scholars. It also follows a comparative
method to analyse the data. This research comprises seven chapters along with the
conclusion. The first chapter has dealt with the outline and the proposal of the

research, followed by the second chapter in which the theoretical and conceptual
framework of the Shari‘ah audit is discussed. The third chapter allocated with issues,
scope, and challenges of Shari‘ah audit. The subsequent chapters have comprised the
brief outline of Islamic banking and finance in Malaysia and Bangladesh along with
the current practices, functions, and challenges of Shari‘ah audit. The research found
that the practice of Shari‘ah audit is an important tool that enhances the integrity and
prompt development for BIMB and IBBL. It also found that both banks used the term
“Shari‘ah compliance” to imply a broader understanding, responsibility, and
accountability by checking and assuring that every single activity of both banks is in
compliance with the Shari‘ah, while they used the term “Shari‘ah audit” to refer to the
periodical assessment. The research indicated that the concept of Shari‘ah compliance
audit is much wider than other scopes and issues of Islamic banking practices that
cover both ex-ante and ex-post Shari‘ah compliance audits. Nevertheless, the study
showed that Shari‘ah audit in both banks are being developed based on their capacity.
However, BIMB’s legal and Shari‘ah governance framework is more comprehensive
than IBBL. In a nutshell, the researcher finds that this study has succeeded in
analyzing the current practices of Shari‘ah audit in BIMB in Malaysia and IBBL in
Bangladesh. Finally, the research has provided some recommendations to the
management of BIMB and IBBL as well as to the Shari‘ah committee and
practitioners in Malaysia and Bangladesh on the Shari‘ah audit.
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CHAPTER ONE
INTRODUCTION

In the Name of Allah, the Most Gracious and the Most Merciful.

All praises be to Allah (s.w.t), peace be upon His Messenger Muhammad and
his family and Companions. Allah (s.w.t) says: “And whatsoever the Messenger gives
you, take it, and whatsoever he forbids, abstains from it and fear Allah (s.w.t). Verily,
Allah (s.w.t) is severe in punishment”. (Surat al-Hashr, 59: 7). In another verse, Allah
(s.w.t) mentions “[t]hen, as for him who is given his record in his right hand, He will
be judged with an easy account, and return to his people in happiness.” (Strat al-

Inshigaq, 84: 9).

1.1 BACKGROUND OF THE STUDY

Islam encourages Muslims to follow the religion comprehensively and to act out all
operations according to Shari‘ah values.! Practicing Shari‘ah entails not only obeying
Allah (s.w.t) by worshiping Him, but it is also inclusive of other righteous deeds in all
aspects of life. Over the last four decades, the Islamic financial industry has
experienced rapid growth throughout the world. According to Yaacob and Donglah,

more than one trillion U.S. dollars of assets are managed by global Islamic Financial

' The word ‘Shari‘ah’ is an Arabic word derived from the letters (Shin, Ra’, ‘Ayn). Literally, the
meaning of Shari‘ah is “path” or “way”. The term ‘Shari‘ah’ is defined by the Arabic Dictionary
‘Lisan al-‘Arab’ as watering place from which people can drink or draw water. According to the World
Encyclopedia (2005), Shari‘ah is defined as the “traditional law of Islam”. The Oxford Dictionary of
English (2005) mentions that Shari‘ah is merely a collection of laws and regulations. Shari‘ah has been
defined also by many scholars, among them Mohammad Akram (2006) who states that it is an Islamic
teaching and guidance to regulate all human actions in ‘ibdddt and mu ‘amalat. According to Haron
Din, et al. (2003) it is not a term created by people but revealed by Allah (s.w.t). Another definition by
Hisham (2006) that states that the Shari‘ah is a path towards the religion. While the word ‘compliant’
defines as “made or done according to particular rules and standard”. So the phrase “Shari‘ah
compliant” refers to the activities which are made or done according to the rules and standard of
Shari‘ah.



Institutions (IFIs). More than 600 monetary companies work with Islamic economic

products in over 75 nations.”> Thus, Shari‘ah compliant banking and finance have
presently become an important legal and commercial issue in the global economy. In
addition, Islamic banks express their suitability based on Shari‘ah compliance and
Shari‘ah audit *> and review process of Shari‘ah legal contracts. For this reason,
Shahul and Yaya argue that Shari‘ah audit plays a key role in growing awareness
among the IFIs to achieve the magdsid al- Shari‘ah (objectives of Shari‘ah).* Syed
Alwi Mohamed Sultan suggests that Shari‘ah audit must be practiced in all activities
relating to the system, including financial products, environment, employees, and
society. > Therefore, it is necessary to develop IFI’s with a Shari‘ah audit framework
to determine the level of Shari‘ah compliance. Without the Shari‘ah audit process,
there would be a practical gap in Shari‘ah compliance procedures in Islamic financial
operations. This gap in the Islamic financial scheme is regarded to be a significant
loophole. Therefore, Shari‘ah auditors must ensure that Shari‘ah ethics, and
guidelines and values are followed by IFIs. As a result, the Accounting and Auditing

Organization for Islamic Financial Institutions (AAOIFI) in Bahrain helps in

? Hisham Yaacob and Nor Khadijah Donglah, “Shari‘ah Audit in Islamic Financial Institutions: The
Postgraduate’s Perspective”, International Journal of Economics and Finance, (vol.4, no.12,2012),
224-239.
3 Shari‘ah audit programs are a manual-based document that clearly explains out step-by-step Shari‘ah
audit procedures, policies, and processes when offering Islamic financial services. See: Abdul Rahim
Abdul Rahman, Shari‘ah Audit for Islamic Financial Services: The Needs and Challenges (ISRA
Islamic Financial Seminar, 11 November 2008). Moreover, the_AAOIFI’s Auditing Standards (2010)
mention that the objective of Shari‘ah audit is:
The auditors express an opinion through theirdepth observations in all material aspects
of financial issues in accordance with the fatwas, ruling, guidelines issued by the
Shari‘ah Supervisory Board of the Islamic financial institutions, the accounting
standards of AAOIFI, international and national accounting standards and practices,
and relevant legislation and regulations applied in the country where the Islamic
financial institution operates.
* Shahul Hameed Mohd. Ibrahim and Rizal Yaya, “The Emerging Issues on the Objectives and
Characteristics of Islamic Accounting for Islamic Business Organization”, The Journal of Malaysian
Accounting Review, (vol. 4 no. 1, July 2005), 75-92.
> Syed Alwi Mohamed Sultan, 4 Mini Guide to Shari‘ah Audit for Islamic Financial Institutions: A
Primer, (Kuala Lumpur: CERT Publication, 2007), 23.



regulating Shari‘ah auditing issues and provides the canons of auditing, governance
and Shari‘ah compliant for IFIs. In the Malaysian context, the Central Bank of
Malaysia (BNM) issued guidelines under the Shari‘ah Governance Framework (SGF)
since 2010 and the Islamic Financial Services Act 2013 (IFSA) which specified that
the Shari‘ah audit must be conducted in IFIs following the BNM guidelines. SGF
2010 states about Shari‘ah audit as follows:

Shari‘ah auditing should be conducted by the internal auditors of the

Internal Audit Department and they should be competent in terms of
Shari‘ah knowledge and understanding the Shari‘ah issues related to

Islamic banking products and operations. All the financial Institutions in

Malaysia should comply with this new guideline by January 2011.°

Since the inception of Islamic banking in Malaysia, sixteen commercial
Islamic banks operate in Malaysia and Bank Islam Malaysia Berhad (BIMB) has
become one of the symbols of the Shari‘ah compliant banks. The practices of
Shari‘ah audit in BIMB mostly adhere to BNM’s guidelines since the beginning of its
operation despite having its own Shari‘ah audit manual. However, the guidelines for
Shari‘ah auditing are viewed as insufficient taking into consideration that the Shari‘ah
audit is the backbone of IFIs’ operations.” On the other hand, in Bangladesh, eight
full-fledged Islamic banks and seventeen commercial banks operate a Shari‘ah
banking system following Islamic principles. Islami Bank Bangladesh Limited (IBBL)
currently uses a Shari‘ah review process by a Shari‘ah Supervisory Committee (SSC)
to examine banking transactions, products and contracts after execution. Nevertheless,

there is still a functional gap between Shari‘ah audit and Shari‘ah review process.

% Bank Negara Malaysia, Shari‘ah Governance Framework for Islamic Financial Institutions, (Kuala
Lumpur: 2010).

7 Abdul Ghafar b. Ismail & Achmad Tohirin, “Islamic Law and Finance”, The Journal of Humanomics,
(vol. 26, no. 3, August 2010), 178-199.



This research attempts to identify the scope of the Shari‘ah audit to implement

Shari‘ah compliance in the IFIs. In this regard, the researcher thinks that much

research is still needed in BIMB and IBBL towards developing a structural framework

of Islamic banking and finance, particularly in the area of Shari‘ah audit. This is a
comparative study focusing on Shari‘ah audit issues between BIMB in Malaysia and
IBBL in Bangladesh. Although many studies have been conducted on the issues of
Shari‘ah audit, there is no comparative study between two banks in Malaysia and

Bangladesh that focuses on the aforesaid subject matter.

1.2 STATEMENT OF THE PROBLEM
The dynamism of the Islamic banking and finance industry has increased the demands

for Shari‘ah audit to be more effective and integrated to provide better services for
stakeholders. Shari‘ah t audit is viewed as a comprehensive process for all activities
and products. In addition, the scope of Shari‘ah audit is much wider and covers other
relevant issues along with normal economic activities. However, most of the Shari‘ah
scholars have opined that the Shari‘ah auditors need to address issues of Shari‘ah
audit with integrity, independence, professional competence, confidentiality,
professional behavior, and technical standards succeeding Islamic directions,
principles, ideologies, and jurists’ fatawa (opinions) appropriately.

In implementing the Shari‘ah audit, the majority of the financial institutions in
the Islamic banking and finance sector follow the AAOIFI guidelines issued in 1992.
Since then, there are 18 required issues and five standards of the Shari‘ah governance
system to comply with the IFIs. The Bank Negara Malaysia (BNM) issued guidelines
on the Shari‘ah Governance Framework (SGF) on May 2010. Following this, the

Malaysian Government introduced a new policy and guidelines in January 2013 which



must be complied by all IFIs in Malaysia. To understand the research contention of

this study, it is essential to realise that there are two types of Shari‘ah compliance i.e.
(i) ex-ante Shari‘ah compliance ® (ii) ex-post Shari‘ah compliance.’

Presently, BIMB follows the “Shari‘ah Governance Framework™ which is
mostly monitored and scrutinized by the Shari‘ah committee as ex-ante Shari‘ah
compliance. Therefore, it is observed that the “Shari‘ah Compliance Audit
Framework” may be adopted as rules in executing ex-post Shari‘ah compliance or
external Shari‘ah compliance. As a result, scholars argue whether current practices of
Shari‘ah audit are considered insufficient or gaps remain between the standards and
actual practices. To some extent, a limited number of financial institutions take on ex-
post Shari‘ah compliance with restricted scope.

The ex-ante Shari‘ah compliance in IBBL is also supervised, monitored and
controlled by a SSC known as “Internal Shari‘ah Review” process in transactions and
businesses of banks. It does not include, however, an extensive audit mechanism for

reviewing transactions following execution of contracts. In contrast, the ex-post

Shari‘ah compliance audit system is rare in IBBL. Therefore, a comparative study for
a standard framework of Shari‘ah audit is essential for the current Shari‘ah audit
practices. This study is, therefore, an effort to discuss the different aspects of Shari‘ah

audit comprehensively.

¥ The ex-ante Shari‘ah compliance is the supervision, monitoring and control the tasks that take place
upon and during the implementation of bank dealings by the Shari‘ah Supervisory Committee (SSC). It
includes all activities of the banks and financial institutions that comply with Shari‘ah guidelines
during the designing of contracts, process of transactions and execution of the contacts.

? The ex-post Shari‘ah compliance is considered an in-depth audit process to recheck and scrutinize the
transactions after the contract is executed by the authority. It performs the random samples of
completed transactions to ensure that all transactions are in accordance with Shari‘ah rules.



