Auditing Islamic
Finance:
How Different?

Aida Othman

Internal Audit
Conference
18 – 19 July 2012

CONTENT

 Requirement of Shariah Audit
 Nature & Objective of Shariah Audit
 Features of Shariah Audit
 Appendix

Requirement of Shariah Audit

Bank Negara Malaysia (BNM)’s Shariah Governance Framework (SGF) for Islamic
Financial Institutions (IFIs) came into effect 1 Jan 2011:
•

supersedes the 2004 BNM Guidelines on the Governance of Shariah Committee for IFIs;

•

“aims to meet demands required by new developments in Islamic finance and higher expectations of key
stakeholders of IFIs pertaining to the Shariah compliance process”;

•

sets out BNM’s expectations of IFI’s Shariah governance structures, processes and arrangements to
ensure all its operations and business activities are in accordance with the Shariah;

•

provides a comprehensive guidance to the Board of Directors (“BOD”), Shariah committee and
management in discharging their duties and responsibilities in Shariah related matters.

“1.1 An IFI carrying out Islamic financial business shall ensure that the aims and operations of its business are
in compliance with Shariah principles at all times.
An end-to-end Shariah compliant control mechanism shall be established in all aspects of its business
operations to ensure that all activities are Shariah compliant.”

Requirement of Shariah Audit 2
SGF
1.2 A sound and robust Shariah governance framework is reflected by effective & responsible board &
management, an independent Shariah Committee that is both competent & accountable, supported by a
strong internal Shariah research capacity, & monitored through active Shariah review, Shariah audit &
Shariah risk management process.
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Requirement of Shariah Audit 3

IFSB-10 Shariah Governance Systems for IIFS
Shariah governance system includes:
3(c) An internal Shari`ah compliance review/audit for verifying that Shari`ah compliance has been satisfied,
during which any incident of non-compliance will be recorded and reported, and as far as possible,
addressed and rectified.
AAOIFI (www.aaoifi.org) Governance Standards
No. 3: Internal Shariah Review
Objectives
•

The internal Shariah Review shall be carried out by an independent division/dept or part of the
internal audit dept, depending on the size of the IFI. It shall be established within an IFI to examine
and evaluate the extent of compliance with Islamic Shariah rules and principles, fatwas, guidelines,
and instructions issued by the IFI SSB.

•

The primary objective of the internal Shariah review is to ensure that the management of an IFI
discharge their responsibilities in relation to the implementation of the Shariah rules and principles
as determined by the IFI’s SSB.

Nature & Objective of Shariah Audit

SGF:
7.7 Shariah audit refers to the periodical assessment conducted from time to time, to provide:
an independent assessment and objective assurance designed to add value and improve the degree of
compliance in relation to the IFI’s business operations, with the main objective of ensuring a sound and
effective internal control system for Shariah compliance.
Footnotes to 1.2 and 1.2:
Shariah compliance refers to compliance to Shariah rulings and decisions issued by the SAC and
Shariah Committee of the IFI respectively, and as determined by other relevant bodies.
Shariah non-compliance risks refer to possible failures to meet the obligation to Shariah principles or in
other words, possible incidences of Shariah non-compliances.
•

Shariah-compliance risks may or not may not lead to or result in a non-Shariah compliant event, but it is
to be minimized.

•

Breach of Shariah principles may lead to contravention of laws and regulations, in particular if a Shariah
ruling has been incorporated into the law.

Nature & Objective of Shariah Audit 2

Shariah audit therefore aims to:
•

assess/check if an IFI’s business operations and activities are Shariah compliant;

•

assess if an IFI’s internal control system for ensuring Shariah compliance is sound and effective;

•

ensure recording and reporting of incidences of Shariah non-compliance events and risks;

•

ensure rectification of Shariah non-compliance events;

•

prevention of recurrence of Shariah-non compliance events; and

•

ensure minimization of Shariah non-compliance risks.

Shariah risk is a significant portion of the operational risks to which an Islamic bank is exposed.

Nature & Objective of Shariah Audit 3

IFSB 1 Guiding Principles of Risk Management
Operational risk refers to losses due to inadequate or failed internal processes, human factors and
external events. In addition to people risk, technology risk, and legal risk, IFIs are exposed to Shari’ah
non-compliance risk and fiduciary risk.
Shariah con-compliance is the risk that arises from an IFI failure to comply with the Sharīah rules and
principles determined by its Sharīah Board or the relevant body in the jurisdiction in which it is operating.
Sharīah compliance is critical to an IFI’s operations and such compliance requirements must permeate
throughout the organisation and its products and activities. It falls within a higher priority category in
relation to other identified risks as:





a majority of the fund providers use Sharīah-compliant banking services as a matter of principle, their
perception regarding an IFI’s compliance with Sharīah rules and principles is of great importance to its
sustainability;
certain contravention of Sharī`ah rules and principles could lead to IFI’s transactions being cancelled and
income generated from them to be considered non-permissible;
non-compliance could lead to fund providers’ withdrawals, loss of income or voiding of contracts leading
to a diminished reputation or the limitation of business opportunities.
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Islamic finance is based on Islamic law which prohibits interest or usury, speculation, gambling, excessive
risk and oppressive practices. Contemporary Islamic finance has essentially been a quest for alternatives
to interest-bearing and other prohibited types of loans and transactions.



This is achieved through the use of various Islamic contracts, such as sale, lease and partnerships, that
form the body of Islamic commercial law since the beginning of Islamic legal history. The use of these
contracts in Islamic finance means a wholly new way of doing business be it in banking, capital markets
and insurance.



The application of Shariah contracts entails requirements and rules, depending on the contracts used.



General Shariah principles governing fiqh muamalat and the specific rules governing Shariah contracts
applicable to a bank’s products, services and activities need to be understood and observed to achieve
Shariah compliance.



The relative complexity of contracts, combined with the fiduciary obligations of Islamic banks, means that
for Islamic banks operational risk is a very important consideration.

Features of Shariah Audit

Shariah audit has similarities with operational audit particularly in terms of its methods and processes as
Shariah non-compliance is a dimension of operational risk.
It has significant differences from operational audit in the following aspects due to its nature and objectives:









Benchmarks and standards for checks;
Areas of audit;
Auditors;
Auditees;
Areas of audit;
Methodology and procedures for audit;
Reporting;
Deliverables.

Features of Shariah Audit: Benchmarks

Benchmarks & standards for checks:
•
•
•
•
•
•
•
•
•
•
•

IFI’s Shariah Committee decisions;
BNM Shariah Advisory Council resolutions;
BNM Shariah Parameters (on MPO etc);
BNM Guidelines and Circulars;
Primary and secondary sources of Islamic law;
Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) Shariah, Governance &
Auditing Standards;
Islamic Financial Services Board (IFSB) standards and guidelines;
OIC Fiqh Academy Resolutions;
Contemporary fatwas on Islamic banking and finance;
Authoritative publications such as those from the International Shariah Research Academy for Islamic
Finance (ISRA) references; and
Previous Shariah review and Shariah audit reports.

Features of Shariah Audit: Areas of Audit

SGF
7.12 The scope of Shariah audit shall cover all aspects of the IFI’s business operations and activities,
including:
1.

audit of financial statements of the IFI;

2.

compliance audit on organizational structure, people, process and information technology
application system; and

3.

review of adequacy of the Shariah governance process.

Features of Shariah Audit: Areas of Audit 2
1. Administrative:
– corporate structure;
– day-to-day business operational review;
– relevant board committees.
2. Shariah governance framework:
– structure, roles and responsibilities of various key organs and functions;
– pre product and transaction approval (structure, terms, legal documentation, promotional
materials, marketing collaterals, sales)
– post approval monitoring (contract execution, utilization, security, default, ta’widh, termination,
ibra’, rescheduling, restructuring etc)
– internal Shariah-compliance review process;
– internal Shariah audit process (by external Shariah auditor).
3. Products & services:
– product structuring and development policies and manuals.
4. Risk management:
– Shariah risk management processes.
– Shariah risk profiles for products and risk taking units.

Features of Shariah Audit: Areas of Audit 3

5. Investment
– Investment portfolio and policies.
– Monitoring process.
– Confirmation of non-permissible amounts and purification policies.
6. Zakat
– zakat calculations and payments.
7. Financial reporting:
– financial statements;
– related incomes from businesses;
– purification;
– claims and expenses;
– income distribution for specific investment account holders.
8.

Documentation
– legal documentation for products and transactions;
– operational manuals, guidelines and policies.
*Other possible areas requested by IFI: HR, environment, facilities, events & ceremonies.

Features of Shariah Audit: Auditors

SGF:
7.8

The function shall be performed by internal auditors, who have acquired adequate Shariah-related
knowledge and training. In addition, the internal auditor may engage the expertise of the IFI’s Shariah
officers in performing the audit.

7.14 The Bank may appoint or employ an external party or person to conduct a Shariah audit on the
operations of the IFI, if the Bank considers it is desirable or in the interest of the IFI to do so.
[7.2 In the event that any part of these functions is outsourced, the oversight, accountability and
responsibility over these functions must remain with the IFI. The IFI must also ensure that the
independence, competency, control, management reporting structures and activities of these functions
meet the requirements of the Framework].

Features of Shariah Audit: Auditees

•

Management, business units and supporting units.

Features of Shariah Audit: Process

Methodology & process
SGF:
7.13

The process of Shariah audit shall be designed to enable the IFI to assess whether a sound and
effective internal control system for Shariah compliance have been implemented, which should cover,
but is not limited to the following:
i.
ii.

iii.

iv.
v.
vi.

understanding the business activities of the IFI;
developing a comprehensive internal audit program or plan which include objectives, scope,
personnel assignment, sampling, control and duration as well as establish proper audit
processes, policies and procedures of IFI’s operations;
obtaining and making reference to relevant sources including SAC’s published rulings, Shariah
Committee’s decisions, fatwas, guidelines, the Shariah audit results and the internal Shariah
checklist;
conducting Shariah audit on a periodical basis;
communicating results of any assessment or findings arising from the Shariah audit to the
Board Audit Committee and the Shariah Committee; and
providing recommendations on rectification measures taken as well as following-up on the
implementation by the IFI.

Features of Shariah Audit: Process

Methodologies for audit:
–

Examination of IFI policies and procedures documentation

–

Examination of product templates

–

Cross-checking

–

Interviews

–

Observation

–

Inspection

–

Sampling

–

Discussion

–

Verification

–

Research

–

Review reports.

Features of Shariah Audit: Reporting

Reporting
SGF:
1.6

The IFI shall establish formal reporting channel(s) among the key functions to ensure that the reporting
on Shariah matters is carried out effectively and on timely manner.
In this regard, the Shariah Committee shall functionally report to the board of directors. The Shariah
review function shall report concurrently to the Shariah Committee and management.
The Shariah audit findings shall be reported to the Board Audit Committee and Shariah Committee. All
Shariah non-compliance events are to be reported to the board of the IFI and BNM.

Source: BNM Shariah Governance Framework 2011, p.8.

Features of Shariah Audit: Deliverables

SGF
7.11

The Board Audit Committee, upon consultation with the Shariah Committee shall determine the
deliverables of the Shariah Audit function. The deliverables shall be consistent with accepted auditing
standards.

The final report should contain the auditor’s:
•

assessment on the extent to which the IFI’s business operation and activities are Shariah-compliant;

•

assessment on the extent to which the IFI’s internal control systems are adequate to ensure Shariah
compliance;

•

findings on any Shariah non-compliance events;

•

findings on Shariah non-compliance risk situations;

•

Recommendations for improving the degree of compliance in the IFI.

Appendix: Shariah Review/Audit in AAOIFI standards

AAOIFI (www.aaoifi.org) Governance Standards


No. 1: Shariah Supervisory Board: Appointment, Composition and Report



No. 2: Shariah Review



No. 3: Internal Shariah Review



No. 4: Audit and Governance Committee for IFI



No. 5: Independence of Shariah Supervisory Board



No. 6: Statement on Governance Principles for IFI

Appendix: AAOIFI Governance Standards
AAOIFI Governance Standard No. 2: Shariah Review
Shariah Review
Definition and Principles:
•
Shariah review is an examination of the extent of an IFI’s compliance, in all its activities, with the
Shariah. This examination includes contracts, agreements, policies, products, transactions,
memorandum and articles of associations, financial statements, reports (especially internal audit and
central bank inspection), circulars, etc.
Objective of the Review:
•
The objective of a Shariah review is to ensure that the activities carried out by an IFI do not contravene
the Shariah.
Responsibility for compliance with the Shariah:
•
While the Shariah Supervisory Board (“SSB”) is responsible for forming and expressing an opinion on
the extent of an IFI’s compliance with the Shariah, the responsibility for compliance therewith rests
with the management of an IFI.
Shariah Review procedures
•
Shariah review is to be carried out in the following stages

Planning review procedures

Executing review procedures and preparation and review of working papers

Documenting conclusions and report.

Appendix: AAOIFI Governance Standards
AAOIFI Governance Standard No. 2: Shariah Review (con’t)
Stages of Shariah Review
•
Planning
 To ensure the review is completed in an effective and efficient manner. Plan should include
complete understanding about IFI’s operations and obtain a list of fatwas, rulings and guidelines
issued by SSB
 Understanding of activities, products and management’s awareness on compliance
 Plan shall be properly documented
 Review shall cover all activities, products and locations
•

Execution (shall be documented in work papers)
 Obtaining and understanding management’s awareness of compliance control procedures
 Reviewing contracts, agreements, etc
 Reviewing other information e.g circulars, minutes, policies etc
 Discussing findings with IFI management

•

Report
 SSB shall document the conclusions and prepare the report to the shareholders. SSB report shall
be read at annual general meeting of IFI

Quality Assurance
•
SSB shall implement quality adequate control policies and procedures to ensure the review is conducted
in accordance with this standard.

Appendix: AAOIFI Governance Standards

AAOIFI Governance Standard No. 3: Internal Shariah Review
Objectives
– The internal Shariah Review shall be carried out by an independent division/dept or part of the
internal audit dept, depending on the size of the IFI. It shall be established within an IFI to
examine and evaluate the extent of compliance with Islamic Shariah rules and principles, fatwas,
guidelines, and instructions issued by the IFI SSB.
–

The primary objective of the internal Shariah review is to ensure that the management of an IFI
discharge their responsibilities in relation to the implementation of the Shariah rules and
principles as determined by the IFI’s SSB

Internal Shariah Review
– It is an integral part of the organs of governance of the IFI and operates under the policies
established by IFI. It shall have a statement of purpose, authority and responsibility (charter). The
charter shall be prepared by management and shall be consistent with Islamic Shariah rules and
principles.
–

Internal Shariah review may be carried out by the internal audit dept/internal control dept if
properly qualified and independent.

Appendix: AAOIFI Governance Standards

AAOIFI Governance Standard No. 3: Internal Shariah Review
Scope of Work
– The scope of work of the Internal Shariah Review shall encompass the examination and evaluation
of the adequacy and effectiveness of the IFI’s system of internal Shariah control and the quality of
performance in carrying out assigned responsibilities.
–

Shariah rules and principles provide the direction as to the scope of work and the activities to be
reviewed

–

The purpose of the examination of the adequacy of the system of internal Shariah control is to
ascertain whether the established system provides reasonable assurance that the IFI objectives of
compliance with the Shariah rules and principles will be met efficiently and effectively.

–

Also, the purpose is to ascertain whether the system was functioning as intended.

End of Session
Q&A

Contact Details

Aida Othman
Director
Tel
: + 603 2087 9974
Fax : + 603 2094 4888
Email : aida.othman@zishariah.com.my

ZI Shariah Advisory Services Sdn Bhd
(a member of ZICOlaw)
Suite 2-4, Level 2, Tower Block
Menara Milenium, Jalan Damanlela
Pusat Bandar Damansara
50490 Kuala Lumpur
Malaysia

